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W. KIP VISCUSI RICHARD ZECKHAUSER

THE ROLE OF
SOCIAL SECURITY
IN INCOME MAINTENANCE*

Sources of retirement income. Government expenditures on directed
transfers Social security structure. Earnings to benefits ratio. In-
tergenerational resource transfer. Savings, insurance, pensions, and
social security. Payroll tax inefficiencies and disincentives. Labor force
participation rates. Analysis of the earnings test. Demographic projec-
tions and future social security burdens.

INTRODUCTION

Social security is the principal program for assisting the elderly.
This analysis examines its justification as an income support pro-
gram, and assesses its effectiveness in assisting its target popula-
tion. We shall argue that social security does fulfill a valuable mis-
sion, although there are obvious defects in its present structure.

*This paper is distilled from Viscusi and Zeckhauser (forthcoming),
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42 SOCIAL SECURITY

Until recently, social security ¢njoyed a favorable reputation,
particularly when judged in comparison with other government in-
come support programs. But critics now carp from many quarters.
Conservatives complain that, as a coerced savings program, social
security both infringes on individual freedom and generates ineffi-
ciencies by imposing choices that individuals would not make for
themselves.! Liberals, joined by an occasional conservative, attack
its perceived regressive structure—the ceiling on income subject to
the payroll tax; and the benefit structure, which favors those who
have earned more in the past and ignores present unearned in-
come.? Most recently, some economists have blamed the pay-as-
you-go nature of social security for depressing the savings rate for
our society (Feldstein 1974). We shall not dwell on these important
issues here, in part because we believe they can be remedied by
reforming the social security program and by policy changes in
other areas, particularly taxation. This analysis will focus on
policy recommendations relating to social security’s role as an in-
come support program.

THE PRESENT PATTERN OF
ASSISTANCE TO THE ELDERLY

Total Levels of Support

Social security contributes impressively to the financing of an in-
dividual’s elderly years. Average monthly benefit levels in 1975
(the last year for which data are available) were $205 for retirees
and $96 for their spouses.3 Since 1975 benefits have increased with
the cost of living; in July 1976 average benefits were $236. Benefit
levels depend on past earnings (positively) and earnings in elderly
years (negatively). The maximum in monthly benefits a worker
could receive in 1975 was $316.50; for 1977 the figure was raised to
$422.40.

Social security has traditionally been viewed as a source of
replacement income for the elderly. In 1972 the ratio of the social
security primary insurance amount (the benefits a fully insured
single retiree receives) to earnings in the year before retirement
was .45 for low-earnings workers and .32 for all private industrial
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workers.* The relatively greater support for less affluent in-
dividuals seems to be appropriate, since they can draw on fewer
alternative income sources in financing their old age.

The low replacement rate for all workers (averaging only a third
of their pre-retirement income) overstates the income loss associ-
ated with retirement. The increase in leisure accompanying retire-
ment enables many individuals to substitute uncompensated per-
sonal labor for previous expenditures on market-traded goods and
services. Moreover, the loss of income makes many elderly in-
dividuals eligible for a range of in-kind aid programs. Finally, the
elderly have a variety of other income sources that provide con-
siderably more income than does social security.

Table 1 shows that, depending on the type of houshold unit,
social security provides from 30 to 40 percent of the money income
for the average elderly household. The program plays a smaller role
for married couples than for individuals, because the per capita in-
come for couples is larger and their range of alternative sources of
income is broader.*

Besides social security, only earnings and income from assets
contribute more than 10 percent of any group’s income. Perhaps
most striking is the small role played by personal contributions,
which provide 2 percent of the income of unmarried women and
less than 0.5 percent of the income for elderly couples and unmar-
ried men; contributions would play a somewhat more significant
role if in-kind aid were included.

Social security is a partial substitute for the retirement income
which would be contributed to, or earned or saved by, the elderly in
the program’s absence. This suggests that, were there no social
security, the figures for these alternative sources of income would
be greater in absolute terms. It is difficult to estimate just how
much greater they would be. (Sherwin Rosen elaborates this point
elsewhere in this volume.)

*Elderly couples tend to be younger for two reasons: because they may include one pre-elderly
spouse, and because they are younger than their unmarried survivors, widows and widowers.
The tendency of employment to decline with age explains much of the earnings disparity be-
tween married and unmarried elderly. Whereas married couples derive almost as much income

from earnings as from retirement benefits, unmarried individuals receive about three times
more retirement than earnings income.
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Pereentage Distribution of Money Income
for Aged Units, 1967

Table 1

SOCIAL SECURITY

Married  Unmarried Unmarried

Source of Money Income Couples?® Men Women
Earnings 39 17 14
Retirement benefits:

OASDHI 30 40 39

Other public pensions 6 10 7

Private group pensions _6 6 2

Total retirement benefits 42 56 48
Veterans benefits 3 5 4
Public assistance 2 5 8
Income from assets 13 14 19
Personal contributions (b) (b) 2
Other sources 2 2 4
Source: Bixby (1970, p. 10).
aA couple is defined to be a married elderly couple if at lcast one of the spouses is

aged 65 or over.
®9.5 percent or less.

