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The purpose of this paper is to consider the nature of some of the more im-

portant effects of our system of Old Age and Survivorst 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 is well to bear in mind that the economic impacts of the institutional provisions

for the support of the aged will, in the absence of other changes, assuime increasing

quantitative significance with the passage of time. By and large, Old Age and

Survivors' Insurance can be regarded as a comwunal response to the problem of in.

creased dependency which is associated with our aging population, and, to some

extent, as we shall see presently, the institution itself tends theoretically to

inorease the manitude of the problem. In the concluding section of the paper,

however, I shal suggest for your consideration some changes whereby the operation

of the Insurance program might tend to offset the trend to increased dependency

without IFi*its efficiency in Tplementing its fundamental purpose.

ItBeforc proceeding to this overambitions agenda, however, it is in order to

discuss the possible helpfulness of subjecting a social institution, mich M Old

Age and Survivors' Insurance to economic analysis. At the risk of omission and

oversimplification, I shall sumnarize the useful end-products of such analysis

under three hcads: (1) the test for consistency, (2) the test for neutrality,

(3) the evaluation of social cost. Let us dcfine and elaboratc- upon thc-ac cryptic

terms*

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

the responsies of the economic mechanism .n the conm=iuniy will permit the institution
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in question to achieve its stated objective, or whether, on the other hand, it

is self-defeating in its working-out. If, for example, it could be demonstrated

that the enactment of a legal minimnu wage would result in the unemploy=-nt of all

people who had been exployed previously at wages below the minimxm, such legis-

lation could be considered unworkable. Or, to take another hypothetical case

nearer home, if it could be established that, under arn system of financing, a

system of old age insurance ultimately must result in lower real income for the

beneficiaries, one would have to conclude that the inevitable result of the plan's

operation is to fristrate its purpose. If, on the other hand, it cannot be d~eon-

strated, either cmpirically or on a p grounds, that such inconsistent results

would obtain, the modest requirement of consistency has been satisfied.

(2) By the test for neutrality, I mcan the detemiination of whether the

institution in question - or i portant parts thereof - elicits any characteristic

responses from the economic system. If the institution is neutral economically

the merits of the case can be considered without resort to the arbitrament of

economic analysis. Sometimes the economic neutroality of an institution is a

matter of dispute; the vigorous controversy over the respective merits of the

reserve fund. and. of pay-as-you-go as methods of financing Old Age and Sutrvivorst

Insurance is a case in point. Under the reserve plan, tax collectiorn will exceed

diubu'semonto to beneficiaries in the earlier years in the interest of actuaxial

sotndness. Under pay-as-you-go, current rcceipts need cover only curre-nt disburse-

ments. Thus, in this early period, social security revenues would be less under

pay-as-you-go ta.n they would be Ender the reserve system. On the other hand,

revenues would increase steadily under the former arrangcment as an increasing

number of older persons beceme eligible for benefito, while, under an actuarial

sound reserve, current revenues could remain at a constant level over time. Actu-

ally, however, there is less to this difference than meets the qyc, Under the
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reserve plan, any excess of collections over receipts is invested in government

securities; the Fund, in effect, holds public debt and surrenders cash obtained

in collections in payment for its newly acquired securities. If the securities

bought by the Fund are nevfly issued - an addition to existing public debt, the

Treasury can use the proceeds from their sale for current government expenditures -

and thug the excess social security collections pass back into the economy. The

same result obtains, if the Government is operating under a surplus and is not

adding to its debt. Then the Fund acquires securities previously held by other

creditors of the Goverment, and again the excess of collections over current

disbursements is returned to the public. Thus, althongh current collections under

the reserve system might exceed current collections under pay-as-you-go, net cur-

rent withdrawals on account of Old Age Insurance are the same under both methods

of financing. Furthermore, the lower social security taxes under pay-as-you-go

would have to be supplemented by otfier taxes - or '0orrowing - in order to finance

those goverment expenditures which., under thre reserve plan, could be met from

the proceeds of securities sold to the Fund.

Nor would the situation differ if, at some future date, it should be necessary

for the Fund to sell government securities (if current benefit: payments exceeded

current receipts). The Treasury would then have to raise the funds required to

redeem its securities from the Fund by additIonal taxing or borrowing, and the

total taxing - fSr social security and for general revenue - and borrowing under

a reserve plan would equ;Lal the taxing for social security alone under a current-

cost system.

