W hat Contribution Rate for Old-Age
and Survivors Insurance?

by RoserT M. BarrL*

There is general agreement in this country on the principle

of contributory old-age and survivors insurance.

There has

been less general agreement on questions relating to the level
of contributions and the timing of any changes in present

contribution rates.

The foltowing article by the former Staff

Director of the Advisory Council on Social Security to the Senate
Finance Committee presents one approach to these questions.
As in all Bulletin articles, the views expressed are those of the
author and do not necessarily reflect the official position of the
Social Security Administration. They are presented here be-
cause of their interest to administrators and others concerned

with the social security program.

HE immediate practical prob-
I lem facing the Congress in the
financing of old-age and sur-
vivors insurance is the determination
of a schedule of contribution rates.
To date the rates charged under the
program have not been based on the
adoption of any particular plan of fi-
nancing. Rather, they have been
frozen each year at the original rate
(1 percent for employer and 1 percent
for employee), and the adoption of a
long-range plan has been postponed.
It is the purpose of this paper to sug-
gest a plan and to indicate the major
alternatives to that plan.

The Nature of Old-Age and
Survivors Insurance

The old-age and survivors insur-
ance program is not one program but
two, each with very different financial
problems. It is an old-age retirement
program, and it is also a form of life
insurance that provides monthly in-
come for survivors. The survivors’ or
life insurance part of the program is
susceptible of the wusual insurance
technique of giving full protection for
a limited period of time after the pay-
ment of small initial premiums. In
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general, as in term insurance, the
contributions paid by covered workers
each year meet the cost of the protec-
tion afforded during that year, and
the contributions collected should
roughly equal the benefits paid out.?

This is not the case with the retire-
ment part of the program. A 25-year-
old worker can pay a premium for
protection against the risk of death
during his 25th year, but he cannot
pay a premium for protection against
the risk of retirement during that
year; he is not subject to the latter
risk until old age. The retirement
part of the program is, therefore, es-
sentially an annuity rather than an
insurance program, and the contribu-
tion is primarily a way of accumulat-
ing a capital sum over a period of
many years. By the time a worker
retires, this capital sum plus interest
should be sufficient to pay benefits at
the desired level for his life expec-
tancy. Because retirement is a con-
dition of payment, the capital accu-
mulation required of each worker is
considerably less than it would be for
a straight annuity paid on the attain-
ment of a given age. Nevertheless,

1The contributions collected must be
somewhat in excess of the survivors’ bene-
fits paid out, in order to meet the deferred
cost of paying benefits to widows at age
65. There are some increases in annual
costs in the survivors’ part of the program,
but these are small In comparison with
the increasing costs in the old-age part.

capital accumulation remains the es-
sential technique.

The Central Problem
in Financing

Financing the old-age and survivors
insurance program presents difficul-
ties largely because persons retiring
in the first 5, 10, 15, or even 20 years
of the program cannot be expected to
contribute at a high enough rate to
accumulate a sum that would provide
reasonably adequate benefits. Yet
for sound social reasons we are not
willing to postpone adequate pay-
ments under the social insurance pro-
gram to the time when the amounts
accumulated would cover the cost of
such payments. This is a problem
that all new retirement systems face.
In private pension plans the usual
solution is to give past-service credits
to the older worker, with the employer
paying the whole cost of these credits.

Most social insurance programs also
give to the workers retiring in the
early years of the program benefits
that are much greater than can be
bought by the contributions paid for
their age group. This was true of the
old-age benefit program under the
original Social Security Act, passed
in 1935; and in the 1939 amendments,
older workers were given even larger
benefits in relation to their contribu-
tions. Today, in the midst of a race
between the effort to make contribu-
tory social insurance more effective
immediately and a renewed drive to
establish noncontributory pensions
from general taxation, it is more im-
portant than ever that workers who
are now old be paid insurance bene-
fits which are socially adequate, but
which therefore are much greater
than can be paid for by their contri-
butions and those of their employers.

