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THE THEORETICAL, FRAMTWORK

The» purpose of this paper 1s to consider the nature of some of the more ime-
portant effects of our system of 0ld Age and Survivors! Insurance upon the dis-
tribution of income, the allocation of resources; and the major determinants and
aggregative components of the national income. Since this meeting = and, indeed,
the entire Centennial Conference - is devoted to problems of an aging population;
it 18 well to bear in mind that the economic impacts of the institutional provisions
for the support of the aged will, in th= absence of other changes, assvme increasing
quantitative significance with the passage of time. By and large, 01d Age and
Survivors! Insurance can be regarded as a commnal response to the problem of ine
creascd dependency which is associated with our aging population, and, to some
extent, as we shall see presently, the institution itself tends theoretically to
increase the magnitude of the problem, In the concluding section of thc paper;
however, I shall suggcst for your consideration some changes whereby the opcration
of the Insurancc progrem might tend to offset the trend to increascd dependency
without impatetngits efficiency in implementing its fundamental purposc.

Beforc procecding to this overambitious agenda, however, 1t is in order to
discuss thc possible helpfulness of subjecting a social institution, such as 0ld
Agc and Survivors' Insurance to cconomic anslysis. At the risk of omission and
oversimplification, I shall summarizc the uscful cnd-products of such analysis
under threc heads: (1) the tcst for comsistency, (2) the test for neutrality,

(3) the cvaluation of social cost. Let us dcfine and claborate upon thesc cryptic
terms:

(1) By the test for consistency, I mcan mercly the attempt to discover whether

the responses of the cconomic mcchanisms in the comm:nity will pcrmit the institution
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in question to achicve 1ts stated objective, or whether, on the other hand, 1t

is sclf-dcfeating in its working-out. If, for examplc, it could be demonstrated
that the enactment of a lcgal minimum wage would result in the unemployment of all
pcople who had been employed previously at wages below the minimum, such legle-
lation could bc considered unworkable, Or, to take another hypothectical case
nearer home, if it could be established that, vnder any system of financing, a
system of old age insurance ul’cimately met result in lower real incomec for the
beneficlaries, one would have to conclude that the inevitable result of the plan's
opcration 1s to frustratec ite purpose. If, on the other hand, 1t cannot be demon-
strated, cilther cmpirically or on g priori grounds, that such inconsistent rcsults
would obtain, the modcest requircment of consistenecy has been satisficd.

(2) By the test for ncutrality, I mcan thc determination of whcther the
institution in question - or lmportant parts thereof - clicits any characteristic
responsce from thc cconomle system. If the instlitution is neutral economically,
the merits of the case can bc considered without resort to the arbitramcnt of
economic analysis. Sometimes the economlic neutrality of an institution is a
motter of dispute; the vigorous controversy over thce respective merits of the
reacrve fund and of pcy-as-you—lgo as methods of financing 01ld Age and Suxrvivors?
Insurance is a casc in point. Under thc rescrve plan, tax collections will cxceed
disbufscments to beneficiarics in the carlier yeors in the intcrest of actuorial
goundncss. Under pay-as-you-go, currcnt rcceipts necd cover only currcnt disburse-
ments., Thus, in this carly period, social security revenues would be less under
pay=-as-you~go than they would bc vnder thc rescrve system. On the other hand;
rcvenues would increase steadily uﬁdc—r the former arrangcment as an increasing
number of older persons bcecame cligible for benefits, while, under an actuarially
sound rescrve, currcnt revenues could remain at a constant level over time. Actu-

ally, howecver, there is less to this diffecrence than mcets the ¢yc, Under the



reserve plan, any excess of collections over recelpts is Invested in govermment
securities; the Fund, in effect, holds public debt and suyrenders cash obtained

in collections in payment for its newly acquired securities. If the securities
bought by the Fund are newly issued - an addition to existing public debt, the
Treasury can use the proceeds from thelr sale for current govermment expenditures -
and thus the excess social security collections pags back into the economy. The
seme result obtains, if the Govermment is operating under a surplus and is not
adding to 1ts debt. Then the Fund acquires securities previously held by other
creditors of the Govermment, and agein the excess of collections over current
disbursements is returned to the public. Thus, although current collections under
the reserve system might exceed current collections under pay-ag=-you-go, net cur-
rent withdrawals on account of 014 Age Insurance are the same under both methods
of financing. Furthermore, the lower social security taxes under pay-as-you=-go
would havg to be supplemented by other texes - or borrowing - in order to finance
those government expenditures which, under the reserve plan, could be met from
the proceeds of securities sold to the Fund.

Nor would the sitvation differ 1f, at some future date, it should be necessary
for the Fund to scll government sccurities (1f current benefit payments excceded
currgnt receipts). The Treasury would then have to raise the funds required to
redeem its securities from the Tund by additional taxing ox borrowing; and the
total. taxing - for social security and for gecneral revenie - and dorrowing under
a rescrve plan would equal the taxing for social scerity alonc under g currcnte
cost systcm.