To this extent, then, one can hold that the choice among the tmo methods of

financing is of little import economically. It is alleged, however, that there is

one sinmificant difference betwren the two mcothoda, Under the reserve plan, the

purchase of government debt by the fund results in a saving of irntercot to the



Government. If benef'its should exceed receipts, it might be possible fCor the Fund

to make up the difference by paying out to beneficiaries interest which its secur-

ities had produced'. In order to pay interest to the Fund, the Treasuxry would have

to resort to taxation, But, if the Ftund held no securities - or if' there were no

Fund, and the system were financed on a current-cost basis, an amount equivalent

to the interest would also have to be raised by taxation. And if securities were

not hold by the Fund, they would be held by private investors, so that an equal

amount would have been taxed to pay interest to the latter, in addition to the

taxes required for the excess old-age insura~nce benef'its over receipts. Hence the

reserve system results in a reduction in taxes; or, as Harris expressed it, "Larger

taxes today reduce in 2eretuity the tax burden of the fulture." While this is

undoubtedly true, it is really no more relIevant than the earlier distinction be-

tween higher current taxes under the resenre system and lover current taxes under

pay-as-yo'-go in the initial stage of the system. For, Just as total current

receipts and e:,nditurcs are balanced under the reserve system, so thry are balanced

when the governniat raises by traction an aMount which it subsequently disburses as

interest to holders of its securitics. Indeed, there Js no necessity to finance

the extra interest payents (which would be requir-d under a pry~as-Prou-go system)

by taxmtion; the necessary amount could be raised by boxrowing.

Another Mxaple of a differeance which is significant institutionially but not

economically is suggested by the reserve system of financing Old Age and Survivors'

Insurance. Costs (benefit disbursaemnts) can rise either b ecause of a reduction in

birtih rates or because of an improvemnt in iie xpectancy; both of' these phenomena

(among others) characterize our agin- population. A rise in costs which is brought

about by a rise in the birth rate occasions no embarrassmoent to an actuarially

sound reserve fund: sinec each age group should pay into the fund an amiount uf".

ficient, when its interest earnings 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 is occasioned by "an ve2cted

reduction in the number of deaths," the solvency of the Fund is jeopardized for

"less thanan the discounted value of fature benefits iD3pfted to the present time

vwill be going into the reserve fund." When we pass from actuaxial considerations

to economic problem, however, this distinction vanishes. For, as we have seen,

the economic butrden of one generation in a closed conmnity (in the absence of

foreign debt) canot be passed on to another. Actuarially, each generation should

pay for itself; economically, each year paiys for itself. Thus, the fact that, with

each year, an increasing proportion of the population becomes eligible for benefits,

constitutes an cconomic phenomenon which is unaffc;cted by the natuxrc of the dem-

graphic or institutional factors responsible thereforx. The burden of dependency

is a ,rowing one. The problem was stated avsccnctlsy by the British Chancellor of

the Pxcchequer in his recent Budgct speech: "It is well kno-rm that in the nort 20

years there will be a larger and laarger number of elderly persons, who, if- they

retire from work, will have to be supported by the efforts of a group of workers

more or less constant in numbe-r."

(3) If an institution passes our tcs-tvs of consistency and neu-trality - that

is, if its stated objectives are possiblc of achievement and iLf it does "make a

difference-" economically, it should be possible for the economist to assess its

imlact upon the c-conori in tezms of alt--rnatives sacri-iced in its favor. For

economics, the dismal science, is concerned with the allocation of scarce rewourcec

among altcrnative ends. WhBn the conslumer with. a limited income, increases hip

purchase of one comodity, heo reducCsCp--rforce his purchae. of others assuming

that alternativres arc available on thi same team as bcfore. Similarly, when the

countxr decides to place more of its resources at the disposal of a certain group

of its citizens in this cagsc, those eligible to receive Old Age an=U Survivors'



Insurance benefit payxments, theso resources wxst be- drava from aternativc

employmcnts or destinations. It is prcs,mlbly the f-uanction of economic analysyi3
to acquaint sociQty with the precise nature of Its proposoed choice, Thus it is

vralid pr-ocedure to subjcot a social institution such as 01d Age and Survivorst

Insuanvce to economic anra3ysis. It will not do to take as our point of dcparture

thle reqyairewents of th-e institution alone, sinoe, in satisfying thesc reqguircmcnt5,

the co=mnity foregoes cr abridges the satisfaction of other social objeotives

(which include the gratification of the wants of individual consumers).