The general character of financing for old age is clear-cut. The
elderly provide significantly for themselves through earnings,
assets, and retirement benefits. The large role played by assets and
earnings casts doubt on the argument that social security imposes
an inefficiently high level of savings on individuals. The impor-
tance of income from assets is all the more impressive since
market imperfections as well as our tax system discourage in-

dividuals who wish to provide for their own old age.
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The impressive benefit levels for social security may understate
the program’s worth to those covered. Unlike most household
assets, such as bond or corporate stock investments, social security
has an annuity function which, in effect, insures against a life span
of uncertain duration. Given that actuarially fair annuities are not
available, risk-averse individuals will value social security much
more highly than its mere expected return, which is roughly com-
parable to that yielded by private investments.? Conservative
critics of the program frequently suggest that it should be sub-
sumed under some form of negative income tax. For all but low-in-
come individuals such a policy would sacrifice the insurance aspect
of social security—an assured income of earned benefits in each
year of life.

Social Security and the Elderly Aid Mix

Excessive government expenditures on directed transfers can pose
problems for the intended beneficiaries—here, the elderly. There
are several dangers. Since society’s total willingness to support any
particular group is limited, directed transfers compete with cash
assistance efforts. Welfare budgets in many jurisdictions are now
substantially smaller than expenditures for medical care of the
poor. Moreover, experience with such programs as Medicaid,
manpower training programs, and low-income housing shows
enormous potential for inefficiency in directed transfer programs.
Unfortunately, public hostility toward nonaccomplishment, fraud,
and waste is often directed at the target group rather than the
policymakers who misformulated the program, or the administra-
tors who ran it poorly. Among directed transfer programs for
elderly assistance, care in nursing homes is most suspiciously
regarded. Because of this, such care may threaten the generosity of
support for programs of more general assistance to the elderly, in-
cluding social security.

Fortunately, the total pattern of assistance for the elderly has not
evolved to a point where it disproportionately favors directed
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transfers, although there is a danger in the funding structure for
elderly programs. General revenues contribute to all but social
security. Since increases in the payroll tax supporting social
security are highly visible, political forces may make it easier to in-
crease other, directed areas of expenditure on behalf of the elderly.
Medicare—by far the largest directed program and the greatest
threat as a wasteful effort—has strong theoretical justifications as
insurance, particularly since society undoubtedly would spend
equivalent monies for the medical needs of many elderly without
Medicare. Unlike most other programs of medical assistance to the
poor, Medicare wisely contains deductibles and coinsurance provi-
sions in an effort to limit demand.

Though social security and Medicare have received most atten-
tion, several government agencies have other assistance programs
targeted at the elderly, including the Foster Grandparent Program,
the food stamp program, manpower programs, Department of
Transportation demonstration grant programs, and ten HUD hous-
ing programs. Cash grant efforts are equally diverse.

Table 2 summarizes the major breakdowns of cash and service
programs for FY 1973, the latest year for which detailed informa-
tion is available.” Services and other in-kind aid to the elderly
totaled $13.13 billion, of which the largest component—$9.09
billion—went to Medicare. Cash transfers of $45.33 billion ex-
ceeded in-kind aid by more than a factor of three. By far the largest
of these income transfer programs was social security, which
awarded $33.03 billion to the elderly. Most other cash transfers
came from retirement programs for individuals not covered by
social security—civil service workers, railroad employees,
veterans, and the elderly poor. Overall, cash transfers accounted
for 77.5 percent of all elderly assistance in FY 1973; 56.5 percent
were social security benefits to the elderly.

Updated estimates would show a substantial role—roughly $5.8
billion per year—for Supplemental Security Income (SSI). SSI is a
new program, administered by the Social Security Administration,
to provide cash grants to the indigent elderly who were formerly
served by state-run income support programs, and to railroad and
military people not covered by social security.?
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Table 2
A Profile of Elderly Aid Programs

FY 1973 Budget
(in millions)

Sample
Specific Total Govern-
Programs ment Agency

Agency or Program

SERVICES AND RESTRICTED CASH GRANTS

Civil Service Commission $  76.05
Action - 40.00
Dept. of Agriculture 412.50
Food Stamp Program $ 299.10
Dept. of Transportation 2.49
Dept. of Labor 19.70
Dept. of Housing and Urban Development 563.72
Low-Rent Public Housing 388.50
Veterans Administration 617.86
Veterans Hospitalization 401.07
Office of Economic Opportunity 100.82
Dept. of Health, Education, and Welfare 11,296.72
PHS-SRS Medical Asistance for Aged 1,637.00
PHS-SRS Social Services 224.00
PHS-SRS Development of
Programs for the Aging 200.99
SSA Hospital Insurance Payments 6,645.00
SSA Supplementary Medical
Insurance Payments 2,445.00 -
TOTAL SERVICES AND RESTRICTED CASH GRANTS $13,129.86

