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By Paul N. Van de Water
In social security, unlike any other government program, there is a significant relationship
between the taxes an individual pays and the
benefits for which he and his family will be eligi-

ing the next two years and to allow the funds to
be built up to an appropriate contingency
reserve level, , . ,

ble, Each worker pays taxes on his or her

Congressmoved courageouslyin 1977 to

covered earnings and receives important insurance protection for the family against loss of
income due to the retirement, death, or disablement of the wage earner,

ensure the financial stability of the system, but
the bulk of the additional tax revenueswhich the
Congressenactedwill not begin to comein until
1981,As a result, the assetsof the retirement and
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it may now be adding to public dissatisfaction
with the system, The myth that each worker has

a numbered account in which his taxes are de- '
posited is no longer widely held, But it has not

been replaced with any more profound underd'
f h
' 1
'
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stan mg 0

insurance

,
declIne

ow SOCIa securIty wor s. . , .

As a result, 80 percent of Americans, accord-

ing to a recent Harris survey, have "lessthan full
,
" ,
"
confIdence m the socIal securIty system,and 40
percent, particularly younger workers, say that
they have "hardly any confidence at all," Social
security is no longer generally viewed as a dramatic social achievement for which support is
automatic. The payment of benefits-in the long
run is regarded as uncertain, Together with the
pressuresof inflation on taxpayers, thesefactors
have led to a decreasedtolerance of the taxes
required to finance the system.

An absolute necessityfor rebuilding confi-

dence in social security is to keep the social

In 1977, Congress moved "courageously"

t

s~re the .'ong-run financing stability of th
clal security system, but most of the added ta
' venues will not begin to come in until 198
~%ritesDr. Paul N. Van de Water in this issue
x Review.
.

",

The sched.uled tax I~creases c~n be forestalle
Iy by cutting benefits or by using non-payro

x revenues,he holds.

This issue is excerpted from a speech delivere
the author at a recent Tax Foundatio
Wi!!

security trust funds from being exhausted durNote: This papf'r is no' a statement of official policy. The views expressedare personal and not.necessarily those of the Department of
Health. Education. and Welfare or the Tax Foundation. Inc.
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bined old-age and survivors insurance and disability insurance balance will fall by about $2
billion in absolute terms to a point w?ere it will
r~present only 24 percent of a year s outlay~.
SIncea balance of 10percentof an?ual outlays IS
necessary at, the start of a year sImply to. meet
the program s cash flow needs, the projected
198~ reserve 'Yill provide a r~ther slim margin
agaInst a possIble downturn In the economy,
I have argued elsewherethat the social security trust funds should, in good times, maintain a
contingency reserve of at least 60 percent of
annual outlays. The 60 percent figure was
derived as the level necessary to enable the
social security system to survive a recession
slightly more severethat that of 1974-75without
having to raise taxes until unemployment falls
below 6 percent. Under current government economic projections, which assumeno recessionin
the interim, the OASDI trust funds will not
reach the 60 percent level until 1988. In the
meantime, the financial health of the social
security system must be watched with some
care.
A corollary of this point is that the 1981payroll tax increase can be avoided only by cutting
benefits or by using non-payroll tax revenuesto

employers. In 1981 and 1982 terms, that represents $14 or $15 billion.
The Carter Administration this year proposed
a package of selective benefit reductions whose
enactment, together with hospital cost containment, would allow the 1981payroll tax increase
to be substantially reduced-perhaps even
deferred for several years. . , .

sup~ort the system. Th~re is simpl':! no room for
cuttIng payrol~ taxes wIthout makIng up for the
lost revenues In one way or another.
The amount of money neededto forestall the
scheduled tax rate increasesfor retirement and
survivors, disability, and hospital insurance is
quite large. The tax hikes from 6.13 percent
today to 6.65 percent in 1981and 6.70percent in
1982 represent an overall increase in the rate of
almost one-tenth for both workers and their

On the other hand, people who are making important decisions based on the expectation of
certain benefits should not have their plans disrupted by sudden, unexpected changesin social
security. For this reason, it is generally agreed
that changes in social security benefits should
usually apply only to those who are not yet on
the benefit rolls. . , .