On the other hand, the present state of dIcvcloment of n-conomic annrTsis

cannot justify resorting to the other extrecme, that is, judging the social2 dc-sir-

ability of an institu.tional arrangecmnt solely according to its impact on. the

cconomy. In the first placc, economic analysis has denied to itse-lf more- than a

rigorously restricted competence to pass jud6ment in cases involving alternative

dispositions of ecsoorces. T sall extend ry re-arks on thiLs point in discusaing

the effeccts of Old Age and Survivors' Insx.rance upon the distribution of' income,

the allocation oP r-sorrces, and the supply of labor; it su£ffices now to point out

that the only criterion which wel-fare ecQnomics cora provide is that of efficiency,

not equity. In thc socond place, economic analysis is not 7et sufficicntly dovcl-

oped as a scicntific discipline to perform in zacny instanecs its avowed function of

determining the precise naturc, magnitude, or direction off the-economic tffects of

instituL.tional (and otler outside) Listibtarbncs. Althoujgh "'mny economic procecoes

c.an b:e cxplained only in temsn of the actuLal m=6nitudes of ...factctal rclationships,'

oconomic analysis, still obli'ed to rely upon "gcneral reasoningri" (i.e. the dedu-etion

of general conclusions fron gc-ncral princ-iples) cannot satpply the req"1ired numbers.

This is particularly distrcssing from our own point of view, when th- direction of

change is in question and. wh.n it is the resiultant of opposing force. A brief

consideration of tle effect of the old-atge insurance schmc- 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 oL interest (*wich is the price which businessmen

pay for capital), investment is encouraged. But insofar as tt :m tends to

reduce consmer spending, profit prospects are dampened, and investment is die-

couraged. Since it is impossible to determine < how much investment it encouraged

by the tendency to reduce the rate of interest and a how much it is disoouraged

by the tendency to reduce constumption, it is impossible to predict the outcome

whether nsnvestment, in the final analysis, is stimLlated or inh)ibited by the

operation of our system of old-age insurance.

Since there is good reason, therefore, for taking neilthor the requirrments of

the institution itself nor the requirements of the economic -yste-m in w'hich it

operates as our point of depatureu it is, pehl~s, wisest to steer a middle course.

In the absence of distinctly economic critcria of evaluation and of important infor-

mation concernind;G the economic impact of the institution, wexearc jastificd in

assig-ning high prior-ity to the essentials of the institution. At the same time

we should bear in mind the nature - so far as we can determine it' Of the ins-ti-

tution's impact upon the economrVy. Thlis middle-ground approach will enable uts to

sugg^eSt, if necessar-y, such modifioations of the institution as will minimize

undesirable effects upon the econlomic s-rstcm, prvided, however, that are not

inconsistent with the essential features of tUe instituLtion itself xhita procedure,

it shotld be notcd, does not leave us without economic relief-; if tLe economic

effect of the institution appears to b- ndc'ablc and if the institution itse-1f
cannot bc altered without impairing its essc-ntial purpose, "equaal and opposite"
disturbances might be produced in th. oconony vhich would tend to neutralize the

nmcdcsired institutional1 irmact.

Given this point of departu±'e, the-n, it would be wcll to specify the essential

requirements of our system of Old Agc and Survivors' Insurance b-fore considering



some of its economic implications. The purpose of this institution has boon well

stated by Profcssor Witte-; it is "to assure a. mininnum income sufficient, for a

d-cent cnxistence in old age..01 Two features of Old Age and Survivors" Insurance

which are regarded as essential to the implentation of its purpose for extra

economic reasons are (1) the reserve-fiund system of firunncing and (2) the present

system of obtaining revenue from the proceeds of an inoome tax on workers in

covered crployments and an excise tax on pcyrolls.

II.. Some Economic Effects of 0ld. a=.d Survivorst Insuramce

1. The Distribution of Income

It is obviously intended that or-. system of Old Age and Survivorso Insurance-

accomplish the objective set forth above by effecttng a redistribution of income

in favor of its beneficiaries. From which groups in the comminity is income really

divcrted in favor of the eligible aged? in gcneral, can be held thi-at the a7ility

of -ny individral, group, or institution to shift a tax burdcn elsew>here is limited

by the range of nontaxed altermative omployments available to it.