CASH TRANSFERS TO THE ELDERLY
Civil Service Commission (Retirement

and Disability Fund) $4,293.42
Dept. of Defense 515.50
Dept. of Labor (Unemployment Insurance) 281.60
Dept. of Transportation (Coast

Guard Retirement Pay) 10.23
Veterans Administration 2,520.00
Railroad Retirement Board (Retirement Benefits) 2,102,00
Dept. of Health, Education, and Welfare

Retirement/Survivors Insurance Payments 33,032.00

Grants to States for Maintenance Insurance 1,224.44 -
TOTAL CASH TRANSFER $45,325.63

TOTAL AID TO THE ELDERLY $58,455.49
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An Overview of the Structure of Social Security

The basic structure of social security has remained unchanged
since its inception. Workers are taxed to fund the benefits for the
current elderly population. In the Great Depression when the pro-
gram was founded, this was the only conceivable means of operat-
ing, since a lump-sum initial endowment was out of the question.
The social security program at the outset was designed to support
an impoverished group—thereby putting purchasing power into
the economy—and to remove the elderly from the shrunken labor
force to make room for younger workers.’

In contrast, today the program’s primary purpose is to transfer
resources from the relatively affluent working population to the
relatively poor elderly beneficiaries. The program could be—and
indeed has been—justified as a means of letting all individuals in
society benefit from an expanding population and growing produc-
tivity. Basically, the program is like a chain letter, with successive
generations serving as the next round of letter recipients. Recent
declines in the birthrate and in productivity growth reduce the at-
tractiveness and security of such a scheme, at least in the short run,
though the increased entrance of women into the labor force may
offset losses to the base of support.

Social security also has distributional consequences within an age
group. The employee payroll tax consists of an 11.7 percent tax on
the first $16,500 of income, with the tax split between employer
and employee. The division of the tax is economically irrelevant—
except perhaps in collective bargaining contexts, where labels may
matter, or if other institutional constraints which make wage deter-
mination noncompetitive. It is the combined tax contribution that
is important. Because of a falsely perceived relationship be-
tween the paying and bearing of the tax, the framers of the social
security program decided to split the difference in setting the tax
rate for self-employed individuals; their 7.9 percent rate is dis-
criminatorily favorable. The lowest average taxes are paid by in-
dividuals with incomes well above the $16,500 ceiling, and the self-
employed—a category that includes many high-income profes-
sionals
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But to assess the distributional consequences of social security
we must consider the structure of benefits as well as costs. Benefits
are positively related to past earnings, but at a less than propor-
tional rate. This pattern in itself is not fully informative. To assess
the degree of progressivity of social security, we would have to look
at lifetime-earnings profiles for different classes of individuals. The
profiles would include statistics on entry and exit from the labor
force and on mortality rates, to determine how likely and for how
long individuals will receive benefits in their elderly years. Ap-
propriate calculations require data not presently available.

Extrapolating by the use of econometric techniques, Aaron
(1974) compared the ratio of discounted expected benefits to dis-
counted expected costs for various groups in the population. For
most workers, the high-income earners tended to reap the greatest
expected benefit per dollar contributed. Married white males, for
example, have an expected social security benefit/cost ratio of .95
if they have not completed grade school, and 1.15 if they have com-
pleted at least four years of college. Since the ratio’s denominator is
greater for the high earners, a look to absolute benefits would show
an even more regressive pattern. Nonwhites show a different pat-
tern. Because the benefit/cost ratio tends to decline with years of
education in all categories considered, the highest benefit/cost ratio
observed in any race/marital status group is 1.49, which goes to
married nonwhites who have completed 9-11 years of education.
We have found no calculations imputing the cost to an individual
of curtailing work, or even retiring altogether, in order to qualify
for benefits. This imputed cost should, of course, be included.

Social security has been severely criticized for its regressive
structure. Proposals for reform most often recommend that con-
tributions be made more progressive. Steps in this direction include
removing the income ceiling on contributions, or financing social
security out of general tax revenues.!?