To this extent, then, onc can hold that thc cholce among the two methods of
financing is of little import economically. It is alleged, howcver, that therc is
one significant diffcrence between the two methods, Under the reserve plan, the

purchase of govermment dcbt by the fund results in a saving of intercst to the
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Government., If benefits should cxcced receipts, it might be possible for the Fund
to makc up the differcnce by paying out to beneficiaries interest which its secur-
itics had produced. In order to pay interest to the Fund, the Treasury would have
to resort to taxation. But, if the Fund held no seccuritics - or if there were no
Fund, and the system were financed on a current—cost basis, en amount equivalent

to the interest would also hawe to be raised by taxation. And if sccurities were
not held by the Fund, they would be held by private investors, so that an equal
amovnt would have been taxed to pay interest to the latter, in a.ddif;ion to the
taxes required for the cxcess old-age lnsurence bencfits over receipts. Hence the
rcserve system results in a reduction in taxes; or, as Harris expressed it, "Larger
texes today rcduce in perpetulty the tax burden of the future." While this is
undoubtedly true, it is reslly no more rcievant than the earlier distinction be-
tween higher current taxes under the resecrve gystem and lower current taxes vnder
pay-as-you-go in the initial stage of thc system. For, just as total current
receipts and cxpenditurecs are balanced under the rescrve system, so they arc balanced
when the govermment raices by taxation an amount which it subsequently disburscs as
interest to holders of its sceurlitics. Indeed, there is no nccessity to finance
the cxtra intercst payments (which would be requircd under a pay-as-you-~go System)
by taxation; the necessary amount couvld be raised by borrowing.

Another cxemple of a difference which is significant institutionally but not
ccanomically is svggested by the rescrve system of financing 01d Age and Survivors!
Insurancc., Costs {bcnefit disbursemecnts) con rise cither because of a reduction in
birth rates or becausz of an improvement in life expectancy; voth of thesc phenomena
(among othcrs) characterize our aging population. A risc in costs which is brought
about by a risc in the birth rate occasions no ambarrassment to an actuarially
sound regerve fund: sincc each age group should poy into the fund an amovnt sufe

ficient, when its interest carnings are included, to cover its later benefits, the



fact that fewer younger workers will enter the system in subsequent years is a
matter of no importance. But if a rise in costs 1s occasioned by "an vnexpected
reduction in the mumber of deaths,” the solvency of the Fund is Jeopardized, for
"less than the discounted value of future benefite imputed to the present time
wlll be going into the reserve fund." When we pass from actuarial considerations
to economic problems, however, this distinction vanishes. For, as we have seen,
the cconomlc burden of one generation in a closed commmunity (in the absence of
forelgn debt) cannot be passed on to another. Actuarially, each generation should
ray for itself; cconomicelly, each year peys for 1tseclf. Thus, the fact that, with
cach year, an incrcasing proportion of the population becomes eligiblc for bencfits,
congtitutes an cconomic phenomcnon which is unaffcceted by the natvrce of the dcmo-
grephic or institutional factors responsible therefor. The burden of dcpendency
is a gﬁowing onc. The problem was statcd sucecinctly by the British Chancellor of
the Fxchequor in his rccent Budget speechs "It is well knowm that in the next 20
ycars therc will bc a larger and larger number of «lderly versons, who, 1f they
rctire from work, will have to be supported by the cfforts of a group of workcrs
morc or lcgs congtant in number."

() If en institution passes our tcgts of consistency and ncutrality - that
is, 1f 1ts statcd objectives are possiblc of achicvement and if it does "make a
differcnee" cconomically, it should be possible for the cconomist to agsess its
impact vpon the cconomy in terms of alt-yrmatives sacrificed in ite favor. For
cconomics, the dismal sciecncc, is concerned with the allocation of scarce remources
among altcrnative cnds. Whon the consvmer, with o limited incomc, increases his
purchasc of onc commodity, hic rcduces pcrforcc his purchasc of others - assuming
that altcrnatives arc avallablc on the samc tcims as bcforc. Similarly, when the
country dccides to place morc of its rcsources at the disposal of a certain group

of 1ts citizens - in this casc, thosc eligible to reccive 01d Age and Survivors?
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Insurance benefit poyments, thesc resources must be drawn from alternative
cmployments or destinations. It is presumably the function of cconomic analysis
to acquaint socicty with the precise noture of its proposcd choice, Thus it is
valid procedurc to subjcct a social ingtitutlion such as 01d Age and Survivors?
Insurancc to cconomic analysis. It will not do to take as our polnt of dcparturc
the requircments of the institution alonec, since, in satisiying thesc requirements,
the oommmmity foregoes cr cbridges the satisfaction of other social obJectives

(which includc thc gratification of the wants of individual consumers).

Oon the_othcr hand; the prescnt state of dcvclomment of cconomic analysis
cannot Justify resorting to thc other cxtreme, that is, Jjudging the sociel desir-
ability of an institutional arrangement solcly according to its impact on. the
cconomy. In the first placc, cconomic analycis hos denicd to itsclf morc than a
rigorously restricted competonce to pass judgment in cases involving alternative
digpositions of rcsources. I ghall extend iy rcmorks on this point in discuseing
the effccts of 01d Age and Survivors'! Ingurance upen the distribution of income,
thc allocation of rocsources, and the supply of labor; it surfices now to point out
thot the only criterion which welfarc cconomics con provide ls that of efficiency,
not cquity. In thc sccond place, cconomic analysis 1s not yet sufficicntly dovel-
opcd as a scicntific discipline to perform in many instanccs its avoved function of
dctermining the precisc nature, magnitude, of dircction of the cconomic cfifects of
institutional (and other outside) disturboncos. Although "many cconcmic proccoges
con be cxplaincd only in terms of the actval magnitudes of ...factval rclationships,’
cconomic analysis; sti1ll obliged to rely vpon "general reasoning”" (i.e. the deduction
of gcncral conclusions from gencral principles) connot supply the required numbers.
This is particularly distrcssing from our own point of view, whcen the dircetion of
change is in queation and when i1t is the resultont of oprosing forcecg., A brief

consideration of the offcct of the old-age insurance schame upon the volume of
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investment will illustrate this point. Insofar as the operation of the reserve
fund tends to reduce the rate of interest (which is the price which busincssmen
pay for capital), invesiment is encouraged. But insofar ag .the_ta;‘,rbtgm ‘tends to
reduce consumer spending, profit prospects are dampened, and investment is dis-
couraged., Since it is impossible to determine by how much investment ig encouraged
by the tendency to reduce the rate of interest and by how much it is discouraged
by th_e tendency to reduce consumption, it is impossible to predict the outcome =
whether Iinvestment, in the finel analysis, is stimilated or inhibited by the
operation of our system of old-age insurance.