Wor'kers in covered employments definitely aosnumo part of the burden; half of

the tax receipts are collected from them as ilncome taxes, and such. taxes cannot

be shiftnd to other groupu w-ith any apprecin-lle degree of success. The employees

canot charge more for theiT- services, for `t3here is no increase in the aggregate

damnnd for those services (or-Lfor the final 1pr"oducts which they are hired to e)

as a result of the combined Trooess of witbhdrawalu of fundsbd twcatlon and dis-

bursements to beneficiarie.s,

The excise tax -upon employers, however, can be ohift.ed, to some extent. The

business film is both a buyer of rcsources cnd a seller of products. To the

extent that it can succeed in raising the price of its product, it shiltc the tax

forward to the consumers.6 to the extent that it can. lower wages, 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 econoiy must be increased in order to permit the consumption of the

same amunt of goods and services at higher prices. This increase can be accom-

plished only through an erpansion in bank credit, and it is by no means certain

that profit prospects will always be sufficiently bright to induce businessmen to

seek additional shortwterxm loans, the expenditure of which will produ4e the neces-

sary expansion 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 reflected in a decline in the demand for labor. This, in

turn, will result in a lowering of wages, and thus some of the tax cost to the

employee will be absorbed in lower wage - or, if we make the more realistic

assumption that money wages tend to risc over time, in a slowing down in the rate

of increase of wages. Trade unions, of course, might continue to press for higher

wages, but labor presumably would still pay the cost in the form of reduced employ-

ment opportunities. The higher labor costs induced in the first instance by the

imposition of the payroll tax, furtheore, might be expected to stimulatc the

adoption of labor-saving devices and tcchniques, which might constitute another

depressing effect upon wages.

Ncvertheless, it is not possible for the- business comnminty to shift the

entire burden of the tax; firms malcing profits above the competitive level (and,
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under perfect competition, zero profits are earned) will not be ablc to avoid pay-

ing at least part of thcir tax costs out of profits. Since the sum total of

profits depends on the volume of output, and since the higher unit costs after the

tax induces firms to restrict output, profits will be curtailed as output and

employment are rcduced.

Finally, the renticr groups bear some of the costs of this social insurance

and will continue to do so as long as tax collections exceed bcnefit payments and

the Fu-nd continues to purchase goverrment securities with its excess receipts.

Since the Fund, undcr these conditions constitutes an additional source of demand

for government securities, it tends to raise (or support) the price of such aecur-

ities and therefore to reduce interest rates (or to retard their rise). This

would tend to reduice the incomes of investors.

It must be repeated that the economist cannot, as an economist, tell us

whether the redistribution of income caused by old age insurance constitutes a

net gain or a net loss in the countly's economic welfare. If it could be don-

stratcd, when incomc was taxed away from one group and handed out to another, that

the loss in "welfare" or "utility" to the taxed group was less than the gain to

the subsidized, one could hold that the new distribt4tion of income was preferable

to the old since the total of utility, or welfare, in the comunity had increased.

But it is impossible either to measure utility, or to compare one man's estimation

of a dollar's worth of utility with that of another. As a result the welfare

economist has been obliged to define an optimin position as one in which no indi-

vidual's welfare could be increased without impairing the welfare of another,

There mayor be many such positions, or income distributions and one camnot choose

among them. A. P. Lemrner wrote that, "If there is some good general reason for

incurring debt, the redistribution can be ignored because we have no more reason

for supposing that the new distribution worse than the old than for assuming the
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opposite." By parity of reasoning, we might ignore the redistribution of income

cansed by Old Age and Survivors' Insurance, and the "good general reason" in this

case is the requirement of the institution in question.

It should be added that, while neither the economistts blame nor his approval

can be attached to a redistribution of income brought about by the tazing and

spending activities of the government, redistributions which are effected by the

imposition of price rigidities - raising or maintaining the incomes of the favored

groups by raising or maintaining above the competitive level the prices of the

goods or services which they sell - can generally be condemned as uneconomical.

Pu-t 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. Since OAM does not tamper with the price mechanism,

therefore, it is a preferable method of redistributing income.

2. The Allocation of Resources

Redistribution of incorae in favor of the eligible aged results in the pro"

duction of relatively more of those goods and servioce which they characteristic-

ally prefer and of relatively less of those products which are characteristically

preferred by those groups upon whom the burden of the redistribution falls. We

should note, in this connection, that there is no basis for judgment here, for

reallocations which follow from redistributions of income of the type occasioned

by this institution are merely responses to chanaes in the pattern of consumer

demand. The principle of "consumer sovereignty" is not violated, for that princi-

ple merely holds that resources be allocated in accordance with consumer prefer-

ences, aiven the distribution of income.

In this respect, however, it might be pointed out that incomplete coverage

under 048 would tend to distort the allocation of resources. For resources 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 consumer 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

reason our governmental system of old-age security is superior to a regime 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" constitutes an obstacle to the mobility of labor in re-

sponse to changing patterns of consumer demand.