We do not agree that social security should be changed to ensure
progressive distributional consequences. Social security is but one
of many .instruments—including primarily transfer programs and
the tax structure—that the society employs to redistribute income.
While it is appropriate to ask that the overall structure of govern-
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ment benefits and costs be progressive, we should not demand that
of each component program. Indeed, it could be argued that many
of the past decade’s most wasteful government efforts have at-
tempted to promote redistribution through programs not well
tailored to that purpose. If the total mix of government programs is
to be efficient in redistributing resources—if, in effect, the mix is to
provide the greatest benefits to the poor at any given level of cost
for the rest of society—then across all programs the trade-off be-
tween benefits to different interest groups must be the same. To
assure a constant trade-off, programs that are effective in promot-
ing net benefits predominantly for the middle classes should
specialize in that activity. Such programs would be complemented,
of course, by programs that were most effective in helping the
poor. That social security is not entirely progressive in its structure
would be more disturbing if there were evidence that it could be
made an effective instrument of income redistribution.

Proposals have been made to turn social security into a tool of
redistribution within generations. The most persistent recommen-
dation is that benefits be funded in part from general revenues.
This would undoubtedly inject new political considerations into a
system that has worked well in the past. Such tampering might also
destroy one of social security’s most attractive aspects: the
widespread belief that it is a system whereby, on an actuarial basis,
individuals provide for their own old age. The persistence of this
myth helps social security to maintain its positive image and con-
tributes to the dignity of social security recipients.

Transferring resources to the elderly is social security’s dominant
redistributional accomplishment. Those most concerned about dis-
tribution should not forget that social security contributes the
largest proportion of family income for those elderly who were for-
merly poor. Moreover, it is complemented by many specific aid
efforts such as the SSI program, Medicaid, and food stamps, which
are targeted at the needs of the elderly poor. It is unnecessary to
make social security, the single most successful program,
simultaneously promote all objectives of elderly assistance.
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RATIONALE FOR SOCIAL SECURITY

Social security’s role in financing the individual’s elderly years is
well established. In the program’s four decades of operation there
have been no major changes; policymakers have confined them-
selves to tinkering with benefit and payroll tax levels. Although
transition to any other system would be both politically difficult
and painful, it is still instructive to ask why a program such as
social security would be instituted today. In conducting this assess-
ment, one must be aware of the limitations of other institutional ar-
rangements. For example, the welfare system is highly inefficient
and poorly regarded. And to date the nation has had no success in
implementing a negative income tax program.

The first motivation for assisting the elderly is that, as a group,
the aged are poor, even with the help of income and in-kind
transfers.!! Although government transfer programs have elimi-
nated abject poverty among the elderly, the number of near-pover-
ty elderly is quite large.!? Thus, 50.2 percent of married elderly
have after-transfer incomes below $5,000; for single males and
females the figures are 83.6 percent and 86.7 percent, respectively.
By almost any standard, the elderly are the nation’s most readily
identifiable impoverished group. To illustrate, wherever one draws
the poverty line between $3,000 and $5,000, there will be a greater
proportion of the elderly below that line than of blacks of similar
sex and marital status.

One reason why aid to the elderly is politically acceptable as well
as desirable is that they are restricted—physically, through the
market, and by government policy—in their ability to improve
their own plight. Both in pre-elderly and elderly years, there are
substantial barriers to providing for one’s own old age.

Consider first an individual setting aside funds for his old age.
The principal characteristic of this problem is uncertainty: he
doesn’t know how long he will live, what his other income sources
will be, or what his medical needs will be. In short, he has highly
imperfect information about an intrinsically probabilistic process.
And, unlike most of his consumer choices, he has no opportunity
for learning through trial and error.
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When risks are important, insurance can play a useful role. An-
nuities, for example, if available on an actuarially fair basis, would
be helpful in guarding against the risks of an uncertain life span.
Without such a mechanism, an individual setting aside funds for
his old age risks running out of funds if he “unfortunately” lives a
long time; alternatively, if he dies early, he would be in the
wasteful position of leaving an excessive estate. Unfortunately,
because of large transactions costs and problems of adverse selec-
tion (those with long life expectancy would be most likely to join
the insurance pool), private annuities are not available on an ac-
tuarially fair basis. Individuals saving privately for their own old
age must strike a balance between saving too much if they die early
or consuming too swiftly if they die late.!3 Uncertainties about ex-
penditure needs (for example, housekeeper services, should minor
disability occur), the ability to earn income, and returns on invest-
ment complicate their decision problem. A compulsory social in-
surance program such as social security can be justified as a
response to imperfections in the markets for capital and in the type
of insurance represented by annuities. Compulsion eliminates ad-
verse selection and will likely reduce the costs of drawing con-
tracts.

Social security plays a second role quite different from any in-
surance function. It offers what, in effect, is an attractive savings
opportunity. This opportunity is important because of government
policies that discourage savings and therefore any effort to provide
for one’s old age. Income from savings is taxed, of course, which
means that individuals must invest at net rates that are well below
effective rates of return on capital—the rates that would be avail-
able in a freely competitive system. In an inflationary period this
problem is compounded, for both interest rates and capital gains in
part reflect efforts to maintain real dollar values. Our tax system,
unfortunately, is not structured to recognize that these inflation-
‘compensating gains are not elements of income.