Since there is good reagon, therefore, for taking nelther the requirements of
the institution itself nor the requirements of the economic system in which it
operates as our point of departure, it is, perhaps, wisest to stecer a middle course,
In the absecnce of digtinctly cconomic criteria of evalvation and of important infor-
mation concerning the economic impact of the institutlon, we ere Justificd in
asgigning high priority to the cssentials of the institution. At the samc time;
we should bear in mind the nature - so far ag we can determine it ~ of the insti-
tution's impact upon the ecconomy. This middle~ground approach will cnable us +o

uggest, if necessary, such modifications of the institution as will minimize

undecsirable effects upon the cconomic systcm, provided, however, that they are not

inconslgtent with the essential features of the institution itself., Thio proccdure,

1t shouvld be notcd, docs not leave us without cconomic relicf; if the cconomic
cifect of the institution appears to be undesirsblc and if the institution itsclf
cannot be altercd without impairing its esscntial purpose, "egual and opposite”
disturbances .might be produccd in the cconomy which would tend to ncutralize the
undesired institutional irmact.

Givcn this point of dcpartutre, then, it would be wcll to specify the essential

requirements of our system of 0ld Age and Survivors'! Insurance bcefore considering
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gome of 1ts cconomic implicatlions. The purposc of this institution has becen well
gtated by Profcssor Witte; it is "to assurc o minimm income sufficicnt for a
decent cxistence in old age..." Two features of 01d Age and Survivors" Insurance
which are regarded as essential to the implementation of its purposc for extro=
economic reasons are (1) the reserve-fund system of financing and {2) the prescnt
system of obtalning revenue from the procecds of an income tax on workers in

covercd anployments and an exclse tax on peyrolls.

II. Some Economic Effccts of 014 Age aond Su.rvivors‘ Ins_ur:mce

1. The Distribution of Income

It is obviously intended that our system of 01d Age and Survivors?! Insurance
accomplish the obJective sct forth above by coffecting a redistribution of income
in favor of its bencficlaries. From which groups in the commmnity 1s income really
diverted in favor of the eligible aged? In generol, it can be held that the ability
of any individval, group, or institution to shift o tax burden elsewherc is limited
by the range of nontaxcd alternative amployments aveilable to 1t.

Workcrs in coverced employments definitely asgume part of the burden; half of
the tax recelpts are collected from them as income taies, and such taXxcs cannot
be shifted to other groups with any appreciatle desgrec of succces. The cmployces
cannot charge more for thoir services, for there ig no incrcase in the aggregate
dcmand for those services (or for the firiol products which they are hircd to noke)
ag a rcoult of the com‘bin_r;d vroccegs of withdrawals of funds ;oy taxotion and dise
bursements to beneficiarics,

The exclse tax upon aploycrs, howcsver, con be shifted, to gome cxbent. The
business firm 1s both e buyer of regources cnd a scller of products. To the
cxtent that it can succecd iIn valsing the price of its product;, it shiftg the tax

forward te the consumersy to the cxtent that it can lower woges, it shifts the tax
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backward on labor. The extent to which prices of all products (assuming complete
coverage) can be raised is problematical, for aggregate consumer money demand
throughout the economy mst be increased in order to permit the consumption of the
same amount of goods and services at higher prices. This increase can be accom-
plished only through an expansion in bank credit, and it is by no means certain
that profit prospects will always be sufficiently bright to induce businessmen to
seek additional short-term loans, the expenditure of which will produce the neces-
sary expension in the money supply. To the extent that prices can be raised, how-
ever, the excise tax is shifted to the consumer., It should be noted that, since
the beneficiaries are consumers, part of the tax burden is borne by them; their
real benefit is reduced.

If prices can't be raised sufficiently to cover the increase in unit costs
attributable to the tax, however, employers' net proceeds from sales are reduced.
Since sales proceeds determine the money value of employees! services to their
employers (the marginal value product), assuming that their contribution to the
productive process remains unchanged (the marginal physical product), the decline
in net proceeds will be rcflected in a decline in thc demand for labor. This, in
turn, will result in a lowcring of wages, and thus some of the tax cost to the
cmploycc will be absorbed in lower wages =~ or, if we mgke the more realistic
asgumption that moncy wages tend to risc over time, in a slowing down in the rate
of increase of wages. Trade unions, of course, might continuec to press for higher
wages, but labor prcsumably would still pay thc cost in the form of reduccd cmploy-
mcnt opportunities., The higher lagbor costs induced in thc first instance by the
imposition of the payroll tax, furthcrmore, might bec cxpccted to stimulatc the
adoptien of labor-saving devices and tcchniques, which might constitutc another
dcpresging effect upon wages.

Ncvertheless, 1t is not possible for the business community to shift the

entirc burden of the tax; firms moking profits above the competitive level (and,
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undcr pcrfcect competitidn, zcro profits arc carncd) will not bc ablc to avoid pay-
ing at lcast part of thcir tax coots out of profits. Since the sum total of
profits dcpcnds on thce volume of output, and sincc thc higher unit costs after the
tox induces firms to reatrict output, profits will bec curtailed as output and
cmployment arc rcduced.