The financial problem presented by
the clear necessity to pay substantial
benefits immediately is how to make
up for the deficit in the contribution
of older workers. One solution to this
problem suggested by the Committee



on Economic Security in its report
preceding the passage of the 1935 So-
cial Security Act was that the Govern-
ment bear this cost of getting the
system started, just as employers bear
it in private plans. The reasoning
of the Committee in making this sug-
gestion was outlined in the report as
follows:

The plan outlined above contemplates
that workers who enter the system
after the maximum contribution rate
has became effective will receive an-
nuities which have been paid for en-
tirely by their own contributions and
the matching contributions of their
employers. Workers now middle aged
or older will receive annuities which
are substantially larger than could
be purchased by their own and
matching contributions, although
considerably less than the annuities
which will be paid to workers who
contribute for longer periods. Larger
annuities than on a strictly earned
basis would seem desirable because
annuities build up only very slowly—
for instance, a 4-percent contribution
rate on a wage of $100 per month will
produce at age 65 an annuity of only
$2.58 per month if contributions were
made for 5 years beginning at 60
years; $5.95 after 10 years, contribu-
tions beginning at 55; and $10.19 after
15 years, contributions beginning at
age 50.

The allowance of larger annuities
than are warranted by their contribu-
tions and the matching contribu-
tions of their employers to the work-
ers who are brought into the system
at the outset, will involve a cost to
the Federal Government which if
payments are begun immediately will
total approximately $500,000,000 per
year. Under the plan suggested, how-
ever, no payments will actually be
made by the Federal Government
until 1965, and will, of course, be
greater than they would be if paid
as incurred, by the amount of the
compound interest on the above sum.’

In some foreign systems the deficit
of contribution of persons brought
into insurance late in life has also
been considered an important reason
for financing the system partly out
of a Government contribution. In
Great Britain, for example, the Gov-

2 Report to the President of the Com-
mittee on Economic Security, 1935, pp.
31-32.

ernment contribution consists of two
items—-one to cover this deficit and
another to cover part of the cost of
benefits for those under the program
for a full working lifetime.

These two distinct types of Gov-
ernment subsidy are separately pro-
vided for in the National Insurance
Act of 1946. As stated on page ii
of the financial memorandum appear-
ing in the National Insurance Bill,
section 2 (3) (b) provides for “an
annual payment fixed on a rising
scale for a period of years of such
amount as will meet the estimated
cost of accepting entrants of all ages
into insurance under the scheme on
the same terms as entrants at age
16,” while section 2 (3) (a) provides
for “a supplementary payment in re-
spect of each contribution paid by in-
sured persons and employers.”’

In Appendix A of the Beveridge Re-
port the Government Actuary gives
the reasoning underlying these pro-
visions:

For the purpose of this analysis the
view adopted on similar occasions in
the past has been followed, namely,
that for assessing the rate of contri-
bution which can equitably be
charged in a compulsory scheme of
Social Insurance a fair basis is ob-
tained by expressing the value of the
future benefits to a new entrant at
the minimum age of 16 in terms of
the contribution, payable throughout
working lifetime, which should be
made to insure the benefits on an ac-
tuarial basis; this is commonly termed
the actuarial contribution. . . .

If a contribution on {this] basis were
charged, new entrants at age 16 would
be self-supporting in the sense that,
if they could be isolated as a class and
their contributions accumulated in a
separate fund to meet the future cost
of their benefits, no State subsidy
would be required in respect of them
since their pensions, for example,
would be met out of the reserves ac-
cumulated during the working lifetime
of each year’s new entrants, which, on
the assumptions made, would be ex-
hausted on the death of the last pen-
sioner. ...

Looking at the matter in another way,
there is a deficiency because [older]
persons have not paid the contribu-
tion at the new rates continuously in
the past from age 16. The resulting
excess in the cost of benefits over the

income from contributions has to be
met from the Exchequer. . ..

In the Social Security Plan it is pro-
posed that in addition to the subsidy
provided by admitting the bulk of the
existing population over age 16 at the
flat rate of contribution without re-
duction of benefits . . . the Exchequer
should provide a further subsidy by
undertaking the liability for a pro-
portion of the cost for future entrants
at the initial age.?