A coalition of special interest groups, banded
under the name of Save Our Security, has
expressedvehement opposition to the Administration's proposals. This organization takes the
position that, once a social security benefit has
been enacted,any attempt to repeal or restructure that benefit represents a breach of promise
to the American people. . . .
While one may disagreewith the Administration's proposals on their merits, the view of
social security as sacrosanctseemsto me untenable. In this period of inflation, when both
household and government budgetsare tight, we
cannot afford to spendlarge sums solely because
of t~aditi.on.If an element of social security.has
ou,th,:,ed~tsus~fulnessor has ceasedto be a highprIorIty Item, It should be phased out. . . .

The need to institute benefit cuts prospectively makes it very difficult to make significant
cuts in social security quickly Thus, even
though the Administration's proposals would
reduce future retirement and disability insuranceoutlays by about 21/2
percentin the long run,
they would save only about 1J2
percent of theprogram costs in their first full year.
A number of members of Congressresponding to the public outcry over rising payroll taxes-have
indicated that benefit
reductions should be seriously considered as a
way to hold the line on payroll taxes. . . .
The alternative to benefit reductions is, as I
said earlier, general revenues,and I would now
like to comment on the forms of generalrevenue
financing which I find appealing and those
which seem less attractive to me,
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One type of very limited general revenue
financing that deservesa new look is a countercyclical payment, which would be triggered only
by a downturn in the economy. . . .
Another

possible use of general revenues,

financed through general revenues. The onethird of benefits that would be financed by general revenues may be loosely thought of as the
"welfare" elements,but no specific benefit would
be singled out, and none would thereby become a
special candidate for means-testing.

end?rsed b~ the 1~75 Adviso~y ~ouncil on
SocIal SecurIt~ and Introduced m bIll for~ by
s.everalRepubhc~n~embers of the H~use, IS to
fInance t~e hOsPItalI~suranc~ or medIcarep~ogram. T~s approac~ I~ ~ partIcularly attractIve
way of m~usmga.sIgnIfIc~nt a~ount of ?ener~
revenues Into socIal secu.nty,smc~ m~dIcar~IS
the o.ne element of socIal securI~y m which
?enefIts ~ave .absolutely no .relatIo~ to earnmgs. . . .FI.nancmghalf of medIcarewIth g.eneral
revenues IS roughly what would b~ requIred to
forestall the 1981 payroll tax rate Increase.
A related proposal that I think has relatively
little merit is to finance the disability insurance
program with general revenues.The advocates
of this sc~em~.mi.sunderstand, I think, the
nature of disabilIty Insurance. . . .

In the medium run, the whole approachto general revenue financing could changeif the structu~' of benefits were substantially altered. One
alternative, advanced by Alicia Munnell in her
1977 Brookings Institution volume and by the
Federal Tax Division of the American Institute
of Certified Public Accountants, would be to
make social security a strictly proportional earnings replacementprogram and to rely on supplemental security income to achieve social
adequacy goals. As a concomitaIit of this, the
amount of payroll taxes neededto finance social
security would decline and the amount of general revenues neededfor supplemental security
income would rise.
Another structural alternative, recently surfaced in HEWs report on Social Security and the

Another possible source of general revenues
for social security is to subject all or part of
social security benefits to the personal income
tax and to channel the additional Federal
revenues back into the trust funds. . . .

Changing Roles of Men and Women,is the socalled dou~le-deck~r. .I~ a double-decker, all
aged and dIsabled IndiVIduals, ~hether o~ not
they ever worked, would receIve the TIer I
benefit-a flat amount or demogrant. In addition, peoplewho worked in employment covered
by social security would receivea Tier II benefit
equal to a constant proportion of their average
earnings.
The double-decker is of particular interest
because-when combined with a 50-50 split of
earnings at divorce and the inheritance of a
deceased worker's earnings by the surviving
spouse-it goes a long way towards addressing
the issuesraised by the changingroles of women
in our society. In addition, the Tier I benefit is an
obvious candidate for generalrevenuefinancing.
For both of thesere~sons,I think .thatthe do~bledecker app~oa~hWIll be the subject of considerable attentIon m the years ahead.
Let me move now to the longer-run issues in
social security financing. After the mid-1980s,
the retirement and disability programs are projected to be in good financial shape for 30 or 40
years. The current tax rate schedule, which
includes further payroll tax rate increases in
1985,1986,and 1990,will causethe OASDI trust
funds to build up substantial balances through
the early part of the 21st century. According to
current projections, the combined OASDI balance will rise to over three times annual outlays
by the year 2010. After that point, it would be