Fina.lly;. the renticr groups bear gome of the costs of this social insurance
and will continuc to do so as long as tax collections cxcced benefit payments and
the Fund continues to purchagse govermment securities with its excess reccipts.
Sincc the Fund, undcr these conditlons constitutes an additlonal source of demand
for government sccuritics, it tends to raisc (or support) the pricc of such secur-
itice and thereforc to reduce intercst rates (or to rctard their rise). This
would tend to reduce the incomes of investors,

It must be repeated that the cconomist cannot, as an cconomist, tcll us
whether the redistribution of income causcd by old age insurancc constitutes a
nct gain or a nct loss in the country's cconomic welfarc, If it could be demon-
gtratcd, when incomc was taxcd away from onc group ond haonded out to anothecr, that
the logs in "welfarc" or "utility" to thc taxcd group was less than the gain to
thce subsidized, one could hold that thc new distribution of incomc was prcferable
to the old since the total of utility, or welfarc, in the community hod increased.
But it is impossible elther to mecasure utility or to compare onc man's estimation
of a dollar's worth of utility with that of another. As a rcsult the welfarc
economist has bcen obliged to dcfine an optimmm position as one in which no indi-
vidual's wclfare could bec increased without impairing the welfarc of another,
Therc moy bc meny such positions, or income distributions, and onc cannot choose
among them., A, P. Lerner wrote that, "If thcre is some good general reason for
incurring debt, the rcdistribution can be ignored because we have no more reason

for supposing that the new distribution worsc than the old than for assuming the
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opposite." By parity of reasoning, we might ignore the redistribution of income
cauged by 01d Age and Survivors! Insurance, and the "good general reason” in this
cage 1s the requirement of the institution in question.

It should be added that, while neither the economist's blame nor his approval
can be attached to a redistribution of income brought about by the taxing and
spending activities of the government, redistributions which are effected by the
inposition of price rigidities - raising or maintaining the incomes of the favored
groups by ralsing or maintaining above the competitive level the prices of the
goods or services which they sell - can generally be condemned as uneconomical.
Put formally, such price-setting by public authority results in a situation in
which it is possible that an alternative policy such as taxing and spending could
improve the economic welfare of some sectors of the economy without deteriorating
that of those remaining. Sincec OASI does not tamper with the price mechaniem,

therefore, it is a preferable mcthod of redistributing incomc.

2. The Allocqtion of Resources

Redistribution of income in favor of the eligible aged results in the pro-
duction of relatively more of those goods and scrviccs which they characteristic-
ally prefer and of relatively less of those products which arc characteristically
prcferred by those groups upon whom the burden of the recdistribution falls. We
should notc, in this connection, that there is no basis for Judgment herc, for
rcallocations which follow from rcdistributions of income of the typc occasioned
by this institution arc mcrely responscs to changes in thc pattern of consvmer
demand. The principle of "consumer sovercignty" is not violated, for that princi-
plc mcrcely holds that resources be allocatcd in accordancc with consumer prefer-

ences, glven the distribution of Income.

In this rcspcct, however, it might be pointcd out that incompletc coverage

under OASI would tend to distort the allocation of rcsources., For resourccs will
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tend to move from covered and taxed to noncovered and untaxed employments. This
movement of resources is not made in response to changes in consvmer demand and is
therefore undesirable. Here, then, is an instance in which the requirements of
the institution (complete coverage) and of the economy coincide. For the same
resgon our governmental system of old-age sccurity is superior to a recgime of
Private retirement pensions. Since under the great majority of private plans,

the employee loses all accumulated pension rights upon termination of his employ-
ment prior to the time in which he would be eligible to his retirement pension,
this lack of "vesting" constitutcs an obstacle to the mobility of labor in re=-

sponse to changing patterns of consumer demand.

3. The Magnitude of National Income

~

In order to discuss the influence of 01d Age and Survivors! Insurancc upon
the size (in contrast to the distribution) of the national product, we must con-
gider its impact upon the mgjor detcrminants of the economy's capacity to produce:
(a) thc supply of labor, (b) thc stock of capital, and (c) thc statc of thc in-
dustrial arts.

(a) The Labor Supply. The payment of rctirement benefits is in itsclf

an inducement to carlicr retiremcnt. Professor Slichter dcscribed this influvence

very succinctly:

.eo1f the best agc for retirement is the age at
which the return from working mcrcly cowmpcnsatcs
the cost of working, thc arrangcments in the com-
mnity for providing income for retired workers

are themeelvces an important detcrminant of the best
age of rctirement., The morc liberal the pcnsions
or old-agzc agsistance paymcnts, thce lowcr will bc
thc age of rectircment at which the retrrms from
working mcrcly compensate for the costs of working.