The Actuarial Rate

The Committee on Economic Secu-
rity contemplated a Government con-
tribution for the American program
sufficient to cover the deficit arising
from paying annuities larger than
could be bought by the combined
employer-employee contributions for
individuals covered at the outset.
The maximum combined contribution
rate for employers and employees was
to be the rate necessary to yield the
proper capital accumulation for a
generation of workers under the pro-
gram for a full working lifetime. This
is the rate referred to above by the
Government Actuary of Great Britain
as the actuarial contribution. Under
the British flat-benefit scheme, the
actuarial rate expresses the value of
the benefits to the individual. Under
the American program with its grad-
uated benefit formula (now 40 per-
cent of the first $50 of average
monthly wage plus 10 percent of the
next $200) the actuarial rate is a
group rate. Low wage earners get
larger benefits in relation to their
contribution than do high wage earn-
ers, and the actuarial rate represents
the average value of the benefits for
persons in each age group that has
the opportunity to contribute over a
working lifetime.

The actuarial rate for the present
program in the United States is es-
timated to be within the range of 2 to
3% percent. A greatly liberalized
system such as that proposed by the
Advisory Council on Social Security
to the Senate Finance Committee
can be financed for those who spend
a working lifetime under the program
through contribution rates of approxi-

38ir William Beveridge, Social Insur-
ance and Allied Services, 1942, pp. 177-178.
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mately 2 percent for the employer
and 2 percent for the employee.*
(The Council estimated a combined
rate of from 3 to 5 percent.) The
proposals of the Social Security Ad-
miristration (exclusive of disability
benefits) might require a slightly
higher rate, since costs under this pro-
gram would be somewhat greater in
later years. (The combined actuarial
rate for these recommendations is es-
timated to be within the range of 3%
to 6 percent.) ®

If under the actuarial plan the
Government share were to be paid
into the trust fund from the beginning
on a level-premium basis, the em-
ployer, employee, and Government
would pay in equal shares. If the
Government contribution is deferred,
however, as suggested by the Com-
mittee on Economic Security, it would
amount eventually to about one-half
of annual disbursements. This is
equivalent to the deficit of contribu-
tion of those who do not pay the ac-

4+ Recommendations for Social Security
Legislation (S. Doc. 208, 80th Cong., 2d
sess.). The major recommendations for
old-age and survivors insurance included
benefit increases which in the next few
years would result in average benefits
more than double the 1948 average, prac-
tically wuniversal coverage, substantial
liberalization of the eligibility require-
ments for older workers, reduction in the
qualifying age to 60 for women, abolition
of the retirement test at age 70 and lib-
eralization of the test between age 656 and
70, increase in the wage and contribution
base from $3,000 to $4,200 per year, rais-
ing the minimum and maximum benefits,
and increasing the protection of survivors.

s Throughout this paper the contribu-
tion rate selected has been the midpoint
between a high-cost and a low-cost es-
timate based on level wage assumptions
(see p. 9). Such a rate may need re-
vision from time to time, since actual
experience may indicate that costs are
not at the midpoint but closer to either
the low-cost or high-cost estimate. The
estimates are based on Actuarial Study
No. 28 (Long-Range Cost Estimates for
Ezpanded Coverage and Liberalized Bene-
fits Proposed to the Old-Age and Sur-
vivors Insurance System by H. R. 2893),
Social Security Administration, Federal
Security Agency, and the cost estimates
in the Advisory Council’s report (S. Doc.
208). The higher long-run costs of the
Administration plan result largely from
the provision for an increase of 1 per-
cent in the basic benefit amount for each
year in which the worker is paid $200 or
more in covered employment.
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tuarial rate over a working lifetime.®
Such support from general tax re-
sources is justified in part by the de-
crease in public assistance expendi-
tures that would result from paying
higher benefits in the early years than
could be bought by the contributions

of retired persons alone, and in part !
by the fact that old-age and survivors .

insurance, although not yet universal,

is very broad in its coverage and!

serves the general welfare.