3. The Mgenitude of National Tncome
In order to discuss the inrfluence of Old Age and Survivors' Insurance upon

the size (in contrast to the distribution) of the national product, we must con-

sider its impact upon the major determinants of the economy's capacity to produce:

(a) the supply of labor, (b) thc stock of capital, and (c) the state of the in-

dustrial arts.

(a) The Labor Supply. The payment of retirement benefits is in itself

an inducement to earlier retiremcnt. Professor Slichter dcsoribed this influencc

Ve-X succinctly:

...if the best age for retirement is the age at
which the return from working merely compensates
the cost of working, the arrangcments in the com-
munity for providing income for retired workers
axe themselvcs an important deterxminant of the best
age of retirement. Thc more liberal the pensions
or old-aGc assistance payments, the lower will bc
the age of retirement at which the returns from
working mercly compensate for the costs of working.

Given the age-distribution of the work force, a rise in retirement age constitutes,

other things being equal a reduction in labor supply, Thus do the benefit pro-

visions of OAS tend to reduce - or to brake the rate- of increasc in - the com-
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munity's supply of labor. Theoretically., the income-tax provisions of the system

might also tcnd to restrIct labor supply. Although as I have mcntioned in a

previous section, it is gencrally considered that the incom- tax canot be shifted

from the taxed individual, it night remove sore of his incentivc to worke by re-

ducing the value of his pecuniary return. This tax-effect of OASI on the suLpply

of laboor, while it probably would not result in the withdrawal of younger workers

from the labor force, might b- reflected in increased absenteeism and lowcr pro"

ductivity in piece-rate establishments. Probably it is of neglirible importance

at existing ahd contcmplated levels of taxation; it doe-, howevcr, reinforce the

benefit-cffect of thc system upon the propensity to retire of those eligible to

receive benefit payments.

This tendency of OASI to reduce labor supply and, therefore-, national product

does not result in a loss of economic welfare to the cormnity. This conclusion

holds even if the institutionally induced decline in thc supply of labor should

result in an absolute reduction in the output of goods and services. W-lfare is

a function of leisure as well as income, nd, since it is possible to alter the

ratio of tlhe two components of the total, no loss is involved in substitutine

lcisure for income. Indeed, since the substitution is made because the older

workecrs prefcr to forego income in favor of leisvre (assuming that a retired

worker's bc-ncit payrment is less than his compensation in industry), a nct gain

in welfare is involved. Under these conditions, notwithstanding some allegation

to the contraxy, there is no "wcvtc of manpower."

(b) The Supply of Capital, The hithcr the ratio of capital to labor the

higher the output per worker, and, given the size of the labor force, the greater

thc annual product. In order to add to its accumulation of capital, it is neces-

sary for the coaunity to divert resources which might otherwise have entered into

the production of consuzer goods and service- to the production of plant and equip-



-14-

ment. The smaller the proportion of a given national income devoted to consumption

the larger the proportion whlih is saved and which can be Invested. Let us consider

briefly some of the effects of OASI on these relevant variables: consumption,

saving, and invest~ment. Since these variables are themselves interrelated - both

directly and indirectly via their relations to the level of income, and since even

some of the more obvious effects exerted upon them by the institution in question

difLer 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 OASI.

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 to

benefit payments. 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-earners, of the excise

tax as well. This transfoer would probably have little effect upon the total volume

of consvmption Since both the taxed and the subsidized are groups with high pro-

pensities to spend, But it is theoretically possible that the marginal propensity

to save of the taxed workers might be decrcased beca'sec they would feel under less

compulsion to save on their owv account for their old age. fEnce, less of their

incomes after tax would be saved and aggregate consimption wotad be increased.

There are, however, views to thc contrary which hold that compulsory taxation for

old-age insurance has an educational effect which tends to stimulate private thrift.

To the extent that the excisc tax could be shifted forward by producers so that

prices risc, all income groups would be affected as constmers. Since the upper-

income groups especially night be cxpected to reduce their saving in order to

maintain their standard of living, total consumer spending would tend to increase.

To the extent that the tax falls on profits, this tendency would be reinforced.
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During the period in which tax collections exceed receipts as the Fund is

built up, the effect upon consumption is largely dependcnt upn the ultimate des"

tination of the execas receipts. Under deficit spending by the government, these

receipts., taxed away in conidcrable part from groups witlh a high propensity to

consume are- invcstcd by the Fund in new issues of public debt and might wcll be

disbursed by the Treasury to ,roups with similar spending habits. To the extent

that c-xcisc taxcs fall on consumers and profit recipients, consumption would also

be increased, as described in the preceding paragraph. But if the goverament is

operating under a surplus, the T'und purchases gove-rnent securities from investorss,

and forces making for a reduction in consumer spcnding appear. Income taxes and,

ultimatcly, a portion of excise taxcs that is shifted backward on waoec earners

result in a withdrawal of income from high-consumption groups; purchases by the

Fund of govexmment obligations divert that income to lowconsumption investors.