Given the age-distribution of the work forcc, a risc in retircment age constitutces,
other things being cqual, a reduction in labor supply. Thus do the benefit pro-

visions of OAST tcnd to reduce - or to brake the rate of increasc in - thc com-
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munity's supply of labor. Theorctically, thc incomc-tax provisions of thc systom
might also tcnd to restrict labor supply. Although as I have mentioned in a
prcvious scction, 1t is gencrelly considered that the incomc tax cannot be shifted
from the taxed individval, it might rcmove some of his incentive to work by re~
ducing the valvce of his pecuniary return. This tax-cffect of OASI on the supply
of' labor, whilc it probably would not result in the withdrawal of younger workecrs
from the labor force, might bc rcflected in incrcascd abscntcelom and lowcr pro=-
ductivity in picce-rate establishments. Probably it is of ncgligible importance
at cxisting and contcmplated lcvels of taxation; 1t does, howcver, rcinforcc thc
bencfit-cffect of the system upon the propensity to retirc of thosec cligible to
recelive beneflt payments,

This tendency of OASI to reduce labor supply and, therefore, national product
docs not rcsult in a loss of cconomlc wclfarc to the cormunity. This conclusion
holds even if the institutlonelly induced decline in the supply of labor should
rcsult in an absolutc rcduction in the output of goods and scrvices. Wclfarc is
o function of lcisurc as wcll as incomc, and, sincc it is possible to alter the
ratio of the two components of thc total, no loss is involved in substituting
lcisurc for income, Indecd, sincc thc substitution is made because the older
workecrs prefcr to forego income in favor of lcisure (assuming that a retircd
workcr's benefit payment is lcos thon his compcensation in industry), a nct gain
in welfarc is involved. Under thesc conditions, notwlthstanding some allegation
to thc contrary, therc is no "waste of manpower."

(b) The Supply of Capital, The highcr the ratio of capital to labor, the
highcr the output per workcr, and, given the size of the laber force, the greater
the annval product. In order to add to its accummlation of capital, it is neccs-
sary for the commmunity to divert rcsourccs which might otherwise have cntcred into

the production of consuncr goods and scrvicecs to thc production of plant and cquip-
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ment, The smaller the proportion of a given national income devoted to consumption
the larger the proportion whih is saved and which can be finvested. Let us consider
briefly some of the effects of OASI on these relevant variables: consumption,
saving, and investment. Since these variables are themselves interrelated - both
directly and indirectly via thelr relations to the level of income, and since even
some of the more obvious effects exerted vpon them by the institution in question
differ in direction from one another, it will be possible to do little more than
indicate the nature of the changes which might be induced by OCASI.

Let us consider first some of the effects upon consumption and saving, assum-
ing provisionally that the Fund is built up so that tax receipts are equal %o
benefit psyments. In that case, funds would be diverted to beneficiaries from
workers in covered employments by means of the special income tax and, to the
extent that it is shifted backward by employers to these wage-carners, of the excise
tax a8 well. This transfer would probably have little effect upon the total volume
of consumption since both the taxcd and thc subsidized are groups with high pro-
pensitics to specnd. But 1t is theoretically possible that the marginal propensity
to save of the taxcd workers might be decrcased becavsc they wovld fecl under less
compulsion to sayve on their own account for their old age. .Hence, lcss of their
incomes after tax would be saved and aggregatc consumption would be incrcased.
There are; however, views to thc contrary which hold that compulsory taxation for
old;age insurancc has an educational effect which tends to stimuwlate private thrift,
To thc extent that the cxcisc tax could bc shifted forward by producers so that
prices risc; a2ll income groups would be affcctcd as consumcrs. Since the upper-
income groups especially might be cxpected to reduce thelr saving in ordcr to
maintain their standard of living, total consumer spending would tend to incrcase.

To the cxtent that the tax falls on profits, this tendency would be reinforced,
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During the period in which tex collections cxcced recceipts as the Fund is
built up, the effect vpon consumption is largely dcpendcnt upon the ultimate des-
tination of the cxccss reccipte. Under deficit spending by the govermment, these
rcceipts, taxed away in consgidcrable part from groups with a high propcnsity to
consume are invcstcd by the Fund in new issues of public debt and might wcll be
disburscd by the Treasury to groups with similar spending habits. To the extent
that cxcisc taxcs fali on consumers and profit recipicnts, consumption would also
be incrcased, as dcscribed in the preceding paragraph. But if the government is
opcrating under a surplus, thc Fund purchascs govermment sccuritics from invecstors,
and forccs moking for a reduction in consumer spcnding appcar. Income taxcs and,
u;timatcly, o portion of cxcisgc taxcs that is shifted backward on wagc carncrs
result in a withdrewal of income from high-consumption groups; purchesces by the
Fund of govermment obligations divert that income to lowe~consumption investors.

On thc other hond, thc purchasc of sccuritiés by thc Fund tends to lowcr the rate
of intorcst and, to »cducc the incomes of the renticrs! (unless an offsctting ine-
crcaging occurrcd in private investment). If we assunc that saving is an incrcas-
ing functlon of the ratc of intcrcst, the lower intercst rates would tend to re-
duce renticr saving. On the other hand, it can bc urged that, to the extent that
saving is pcrformed in order to achicve a capital sum of given mégnitude within

a statcd nerlod of time, a fall in the rate of intercst would nccessitatc an ine
crcascd ratc of saving., (This argument is cssentially identical with that uscd
to support the contention that thce worker in cowvercd cmploymcnt will save less
bececavsc of the institutional provision for his period of rctirement. )

When we considcr the possible cffccts of OASI upon investment, we find oncec
morc that the outlook is "mixed", as the finoncial Jovrnalists would put it. On
the one hand; lower intercst ratcs (characteristic of the period in which rescrves

arc being accummlated) rcpresent reduced costs of borrowing and act as an induce-
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ment to. businessmen to increase their spending on new plant and equipment and thus
to increase net "autonomous" investment. But, on the other hand, to the extent
that OASI tends to reduce consumption, that part of investment spending which 1s
"induced" by changes in consumption is inhibited.