It is not essential to the theory of
the actuarial rate that employers and
employees must pay the full rate
from the beginning of the program;
it may also be thought of as a max-
imum rate, to be reached in one or
two step-ups during the first decade
or so of operation. Postponement of
the effective date of the full actuarial
rate, however, means that the even-
tual Government contribution must
be increased somewhat and will go
partly to pay some of the cost of ben-
efits for young persons who enter the
system during the early years.

The Level-Premium Rate

In this country in recent years the
controversy over the rates to charge
employers and employees has centered
Iargely around two alternatives to the
actuarial rate—the so-called “level-
premium rate” and a schedule of con-
tributions under a ‘“pay-as-you-go
plan.” Like the actuarial rate, these
alternatives would provide for equal
employer and employee contributions,
but they would not provide for a Gov-
ernment contribution.

The level-premium rate is the rate
that will cover the full cost of the sys-
tem if charged from the beginning and
in perpetuity. It is considerably
higher than the actuarial rate, be-
cause it includes the cost of the bene-
fits for workers who do not have the
opportunity to contribute to the sys-
tem over a working lifetime. The Ad-
visory Council estimated, for example,
that for its proposals the level-pre-

8Tt is unrealistic to expect this deficit
to be made up by a lump-sum appropria-
tion to the trust fund at the beginning
of the program. In the absence of such
appropriation, however, a Government
contribution is needed in perpetuity to
make up for the loss of interest that
would otherwise be earned by such a
Iump sum.

mium rate would be from 4.9 to 7.3
percent of pay roll as compared with 3
to 5 percent for the actuarial rate.
Comparable figures for the Social
Security Administration proposals
(exclusive of disability benefits) would
be 5.2 to 8.2 percent for the level-pre-
mium rate as compared with 3% to 6
percent for the actuarial rate.

Charging the level-premium rate
would make reliance on other sources
of revenue unnecessary. In the early
years of the system, when few persons
aged 65 and over are eligible for bene~
fits, imposition of the level-premium
rate would result in the building up of
a large reserve. Later, when the in-
come from contributions would not be
sufficient to meet benefit costs, the in-
terest income from this fund would
make up the deficit.

This method of financing requires
a combined contribution rate in ex-
cess of the actuarial value of benefits
for younger workers, although the
rate paid by the worker alone would
seldom be in excess of the value re-
ceived.” The deficit of contribution of
older workers, under this system,
is usually thought of as coming from
the employer contribution, with many
younger workers paying the full cost
of their own benefits.

There has been considerable opposi-
tion on both economic and political
grounds to a plan that would result in
such a large excess of income over
outgo in the early years of the pro-
gram. It has been opposed on eco-
nomic grounds largely because during
the first few decades of operation the
excess of contributions over benefits
might result in a decrease in the
money available for consumer pur-
chases and have a deflationary effect
on the general economy, an effect
which during certain phases of the
business cycle is undesirable. 'This
effect, it is true, may be offset by
other fiscal activities of Government;
taken as an isolated phenomenon,
however, charging employers and em-

7 This statement assumes that the qual-
ifying retirement age for women workers
is reduced to age 60. Since, by and large,
women workers do not have dependents
who are protected by the program, many
of them would otherwise overpay. Those
self-employed persons who have relatively
high earnings would overpay if they are
charged as much as 1% times the em-
ployee rate.



ployees the level-premium rate would
be deflationary for some time.?

It has also been argued that a re-
serve as large as would be developed
if .the level-premium rate were
charged (perhaps as much as $200
billion under current proposals)
would create strong political pres-
sure for liberalization of the pro-
gram beyond what it could afford.
Other opponents feel that a long-con-
tinued excess of income over outgo
would encourage extravagant Federal
expenditures by bproviding a ready
source of funds which the Treasury
could borrow for general purposes.
The proponents of building up a large
reserve, whether through this plan
or through s Government contribu-
tion paid into the trust fund from
the beginning of the program, argue
that such a reserve is the best way
to make sure that the benefits will
be paid when due.