On the othcr hand, the purchase of securities by the Fund tcnds to lowcr the rate

of intercst aend, to reducc the incomes of the renticrs ((unlcss an offosetting in-

creasing occurred in private invcsient). If we assurce that oaving is a increas-

ing fulnction of the ratc of intercst, the lower intercst ratcs would tend to re-

ducc renticr saving. On the other hand, it can be u-ged that to the extent that

saving is performed in order to achievc a capital sum1 of given magnitudc within

a stated period of tiLne, a fall in the rate of intercst would necessitate an in-

creased rate of saving. (This arxomcnt is essentially identical with that used

to support the contention that the worker in covered enjpoynent will save lcss

because of the institutional provision for hio period of retirement.)

When we considcr the possible effocts of OASI upon invtestment, we find once

norc that the outlook is "nixed"l, as the finaincial jouralcists would put it. On

the one hand, lower intercst rates (characteristic of the period in which reserves

arc bc-ing accuL*rmulated) representr reduced costs of borrowing amd 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 is

"induced" by changes in consumption is inhibited.

If our (literally) balanced judgment is that OASI, in the period of accumu-

lation of reserves, tends to result in a reduction in the proportion of income

which is consumed and in a corresponding proportionate increase in investment, we

find that, once more, we can make 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-

smers, according to this theory, tend, in true grasshopper fashion, to attach

too little importance to their flature 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 optimum. An

institutional arrangement, therefore, which tends to reduce aggregate consumption

(i.e. to increase saving) and to encourage capital formation (investient) is

socially desirable. Thus, it is possible that the induced reallocation of re-

sov.rces as between consumption and investment is a happy by-product of the oper-

ation of OASI in its formative period. It is, however, a transient boon, which

will disappear once the system achieves actuarial maturity.

(c) The Rate of Technological Change. Changes in technology increase national

product, given the supplies of the "original" factors of production - land, labor,

and capital. It is difficult to establish any causal relationship between the

opcration of our old-age insurafice system and the rate of innovation. But it has

becn urged that, to the extent that trade unions resist efforts of employers to

shift the excise tax backward in the form of an equivalent reduction in wage rates,

unit labor costs will rise by thc- amount of the tax and employers will find an

incentive to develop labor-saving innovations.
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4. The Utilization of Resources

It is now necessary to make explicit an assumption which underlies 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. Granted that

consumption can be reduced and savings increased, it does not follow that suffi-

cient investment will be forthcoming to offset the increased spending. We have

relied on a relative reduction in interest rates, caused by the emergence of the

Fund as an additional market for govenment aecurities, to induce sufficient busi-

ness spending, but this inducement might not prove adequate to the task. The inter-

est rate is but one element in business costs (and one whose importance is the

subject of considerable debate), and investments are made only if anticipated

revenues exceed 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 net new investment might be insufficient. Since income is equal to constumption

plus investment, if the rc4uction in consumption effected by OASI is greater than

the increase in investment, there will be a tendency for income and employment to

fall. This tendency might be offset if a decline in the price level induced people

to reduce their cash balances and thus, in effect, make up for the deficiency of

investment activity with an increase in consumption. But it might equally well be

aggravated by expectations of a continued fall in prices, which would induce con-

sumers and businessmen to postpone their buying and thus aggravate the depression.

Furthermore, the very growth in national product resulting from present investment

activities requires that future spending by consumers and businessmen increase

sufficiently to absorb the output of the additional productive capacity. Thus any

increased investment tnduared by OASI today requires a greater incroasc in total

spending tomorrow. As a matter of fact, it is apt to require an even greater in-

crease in futurc investment spending, for, as Harris has pointed out, as the 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-

creases the comity'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.

Fortunatelyr, there is no element of the inevitable in these gloomy specula-

tions. IBut it should be obvious that the ratio of consumption to saving can help

to determine not only the economyt's capacity for growth, but also the degree to

which its present resources are utilized. In a surging investment boom, the

transition from consumption to investment might be mae without undesirable reper-

cussions - and with socially beneficial results; but in the absence of strong

profit prospects, 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 labor, it was

indicated that a reduction in income, accompanied by an increase in leisure., is

not incompatible with an increase in the economic welfare of the conity. 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 is desired as an end in itself, and unemployment, which is

definitely undesired. Without hesitation, the economist could point to a combi-

nation of lower income and unemployment as inferior to a combination of higher

income and full employment (or less unemployment).