If our (literally) balanced Judgment is that OASI, in the period of accum-
lation of reserves, tends to result in a reduction in the proportion of incone
which is consumed and in a corresponding proportionate increase in investment, we
find that, once more; we can meke no value Judgment in comparing this new alloca~
tion of resources with the old. One theory of consumer behavior, however, might
furnish Justification for the belief that the new proportioning is superior. Con-
sumers, a.g:cording to this theory, tend, in true grasshopper fashion, to attach
too little importance to their future wants and to overvalue their present satis-
factions. Since this is not rational procedure, the total volume of savings re-
sulting from such an underestimation of the future is less than the optimm. An
ingtitutional arrangement, therefore, which tends to reduce aggregate consumption
(i.e. to increase saving) and to encourage capital formation (investment) is
soclally desirable. Thus; it is possible that the induced reallocation of re-
sovrces as between consumption and investment is a haﬁpy by-product of the oper-
ation of OASI in its formative perlod. It is, however, a transient boon, which

will disappear once the system achlevcs actuarial maturity.

(¢) The Rate of Technological Change. Changes In technology increcase national
product, given the supplice of thc "original" factors of production - land, labor,
and capital. It ig difficult to establish any causal relationship bctwecn the
opcration of our old-agc insurahce systcm and the ratc of innovation. But it has
becn urged that; to the extent that trade unions resist efforts of employers to
ghift the excise tax backward in the form of an equivalent reduction in wagec rates,
unit labor costs will rise by thc amount of the tax and employecrs will find an

incentive to develop labor-saving innovations.



4. The Utilization of Resources

It is now necessary to makc explicit an assumption which underlics our opti-
mistic comment on the possible salutary effect of an immature old-age insurance
system upon capital formation and the growth of national income. Grantcd that
consumption can be reduced and savings increased, it does not follow that suffi-
cient investment will be forthcoming to offset the increcased spending. We have
relied on a relative reduction in interest rates, caused by the emergencec of the
Fund as an additional market for govermment securities, to induce sufficient busi-
ness sp_ending, but this induccment might not prove adequate to the task. The inter-
est rate is but one element in business costs (and one whosc importance is the
gubject of considerable dc-bate), and invegstments are made only if anticipated
revenues cxceed costs - that is, only if the outlook for profit is bright. If
profit prospects are poor and if the decline in consumption induces disinvestment,
the nct new investment might be insufficient. Since incomc is equal to consumption
Plus investment, if the rcduction in consumption cffected by OASI is grcater than
the incrcase in investment, there will be a tendency for incomc and employment to
fall. This tendency might be offset i1f a decline in the price level induced people
to reduce their cash balances and thus, in effcct, make up for the deficicncy of
investment activity with an increase in consumption. But it might equally well bec
aggravated by cxpcctations of a continued fall in prices, which would inducc con-
sumers and businessmen to postpone their buying and thus aggravate thc depression.
Furthermore;, the very growth in national product resulting from present invcotment
activitlcs rcquires that future spending by consumers and businessmen incrcase
sufficiently to absorb the output of the additional productive capacity. Thus any
incrcased investment induoed by OASI today requires a greater incrcasc in total
SP?nding tomorrow. As a matter of fact, it is apt to require an cven greatcr in-

crecese in futurc investment spending, for, as Harris has pointed out, as thc stock
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of capital is increased by investment , capital becomes cheaper relative to labor.
As a result there is a tendency to substitute capital for labor, which results in
a redistribution of income in favor of the capitalist class, which, in turn, de-
creages the commnity's propensity to consume. Thus, the original decrease in the
propensity to consume will be magnified, and the increase in net investment which
might have been induced by the institution will become inadequate even if it is
sufficient to equal in volume the original decline in consumer spending.
Fortuna:bely; there 18 no element of the inevitable in these gloomy specula-
tions. But it should be obvious that the ratio of consumption to saving can help
to determine not only the economy's capacity for growth, but also the degree to
vhich its present resources are utilized. In a surging investment boom, the
transition from consumption to invesmmt might be made without undesirable reper-
cugssions - and with socially beneficial results; but in the absence of strong
profit proapects; a reduction in consumer spending might contribute to unemployment
and a decline in income. |
In our discussion of the effect of OASI upon the supply of 1abor;. it was
indicated that a reduction in income, accompanied by an increase in leisure;, is
not incompatible with an increasc in the economic welfare of the commnity. It
need hardly be pointed out that a decline in income incident to a depression does
not fall in the same category. The difference between the two is the difference
between leisure, which 1s desired as an cend in itsclf, and unemployment, which is
definitely undesired. Without hesitation, the economist could point to a combi-
nation of lowcr income and unemployment as inferior to a combination of higher

income and full employment (or less uncmployment).

III. The Present Situation and Somc Proposals

It is obvious that the commmnity's "total welfarc" (to cmploy Pigou's phrase)

is more inclusive than its economic welfarc, but it is generally presumed "that
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qualitative conélusions about the effect of an economic cause upon economic wel-
fare will hold good also of the effect on total welfare" - or, in more homecly
language, what is good for the former will be good for the latter. But that this
is not necessarily true becomes apparent once it is rcalized that national dcfense
is an clement in total welfare, and that "Injury to economic welfare may need to
be accepted for the sakc of dcfensive strategy." Since economic welfare is de-
fined only with respect to the individual (or to the community regardcd as no more
than the sum of its individual members), what is rcally meent is that the individ-
ual's welfare position is reduced in the interest of the commnity's defense, but
that this reduction is accepted as a superior alternative to the welfare position
in which he wltimately would find himself if the commmmnity were undefended. If
we vicw economic welfarce as a function of both leisure and income, the voluntary
sacrifice might be made in elther or both of these components. As a matter of
fact, both will probably suffer some reduction, but, since official and popular
sentiment regard it as desirable that total output be increased and that the
curtailment of civilian production be minimized in the dcfense cffort, it is
probablc that there is more willingness - or less unwillingness - to sacrifice the
commnity!s stock of leisure thon to reduce its annual purchasing of goods and
gervices, This decision is reinforced by the requireménts of modern warfare
according to which expansion of certain scctors of the civilian economy ~ notably
thc capital-goods industries ~ add to, rather than subtract from, the sinews of
war. Thus our ecconomy, for the indefinite future, will be Jjudged less by its
capacity to maximize some combination of output and leisure time than by its
annual physical product.