Pensions are a more effective means of providing for old age,
particularly since they receive favorable tax treatment. However,
only a small fraction of American workers have significant pension
coverage. In 1968, for example, only 55 percent of all nonfarm
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employees were covered by any type of pension. For many, the
amount of benefit rights carned so far is quite low (Beier 1971).
The recently introduced Keogh plans and Individual Retirement
Accounts offer many of the tax advantages of pension plans to in-
dividuals who are sclf-employed or whose employers have no pen-
sion program. Programs of this sort should be encouraged, since
they enable individuals to provide for their own futures at close to
market rates of return. At some far future date it is conceivable
that the prevalence of these programs, together with fair annuities,
will make self-provision for old age a potentially attractive alterna-
tive to social security. For now, it must be recognized that imper-
fections in insurance and capital markets and poorly chosen tax
policies conspire o make self-provision unattractive.

Even with unhindered self-provision possible, there still might
be justifications for compulsory savings. Individuals may selfishly
fail to allocate substantial funds to promote their own future well-
being. John Smith at 25 may consider himself quite different
from—and not fully sympathetic to—John Smith at 65, as the ac-
tivities of smokers and LSD imbibers make clear. Even if in-
dividuals are fully altruistic towards their future selves, there is
some incentive for self-beggaring behavior. They may not save at
all, or may fail to allow for unfavorable contingencies, in the expec-
tation that society at large will always provide funds should their
future conditions prove unattractive. Society, unable to bind itself
not to provide such assistance, can protect itself only by requiring
the individual to provide for himself.

Self-provision in old age itself is not a reliable alternative. There
are many impediments to earning income. Technological advance
is likely to have rendered obsolete many skills of the elderly.
Where capabilities remain relevant, they are unlikely to be in the
most productive, advanced industries. Widespread mandatory
retirement rules eject many elderly from their former places of
work, where they had developed skills and personal contacts
specific to the enterprise. It may not be possible to find a job with a
similar establishment, either because that firm has a similar man-
datory retirement rule, or because a worker may lose pension
benefits if he works for a competitor, or because institutional fac-
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tors—such as the need to provide medical benefits—make it unat-
tractive to hire older workers. Moreover, new employees often
begin in entry-level positions that would not be comparable to an
elderly individual’s former job. Not only may the older worker’s
skills be irrelevant to the available job openings—a phenomenon in
part due to technological change and advance—but the enterprise
may be unwilling to make a hiring or training investment in a
worker who is expected to depart sooner than a junior counterpart.

I11 health, though overemphasized in elderly employment anal-
ysis, also may impede the ability of the elderly to engage in work
activities or more strenuous forms of work. Only a small percen-
tage of the elderly give ill health or disability as a reason for being
outside the labor force—16.4 percent for males 60 and over, and 8.5
percent for females 60 and over.'* The ill health or death of the
principal family breadwinner may prompt elderly women to decide
to enter the labor force, but if they have been unemployed for a
long period their opportunities will be limited. Finally, many
government programs for the elderly—social security and SSI in
particular—impose substantial penaities on elderly earnings in
terms of foregone benefits. We shall return to this problem in the
next section.

As a group, then, the elderly are predominantly poor, in part
because fair markets were not available to enable them to save and
insure for their old age, but also because their present earning
capabilities are limited and discouraged. The combination of these
factors suggests that it is reasonable to consider transferring
resources to individuals in the elderly population. Such aid has
other attractive features. Unlike aid to most impoverished groups,
assistance to the elderly is widely accepted, in part because of
general recognition of the group’s inability to help itself. Perhaps
equally important, the elderly comprise a minority group we all can
hope to join. Helping the elderly has a strong implicit contractual
element, with future self-interest being the quid for the quo of
presert support. Because policymakers as a group tend to be both
mature and affluent and can expect to join the elderly in dispropor-
tionate numbers, they have a strong personal stake in an assistance
program like social security.
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Assistance on an age-related basis also has strong theoretical ap-
peal, since age is an immutable personal attribute. Unlike income-
related assistance, no disincentives need arise from aid based on
age. (Unfortunately, the present structure of social security penal-
izes the earnings of the elderly, partially subverting this advan-
tage.) Finally, age is a readily monitorable variable that cannot
easily be misrepresented. The government has at its disposal an ar-
ray of personal information files, social security records in particu-
lar, which document an individual’s age.

In short, a program of income support for the elderly has strong
merits either on distributional grounds or to compensate for
market imperfections and distortionary tax policies. In addition,
income assistance based on age has political and economic advan-
tages not shared by other forms of aid to disadvantaged groups.