III. The Present Situation and Some Prolosals
It is obvious that the commmnity's "total welfare" (to employ Pigouts phrase)

is more inclusive than its economic welfare, but it is generally presumied "that
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qualitative conclusions about the effect of an economic cause upon economic wel-

fare will hold good also of the effect on total welfare" - or, in more homely

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 realized that national delense

is an element in total welfare, and that "InJury to economic welfare may need to

be accepted for the salce of defensive strategy." Since economic welfare is de-

fined only with respect to the individual (or to the community regarded as no more

than the sum of its individual members), what is really meant is that the individ-

ualts wvlfare position is reduced in the interest of the corVImunity's defense, but

that this reduction is accepted as a superior alternative to the welfare position

in which he ultimately would find himself if the coznxnity were undefended. If

we view economic welfare as a function of both leisure and income, the voluntary

sacrifice might be made in either 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 defense effort, it is

probable that there is more willingness - or less unwillingness - to sacrifice the

coinUnityls stock of leisure than to reduce its annual purchasing of goods and

services. This decision is reinforced by the requirements of modern warfare

according to which expansion of certain sectors of the civilian econony - notably

the capital-goods industries - add to, rather than subtract from, the sinews of

war. Thus our economy, for the indefinite future, will be judged less by its

capacitoy to maimize some combination of output and leisure time than by its

annual physical product.

As a result of the communitgy's increasing provision for defense, deficiency

of aggrcgate demand and unemployment is no longer a clear and present danger to

our economic 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 produact,

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 was desired by the idler); now he can join Poor Richard in condemning it

as vice.

What can be said about the place of Old Age and Survivors' Insurance in this

new - and it 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

demand for labor.

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

meat in the future. The deflationary effects of OASI, in its period of accLumula-

tion of reserves, no longer threaten the maintenance of full employment (or tend

to intensify existing unemployment); now they are welcome as a mechanism for the

reduction of inflationary pressures. On the other hand, the depressing effect

upon interest rates - recently welcome, with reservations, as a possible stimulus

to investment - must be re-examined, for private business spending, like private

consumer spending, must be held in check. The importance of high interest rates

as a deflationary device might indeed be questioned, for the same reason that we

questioned the importance of low interest rates as an expansionary measure. Never-

theless, the recent debate between the Treasury and the Federal Reserve Board on

this subject should prompt us to suggest that an alternative method of selling

governmcnt securities to the Fund be considered. We have seen that, if the

Treasury does not operate under a deficit - and the adoption of a tax program

sufficient to achieve this result is highly desirable - the Fund purchases secur-

ities *ith its excess collections from holders of existing government debt. Thus

the excess collections are returned to circulation; the sellers of these securities
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might either increase their spending for consumption or purchase private issues.

In the latter case, interest rates would fall, with presumed inflationary conse-

quences. It should, however, be possible for the Treasury to sell special issues

to the Fund and then to impound, or "sterilize", the proceeds. In this manncr

the excess of collections over benefit pajments would constitute a net deflationary

effect.

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

aging of our population now presents a problem in addition to the social question

of an increased burden of dependency. It is desirable to increase participation

in the labor force, but the increasing proportion of the aged in the population,

together with the trend to earlier retirement, has resulted in a situation in

which the proportion of those over age 65 in the labor force has not increased,

We have observed that the provision of old-age insurance is a factor which tends

to support the movement to earlier retirement. Under the conventional definition

of economic welfare, the economist can find nothing to condemn in this effect,

even if it should ultimately result in a decline in output. Under the new defi-

nition, however, it is desirable to check and, if possible, to reverse this trend.

One method whereby participation in the labor force might be encouraged with-

out impairing the fundamental nature of OASI - indeed, I believe that the purpose

of the institution would be furthered - would be to eliminate the test of retire-

ment, whereby any individual under 75 years of age who receives a wage income in

excess of $50 in any month forfeits the entire benefit for which he and any of

his dependents would otherwise have been eligible. In advancing a modified version

of this proposal, the Advisory Council on Social Security pointed out that a pro-

vision such as this "may in some instances mean that a beneficiary has a smller

total income when he works than when he rema unemployed or does a small amount

of work." Under such conditions, the work clause is a direct incentive either to
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retire or to remain out of the labor force. It-might so 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, possiblyr some 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).