Ao a result of the commmunity's increasing provision for defense, deficiency
of aggrcgate demand and unemployment is no longer a clear and present danger to

our cconomic welfare. But the stability of the economy is a precarious thing, and
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and an excess of demand has replaced deficiency as an economic problem. On the
other hand, since welfare is now measured almost exclusively by annual product,
the problem of deficiency emerges on the side of supply. Under the old welfare
definition, the economist was incompetent to pass judgment on idleness (as long
as it wes desired by the idler); now he can Join Poor Richard in condemning it
as vice.

What can be sald gbout the place of 01ld Age and Survivors'! Insurance in this
new - and 1t is to be hoped, transient - order of things? Let us reconsider
OASI's effect upon (1) aggregate demand, (2) the supply of labor, and (3) the
demend for labor.

(1) Aggregate Demsnd., What might have been poison in the past might prove

meat in the future. The deflationary effects of OASI, in its period of accumula-
tion of reserves, no longer threaten the maintenance of full employment (or tend
to intensify existing unemployment); now they are welcome as a mcchanism for the
reduction of inflationary pressures. On the other hand, the depressing cffect
upon interest rates - recently welcome, with reservations, as a possiblc stimulus
to investment - must be re-examined, for private business spending, like private
consumer spcnding, must be held in check. The importance of high intcrest rates
as a dcflationary device might indeed be questioned, for the same reason that we
questioned the importance of low interest rates as an expansionary measurc, Never-
thcless, the recent debate between the Treasury and the Federal Reserve Board on
thig subject should prompt us to suggest that an alternative method of sclling
government securitics to the Fund be considered. We have secn that, if the
Treasury does not operate under a deficit -~ and the adoption of a tax program
gufficient to achieve this result is highly desirable - the Fund purchascs secur-
ities With its excess collections from holders of existing govermment debt. Thus

the excess collections are returned to circulation; the sellers of these securitice
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might elther increase their spending for consumption or purchase private issucs.

In the latter case, interest rates would fall, with presumed inflationary consc-
quences. It should, however, be possible for the Treasury to scll special isoucs
to the Fund and then to impound, or “"sterilize", the procccds. In this manncr

the excess of collections over benefit payments would constitutc a net dcflationary
cifect.

(2) The Supply of Labor. Since it is desirable to maximize output, the

aging of our population now presents a problem in addition to the social question
of an increased burden of dependcncy. It is desirable to increase participation
in the labor force, but the increasing proportion of the aged in thec population,
together with thc trend to carlier retirement, has resultcd in a situation in
which the propprtion of those ovcer age 65 in the labor forcc has not increascd.
Wc havc observed that the provision of old-age insurance is a factor which tends
to support the movement to earlier retircment. Under the conventional dcfinition
of cconomic welfare, the economist can find nothing to condemn in this cffcct,
cven if 1t should ultimately result in o decline in output. Under the ncw defi-
nition, however, it 1s desirable to check and, if poasiblec, to reversec this trend.
One method whereby participation in the labor force might be encouraged with-
out impairing the fundamental nature of OAST - indeccd, I believe that the purpose
of the institution would be furthered - would bec to climinate the test of retire-
ment; whereby any individual under 75 years of agc who recelves a wage income in
excenss of $50 in any month forfeits the entire benefit for which he and any of
his decpcndcnte would otherwise have been eligible. In advancing a modified version
of this proposcal, thc Advisory Council on Soclal Security pointed out that a pro-
vision such as this "may in somc instances mean that a beneficieaxry has a smaller
total income when he works than when he remains uncmployed or does a small amount

of work." Under such conditions, the work clause i1s a direct incentive either to



20w

retirc or to remnin out of the labor force. It-might also be pointed out that a
beneficiary might even prefer not to work when the monthly wage which he could earn
as an employee exceeds the total benefit-payments which he and, mssibﬁ, somc de-
pendents receive: the greater leisure time at his disposal in retirement might
outweigh, in his Judgment; the higher income which he would receive in return for
surrendering that leisure (i.e. working).

Eliminatipn of the test of retirement would go far in removing these anomalies.
The older worker would no longer be confronted with the choice between benefit
income-;plus-;leisure and wage income. With the additional benefit income assured to
him on reaching the eligible age, it is true that thc workcr might be willing to
work lecss than if no old age insurance system were in effect at all, and it is
possiblc that, if the only cmployment opportunity avallable to him were conditioned
upon his working a stated number of hours per day or days per week, he might prcfer
not to work at all. Nevertheless, it is ccrtain that his willingness to work at a
glven wage rate would be greatcr under an insurance schemc without a work clavse
than it is under the cxisting law.