General revenuesmight also be channeledinto
social security on a temporary basis in conjunction with selective benefit reductions... .General'
reven~esc°1!ld be used t? ~inan~esocial security
benefIts which the AdmInIstratIon and the Congress have decid.edto phase out. Su.cha m°':1e
would reflect a Judg~ent t~at certaIn benefIts
are?o longe~approprIately fInancedthrough the
socIal securIty payroll tax but that people now
receiving these benefits should not have them
suddenly and unexpectedly cut off. . . .
A variant of this schemeis to provide for permanent financing of the so-called "welfare" or
non-wage related elementsof social security out
of the generalfunds. While the designationof the
"welfare" elements of social security would
necessarily be somewhat arbitrary, likely candidates include all dependents' benefits and that
portion of primary benefits for which replacement rates exceed the average level. A major
concern with this approach, as with full general
revenue financing of medicare, is that general
revenue financing of specific benefits might lead
to their being paid only with a means test. This
concern is reflected in a proposal by organized
labor that one-third of soc,ial security be
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gradually drawn down, until the funds would
approach exhaustion around the year 2030.
While a balance of three times annual outlays
is nowhere near as large as Martin Feldstein
would recommend to encouragecapital formation, it is clearly much larger than what is
required as a contingency reserve. One doesnot
have to be much of a prognosticator to suggest
that the Congress will not actually allow the
trust fund balances to get that large, Either the
scheduled tax rate increaseswill qe hcld down,
or else the annual surpluses will be spent to
finance improvements in the social security
benefit package, possibly including higher
benefits for single workers and two-earner coupIes and disability protection for homemakers.
Viewing retirement and disability insurance
in conjunction with medicare, social security is
projected to be in approximate actuarial balance
for the next 25 years. The surplus in OASDI during that period is roughly offset by a comparable
deficit in HI. The reason for this large HI deficit
is an assumed continuation of runaway increasesin hospital costs. While the fraction of
aged and disabled persons in the population is
projected not to increase,the cost of medicare as
a percent of taxable payroll is projected to more
than double.
While exponential increases of this sort cannot continue for another 25 years..,.thefigures
do bring home the importance of some form of
hospital cost containment to social security.
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beyond the normal retirement age.According to
pollster Harris, this is the first time that the
majority has expressed such .a desire. I.should
note, however, that later retIre~ent will help
~eep' down payro,ll taxes o?ly If people work
Instead of drawIng benefIt~. If pe?ple are
a,llowedto work and draw socIal s~curity benefIts ~s ~ell, the thrus,t of the recurrIng proposal
to ehmmate the e?rmngs.test, the pressures on
the trust funds will remam acute.
Across-the-board cuts are also problematic,
given social security benefit levels that in many
casesare not particularly high. If long-run actuarial balance were to be produced without raising taxes above the scheduled 1990 level, it
would be necessaryto reduceprojected benefits
by abou~a quar~erin the early 21st century..A
cut of thIS mag~Itude would reduce the benefIts
of the ave~agesm?le worker from about 40 percent of prIor earmngs to only about 30 percent.
Inflation is another factor militating against
an across-the-boardcut in social security benefits. While inflation erodes the real value of
pension benefits and private saving, social
security is the only major form of retirement
income which is indexed for inflation, Unless
inflation is controlled or private retirement
income is inflation-proofed, there will be significant press~resto in,creaserather than reducethe
role of socIal securIty.
Finally, the possibility of simply living with
higher payroll taxes should not be ruled out. The
cost
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Even if fertility rates remain low, there are
several ways of dealing with the resulting
deficit, Until recently, I had thought that trying
to raise the social security retirement age is
going against the tide, in light of the trend
towards more liberal early retirement provisions in private pensions and the increase in
early retirement under social security. But the
recent Harris survey, which I cited earlier, finds
that 51 percent of elIiployees say they want to
continue working, either full-time or part-time,
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n saymg IS 0 no WIS to mimmize t h e
difficulty and complexity of the financing issues
facing social security over the next five years
and over the next 75 years, But I would like to
still those voices who say that social security
will no longer be around in 2049, when my
daughter retires, I have tried to show that financial problems facing social security are not without solutions. The challenge is to engage in a
reasoned public debate that will help choose
those solutions which best meet the evolving
needs and desires of the American people.
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