THE COSTS OF SOCIAL SECURITY

In an earlier section, we detailed the principal benefits of social
security in terms of providing a retirement income for the elderly.
Because of the low administrative costs of the program (just over 1
percent of total benefits), the dollar values of benefit payments and
of payroll taxes roughly cancel out. From society’s standpoint, we
would argue, the benefits from the transfer outweigh the payroll
tax costs, both because of the redistributional gains derived from
assisting the elderly poor and because of the market improvement
made possible by instituting a compulsory annuity system. In par-
ticular, as already mentioned, the insurance benefits of social
security will lead the elderly to value the benefits at more than
their dollar cost.

An additional and less visible program cost is the inefficiency
that the payroll tax causes by altering the work incentives of those
contributing to the program. Although there is no empirical evi-
dence that these disincentive effects are extensive, the significance
of this aspect of program cost will increase as the payroll tax rate
continues to rise and as working wives, now entering the labor
force in large numbers, become better informed on how limited are
the benefits that they receive in return for their payroll tax con-
tributions.
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Since the beginning of the program, its most widely discussed in-
efficiency has been that it forces individuals to save involuntarily.
However, the low level of social security benefits and the con-
tinuance of individual saving despite strong discouragement
weaken the argument that individuals would have chosen to allo-
cate their funds very differently.

Disincentives for the Elderly Worker

The costs associated with the inefficiencies thus far discussed ap-
pear to be rather minimal. However, a final program cost—the
discouragement of work by the elderly—is of particular concern
for two reasons. First, the magnitude of the efficiency loss may be
quite large. Second, the nature of the problem is critical to the
welfare of the elderly. By inhibiting the elderly from working,
social security deprives them of a principal means of financial sup-
port, partially undermining the income maintenance objective of
the program.

The disincentive comes from the penalty on earnings of benefi-
ciaries under age 72. Although the earnings penalty has been
liberalized repeatedly, it remains harsh. After an elderly person’s
earnings reach $250 per month (in 1977), he foregoes 50 cents in
social security benefits for each dollar earned. If he earns enough,
he may lose his entire benefit. The penalty is incurred in addition
to the usual deductions from earnings, such as payroll and federal
income taxes. The net result is that the elderly may face marginal
tax rates of 80 percent or more. Since the earnings test is removed
for those 72 and over, this group does not suffer the 50 percent
social security penalty. But those who have been outside the labor
force (or working substantially reduced hours) for a prolonged
period during the early portion of their elderly years will find reen-
try difficult.

The patterns of elderly labor force participation rates (LFPRs:
the sum of the rates of employed and unemployed) reflect the in-
fluence of these kinds of forces. During the past century, for in-
stance, a dramatic drop occurred in the percentage of elderly males
and females in the labor force in the decade 1930-1940, when the
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social security program was instituted.!’ Elderly male LFPRs drop-
ped from 73.9 percent of the elderly population in 1890 to 58.3 per-
cent in 1930. The rate of decline accelerated during the next decade,
with labor force participation dropping to 41.5 percent in 1940. By
1970 only one-fourth of all elderly males were in the labor force.

The female elderly have exhibited a very different pattern, with
their LFPRs since 1890 fluctuating between 8 percent and 10 per-
cent. As with their male counterparts, the largest drop (from 8 per-
cent to 5.9 percent) occurred from 1930 to 1940. Though one might
attribute this pattern to the generally depressed economic condi-
tions of the 1930s, the changes were much starker for the elderly
than for any other age group. Indeed, female LFPRs for those aged
25-64 rose significantly in that period. Although the richness of ac-
companying trends makes this historical evidence less than con-
clusive, it suggests the negative long-run impact that social security
has had.

Our examination of more recent time series data on a monthly
basis from 1966 to 1974 and on an annual basis from 1952 to 1971
yielded similar results. In particular, a strong negative relationship
was evident between elderly LFPRs and the level of average social
security benefits per recipient. For elderly males aged 65-69, a $100
increase in average benefits would be accompanied by a drop of 7.4
points in that group’s rate of participation.'® The older males are in-
fluenced less starkly, as a $100 benefit increase would lower the
employment rates of males aged 70 and over by only 1.1 points (a
small effect, which is not statistically significant at the 5 percent
level). Removal of the earnings penalty for much of this latter
group no doubt helped reduce the program’s impact.

In addition, higher permissible earnings amounts under social
security were found to have a somewhat weaker positive influence
on the fraction of elderly in the labor force. Boskin (1977) reached
similar conclusions regarding social security’s impact on retire-
ment, using data on individual retirement behavior of the elderly.

Social security’s dramatic effect is seen by the LFPRs of the
different age groups as shown in Figure 1. For both males and
females there is a steady decline in participation as the age cohort
becomes older. The sharp drop at age 65 is particularly interesting,
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Figure 1
Labor Force Participation Rates
By Age, 1970

Source: U.S. Bureau of the Census (1973).