(3) Thc Demand for Labor. Although, in thc aggregatc the demand for labor

might be cxpected to exceed the supply at the existing wage level, it is neverthe-
less truc that thc number of older workers seeking work, at existing wages; cxoceds
the demond for thelr scrvices. The problem of inducling employers to hirc older
workers ils o grcater onc than the problem of inducing the latter eithcr to remain
or to rcinter the labor markct. To the extent that employer reluctancc to hirc is
bascd upon bclief that older workers arc lcss efficient and "not worth" the same
wage paid to younger cmployces, an efficient wogc-control policy might allcviatc
thc problem. For if employcrs would be willing to pcy younger workcrs wages higher
tha,n the legel mo.xinnnn, they might be willing to hire oldcr workers at the existing

wagc "cciling", if the pricc level werc appropriatec. To the extent that rcluctance
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to hirc older workers flows from unwillingness to burden private retircment an-
nuity systems (since annuities are dctermined by past carnings), it is desirable
thaot such plans be superscded by 01ld Agec and Survivors! Insuronce.

Furthermore, if it is hecld desirablc to concentratc entirely upon the decmand
olde of the problem, a modification of the contribution fcatures of OASI might be
suggested which, in conjunction with cxisting retircment provision, would tcnd to
inducc more hiring of older workers, although it would not induce older workers
to remain in or to reenter the labor force to an impor*ant degree. It 1s sug-
gested that the retirement test be retained, but that, upon attaimment of age 65,
no more cxcise and incomec texeg be pald into the Fund on the worker’s account.
Thus, at the same wage rate, the cost of hiring older workers would bec lecss than
the cost of hiring younger men. It is aloo contemplated that computation of the
employects average monthly wage for bencfit purposes toke acecount only of woges
carncd and employment in the period during which taxes were paid. Thus; upon
cventual retirement, the eligible worker would receive the same monthly benefit to
which he would huve.been entitled had he retired at age 65. Under thc present
gyotem, if an older worker's monthly carningo decrease, his average monthly wage
is reduced, and hc is, in cffect, penalized for remaining at work after hig maxi;
mm carning capacity has been reached. Thus, this provision, by ecliminating that
incquity, affords a worker less incentive to quit work -~ and even more incentive
to return to work from retirement, since he need not fear that his futurc retire-
ment benefits would be rcduced below their present level. ((Some additional incen-
tive 40 offercd by the climination of the older workert!s income tax.)

It might be desirable to effect a compromise between the two proposed modi-
fications of OASI. Instead of climinating the work clause altogether, as proposed
under section (2) above; provision might be made for a reduction in the worker's
benefit in proportion to the excess of his carnings over some minimum figure. This

would still afford some incentive towork. However, in order to offer cmployers



-2l

some special inducement to hire older workers, taxes should be reduced in some
stated proportion to the reduction in benefits.

(k) The Cost of Living. It might be urged that the changes which I have

submi tted for your consideration, insofar as they are intended to make older people
more willing to work, are really nothing more than offsets to the tendency of QASI
to make them more willing to retire, and that a more efficient manner of obtaining
greater participation in the labor force of those over 65 is to eliminate the
ingtitution itself or suspend it for the duration of the emergency. Indeed, for
the benefit of the squeamish executioner, a guillotine is built into OASI. For,
since the maximum "average monthly wage" is established at $300 for the purposes

of computing benefits; the primary insurance amount cannot exceed $80;, nor can
total monthly benefits exceed either $150 or 80 per cent. of the insured's average
monthly wage;, whichever is lower. Furthermore, once the worker has retired, he;
and; possibly, his beneficiaries are recipients of absolutely fixed incomes. If
the price level continues its upward drift, the real value of OASI benefit payments
will steadily shrink until the purposc of the institution is effectively frustrated
and the elderly are no longer provided with "a minimum income sufficient for a
deccnt existence." The volume of contributions, it is true, will increasc pro-
portionately to the rise in wages, for the income and excise taxes are levied as

a percentage of payrolls. Furthermore, since cost estimates are based on a level-
wagc assumption, future increases in wages and payrolls will yield sufficicnt in-
come for the fund so that future monthly benefits could be increased to the point
wherc they would bear the same proportion to future ecarnings as present bencfits
bear to present earnings. However; while the Fund'!s income is placed on an esca-
lator basis; benefit levels are not. The Congress could afford to legislate in-
creg.sed benefits if wages and prices rise, but they could also afford to reduce-

or ecliminate planned increases in - tax rates. And, even if beneflts are increased
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in response to inflationary pressures, the action taken will inevitably be delayed.
If we do not desire to inflate the institution to decath, we should inscrt a
cost-of-living clause into our contract with the aged as an earmest of our good
falth. And 1t is imperative that we should not allow 01ld Age and Survivors!
Insurance to become a casualty of the cold war; In the first place, thcre is no
compulsion to throw out the baby with the bath; any undesirable effects of the
ingtitution upon the defense economy are probably quantitatively unimportant and,
fu;'thexmre, can be offsct by countervailing measures - including alterations in
the institution iteself which do not frustrate 1ts essential purpose as defined
by Dr. Witte. In the second place; OAST throws off some economically beneficial
by-products; it constitutes; in its present stage of development, an effective
dcflationary device, and, moreover, it affords vus a potential means of lowcring
worker costs on the aged relative to those on younger men and women. But most
important is its significance as a wecapon for democracy in the cold war. Authori-
tarianiem justifies its existcncc on the grounds that a decent minimum of cconomic
gccurity mst be obtained and that it mmst be purchascd with individual frecdom.
If it can be demonstrated in the world market of ideas that frec men can makc
themsclved reasonably sccure against economic viclasitude, the decisive baﬁtle

will be won.