Elimination 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 the worker might be willing to

work less than if no old age insurance system were in effect at all, and it is

possible that, if the only employment opportunity available to him were conditioned

upon his working a stated number of hours per day or days per week, he might prefer

not to work at all. Nevertheless, it is certain that his willingness to work at a

givcn wage rate would be greater under an insurance scheme without a work clause

than it is under the existing law.

(3) The Demand for Labor. Although, in the aggregate the demand for labor

might be expected to exceed the supply at the existing wage level, it is neverthe-

less true that the number of older workers seeking work, at existing wages, exceeds

the demand for their services. The problem of inducing employers to hire older

workers is a greater one than the problem of inducing the latter either to remain

or to reinter the labor market. To the extent that employer reluctance to hire is

based upon belief that older workers are less efficient and "not worth" the same

wage paid to younger employees, an efficient wage-control policy might alleviate

the problem. For if employers would be willing to pay younger workers wages higher

than the legal maximum, they might be willing to hire older workers at the existing

wage- "ceiling", if the price level were appropriate. To the extent that reluctance
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to hire older workers flows from unwillingness to burden private retirement an-

nuity systems (since annuities are determined by past earnings), it is desirable

that such plans be superseded by Old Age and Survivorst Insurance.

Furthernore, if it is held desirable to concentrate entirely upon the damand

aide of the problem, a modification of the contribution features of OASI might be

suggested which, in conjunction with existing retirement provision, would tend to

induce more hiring of older workers, although it would not induce older workers

to remain in or to reenter the labor force to an important degree. It is sug-

gested that the retirement test be retained, but that, upon attainment of age 65,

no more excise and income taxep be paid into the Fund on the worker's account.

Thus, at the same wage rate, the cost of hiring older workers would be less than

the cost of hiring younger men. It is also contemplated that computation of the

employee's average monthly wage for benefit purposes take account only of wages

earned and employment in the period during which taxes were paid. Thus, upon

cventuoal retirement, the eligible worker would receive the same monthly benefit to

which he would have been entitled had he retired at age 65. Under the present

system, if an older worker's monthly earnings decrease, his average monthly wage

is reduced, and he is, in effect, penalizcd for remaining at work after his maxi-

mam earning capacity has been reached. Thus, this provision, by eliminating that

inequity, 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 future retire-

ment benefits would be reduced below their present level. ((Some additional incen-

tive ito offered by the elimination of the older workerts income tax.)

It might be desirable to effect a compromise between the two proposed modi-

fications of OASI. Instead of eliminating 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 earnings over some minimum figure. This

would still afford some incentive towvork. However, in order to offer employers
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stated proportion to the reduction in benefits.

(4) The Cost of Livia It might be urged that the changes which I have

submitted 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 OASI

to ake 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

institution 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 mxIMAM ttaverage 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 purpose of the institution is effectively frustrated

and the elderly are no longer provided with "a m inimu income sufficient for a

decent existence." The volume of contributions, it is true, will increase 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-

wage assumption, future increases in wages and payrolls will yield sufficient in-

come for the fund so that future monthly benefits could be increased to the point

where they would bear the same proportion to future earnings as present benefits

bear to present earnings. However, while the Fundts income is placed on an esca-

lator basis, benefit levels are not. The Congress could afford to legislate in-

creased benefits if wages and prices rise, but they could also afford to reduce-

or eliminate planed increases in - tax rates. And, even if benefits 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 death, we should insert a

cost-of-living olAuse into our contract with the aged as an earnest of our good

faith. And it is imperative that we should not allow Old Age and Survivorst

Insurance to become a casualty of the cold war. In the first place, there is no

compulsion to throw out the baby with the bath; any undesirable effects of the

institution upon the defense economy are probably quantitatively unimportant and,

furthermore, can be offset by countervailing measures including alterations in

the institution itself which do not frustrate its essential purpose as defined

by Dr. Witte. In the second place, OASI throws off some economically beneficial

by-products; it constitutes, in its present stage of development, an effective

deflationa7 device, and, moreover, it affords us a potential means of lowering

worker costs on the aged relative to thooe on younger men and women. But most

important is its significance as a weapon for democracy in the cold war. Authori-

tarianism justifies its existence on the groands that a decent minimum of economic

security mast be obtained and that it muat be purchased with individual freedom.

If it can be demonstrated in the world market of ideas that free men can make

thmclved reasonably secure against economic vicissitude, the decisive battle

will be won.