SOCIAL SECURITY IN INCOME MAINTENANCE 59

since that is when an individual can receive full social security
benefits. Declining participation is less steep at age 72, when the
earnings penalty is removed. The 1960 data we examined showed a
more dramatic flattening of the relation between age and employ-
ment rates at age 72. The absence of a jump in LFPR at this age
range reflects the difficulty of reentry into the labor force.

These results show that the primary impact of the earnings
penalty is not to keep the few high earners off the benefit rolls, but
to force a substantial portion of the elderly into retirement. Apart
from its inefficiency, this impact also seems inequitable, since the
elderly poor are hit hardest by the disincentives: they are poor in
part because they respond to the disincentive. The professionals
and managers, on the other hand, are able to earn enough above the
penalty so that work may remain an attractive option. One cost of
any transfer program results from the distortion of behavior to
gain eligibility. Since this cost falls most heavily on the poor, in-
cluding it in previously cited calculations for expected rates of
return on contributions among different income groups would ag-
gravate any disadvantage for the poor.

ELIMINATING THE EARNINGS TEST,
AND OTHER TIMELY REFORMS FOR SOCIAL SECURITY

Removing the earnings test would clearly be desirable. It would
permit the elderly to do more to help themselves, and would pro-
mote the efficient use of society’s employment potential.

Three quite different arguments might be made in favor of an
earnings test. First, it promotes a spreading of risk among the
elderly. An individual who faces an uncontrollable event that may
lead him to lose his work—yperhaps a deterioration in physical con-
dition—might prefer reduced benefits while he can work in order
to buy protection when work is not possible. This argument would
be compelling if most departures from the labor force were in-
voluntary, or if the option of whether or not to retire were little in-
fluenced by the earnings test. But the evidence points in the op-
posite direction, particularly if we consider that the impact of the
earnings test may extend to the employer’s actions as well—say,
when he formulates a retirement policy.
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The second potential argument for an earnings penalty is that it
removes the elderly from the work force, creating openings for
younger workers. As traditionally posed, the argument is that
society’s unemployment rate can be reduced if the elderly are
removed from the labor force; moreover, those remaining will be
those who need work most. This line of reasoning is fallacious,
however; in the long run, removing the elderly from the work force
only reduces the scale of the economy, not the rate of unemploy-
ment. We would do as well to remove those whose names start
with V and Z. A major unplanned experiment confirms our asser-
tions. In the recent past, women have entered the labor force in
unprecedented numbers; and while only preliminary analyses are
available, no evidence suggests that this phenomenon will have
more than a transitory effect on unemployment rates.

The third argument for an earnings test is that it improves the
functioning of a labor market hindered by rigidities that prevent
downward job mobility. Such mobility would be desirable if
workers’ skills obsolesce, or if their capabilities deterioratc with
age. The structure of social security benefits, with the system’s
earnings test, establishes a target retirement age for the population.
It relieves managers of the problem—particularly difficult, given
likely worker or union opposition—of distinguishing which
workers should be retired and which not. This is a rather crude usc
of the earnings test as a tool to improve labor market function. We
have seen no evidence of its efficacy.

On balance, we believe these three arguments are weak, relative
to those supporting removal of the earnings test. Our view is based
in part on the increased need for society to allow—indeed en-
courage—the elderly to do more to help themselves.!” Taxpayers
are already complaining about the burdens imposed by assistance
to the elderly, and the complaints would be far more bitter if the
burden of the employer’s tax share were correctly perceived.

Unfortunately, burdens on the work force to support the elderly
will increase substantially in the medium range future, though im-
precise demographic projections make estimates uncertain. To be
concrete, assume that total future aid levels per elderly person re-
main the same as in FY 1973, the year for which the aid mix break-
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down was given earlier. All projections will be cast in real 1972 dol-
lars, enabling future inflation rates to be factored out of the calcula-
tions. Total aid to the elderly is calculated by multiplying the
average aid per elderly person in FY 1973 by the total number of
elderly for the year in question. The supporting working popula-
tion is estimated by projecting population structure in conjunction
with 1972 age-specific and sex-specific employment rates. Future
increases in productivity and shifts in employment rates are not
considered.

The aid burden by the year 2000, under these assumptions, will
not change appreciably. Since the elderly population for that time
is now alive—as are most future workers for that period—selecting
the appropriate census projection has little influence on the results.
Census Bureau (1972a) Series E assumes an average of 2.1 births
per woman, close to the average for women aged 18-24 in 1972.8
Given the projected population in the year 2000 with FY 1973 aid
levels and 1972 employment rates, the aid burden would be $659—
or only 1.003 times the 1972 burden. A lower birthrate has little in-
fluence on the calculations. Using Census Bureau (1972a) Series F,
which assumes 1.8 average births per woman, yields a total aid
burden per worker of $673, or only 1.025 times the 1972 cost.

The invariance of the aid burden from 1972 to 2000 is interesting
but not surprising. In the year 2000 the percentage of elderly per-
sons in society will decline, because of the entry of the low-birth,
depression-era generation into old age. Those presently in their for-
ties and older can look forward to fairly secure funding in old age.

Things are much bleaker for the individuals who are now in their
twenties or thirties. During the decade 2010 to 2020, the aid burden
will rise as members of the postwar baby boom enter old age. Pro-
jections for this period are particularly sensitive to assumed birth-
rate patterns. Employing Census Bureau (1972b) Series W (with
immigration)—which is an intermediate projection that assumes a
fertility rate of 2.11 births per woman—and assuming the FY 1973
aid level, the aid burden per worker would total $955 by the year
2025, or 1.454 times the 1972 level.

The actual burden, of course, could rise or fall from these levels
depending on the pattern of future birth and death rates, LFPRs,
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and the productivity of different economic inputs. The propor-
tional burden of elderly aid would be increased by any efforts that
limit the growth of the economy. Uncertainty about the projec-
tions’ accuracy should not lull us into ignoring their implications.
The most likely outcome is that even current levels of aid will im-
pose substantially greater burdens on future workers. When this
happens, taxpayer resistance may force a reduction in per capita
aid to the aged."?

Increasing the efficiency of existing aid might seem to offer a
promising way to avoid increasing the tax burden. Suppose, for ex-
ample, that all in-kind transfers other than Medicare, Medicaid,
and VA aid programs were eliminated and that all of the funds
were reallocated to pay social security benefits. The total amount
gained by abolishing food stamps for the elderly, the Foster Grand-
parents Program, housing programs for the elderly, and all other
efforts of this type would only save $3.42 billion in FY 1973, per-
mitting cash grants to the elderly to be increased only 7.5 percent.

Redesigning the three sets of health programs might produce
other economies. However, even eliminating the total amount allo-
cated for in-kind aid, including Medicare, Medicaid, and VA aid
programs—which would, of course, reduce elderly welfare—would
* still leave the 2015 aid burden 12.7 percent greater than in FY 1973.
Even a substantial overestimate of possible economies does not
eliminate the increase in costs to society of supporting its elderly
population. The important lesson about in-kind aid to the elderly is
negative. The present balance of cash and in-kind aid is not con-
spicuously out of line. However, the current tendency to move
away from money assistance will be aggravated by political pres-
sures to hold the line on the payroll tax for social security, and
therefore policymakers should be vigilant in preventing any sub-
stantial shift towards in-kind programs and the strong potential in-
efficiencies they entail.

The solution to providing for the elderly is not merely to let the
elderly get more from the expenditures we make for them but to
encourage them to help themselves. Innovative policies should be
considered. Opportunities certainly should be expanded for the pre-
elderly to make untaxed allocations for their old age. The govern-
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ment might even subsidize such savings, assuming that social ob-
jectives would be served by increasing elderly as opposed to mid-
aged consumption.

A major direction of reform should be to remove criteria for
receiving elderly assistance. Removal of the earnings test for social
security should be the first priority. Although benefit costs would
increase as a result, sources of revenue do exist to finance the
change. We would suggest that the income taxes of the working
elderly be earmarked for social security, to preserve the program’s
image and the dignity of recipients.?

Second priorities would be removal of asset, residence, and
marital status requirements. Even with demonstrated physical in-
capacity, home care may not be paid for in situations where sub-
stantially more expensive nursing-home care would be. Payments to
a married couple of retirees are frequently below payments that the
two would receive as single beneficiaries. Anecdotal evidence sug-
gests that for financial purposes many widowed individuals may be
“living in sin” while preferring remarriage, and the long-married
may even be getting divorced for that reason. Restructuring pro-
grams to link benefits predominantly to age, to past contributions
(where appropriate), and to medical condition would eliminate
present incentives that discourage both self-help in old age and at-
tempts to provide for retirement in prime earning years. Beyond
the purely economic issues, weighing the full social and psychologi-
cal costs of pushing the elderly into dependency make policies en-
couraging the elderly to help themselves substantially more attrac-
tive.

CONCLUSION

Four decades after its inception, social security remains the rmost
important mechanism for supporting a predominantly disadvan-
taged group, the elderly. Over this period, however, the economic
underpinning of the program has changed dramatically. Social
security was enacted as one component of the attack on problems
created by the Great Depression. Today it is justified as an effec-
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tive response to the problems and discouragements of providing
for one’s own old age.

Unfortunately, by imposing a significant tax on elderly earnings,
social security forces its beneficiaries into dependency. For too
long we have treated the elderly as a burden to be borne by the rest
of society. It is time to let the elderly make their contribution to
society—and through past as well as present efforts, to their own
welfare.
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