Although there is difference of
opinion over whether a large reserve is
desirable, there is general agree-
ment that in a Government pro-
gram full-reserve financing is not
necessary. In private insurance, be-
cause there is no guarantee of the
continuous sale of new policies for a
particular company, reserves are re-
guired in an amount sufficient to
cover liabilities at all times. If the
company stops writing new business,
the protection for which people have
already paid can be provided from
these reserves. In social insurance a
full reserve of this sort is not needed
since it is not necessary to sell policies
to new people to keep going. The
entrance of new people into the sys-
tem is guaranteed by the mandatory
nature of the program, and the guar-
antee of solvency is in the taxing
power of the Government. The level-
premium-rate plan places consider-
able reliance on a large reserve but
would not result in a full reserve suffi-
cient to cover all liabilities,.

Pay-As-You-Go
The other widely discussed alterna-

*Charging the actuarial rate from the
beginning of the program would also be
deflationary at first, although consider-
ably less so than charging the level-pre-
mium rate. Partly for this reason it is
suggested later in this paper that the im~
position of the full actuarial rate be post-
poned until the amount being paid out
In benefits is greatly increased.

6

tive is a plan with contribution sched-
ules based on the idea of “pay-as-you-
g0.” Under this plan the contribution
rate is not related to.the value of the
protection afforded. It is set at the
point at which contributions will meet
disbursements in a given year or over
a period of a few years.

The pay-as-you-go method, which
equates income from contributions
and short-term expenditures, would
result in rates that are relatively very
low in the early years of the program
and that increase gradually over the
first half century of operation. When
the system is just starting, only a very
few workers aged 65 and over are
able to meet the requirement of a
certain minimum amount of employ-
ment after the beginning date. As
the program matures, however, a
larger and larger proportion of those
attaining age 65 will have had an op-
portunity to earn wage credits and to
qualify for benefits.

Not only will there be a great in-
crease in the proportion of those over
age 65 who will be entitled to benefits,
but the total number of those aged 65
and over is expected to increase by
roughly 75 percent during the next
25 to 30 years. These two factors
taken together explain why the an-
nual cost of old-age benefits will in-
crease each year from now until the
end of the century.

Combined contribution rates under
8 Dbay-as-you-go system would look
like this if the low-cost estimates for
the Social Security Administration
proposals (exclusive of disability ben-
efits) were taken: 1950, 1.0; 1960, 2.9;
1970, 4.4; 1980, 5.6; 1990, 6.5; 2000 and
thereafter, 6.6. If the high-cost es-
timates were taken the rates would be
like this: 1950, 1.5; 1960, 4.1: 1970,
6.0; 1980, 8.0; 1990, 9.9; 2000 and
thereafter, 11.2.

A pay-as-you-go system financed
exclusively from pay-roll contribu-
tions makes little sense in an old-age
retirement program. From the stand-
point of persons who spend a working
lifetime under the program, it seems
somewhat absurd to charge first a
combined employer-employee rate of
only 1.0 or 1.5 percent and then gradu-
ally to increase the rate to perhaps as
much as 11 percent. For social in-
surance just as for private annuities,
it is much easier for both workers and

employers to pay a more or less level
rate over a working lifetime.

Even more important, under a pay-
as-you-go system financed entirely by
employee-employer contributions, a
large proportion of those who come
into the system after the top rate is
reached would pay more in earmarked
social security taxes than would be
necessary to cover the cost of the pro-
tection that they would receive, Be-
cause, in this system, the rates would
be kept below the actuarial value of
the benefits for many years, the re-
sulting deficit of contribution would
be too large to be met entirely by the
employer. 'Therefore, part of the
contributions made by employees of
the next and future generations would
have to be used as well.

To charge employees a contribution
rate in excess of the value of the bene-
fits in order to finance this deficit will
certainly be considered unfair. Be-
cause of its regressive nature (a flat
tax levied on only the first $3,000 or
$4,800 of income), the pay-roll tax is
a doubtful way of raising general
funds; its justification rests on the
quid pro quo arrangements of a gen-
uine contributory system of insurance
benefits.

Other Possibilities

Certain modifications of these three
basic plans have been suggested from
time to time and deserve mention.®
For example, the rate—instead of be-
ing based on a strict pay-as-you-go
plan—might be increased at regular
intervals, say every 10 years, with the
goal of keeping the system on an ap-
proxXimately current-cost basis. This
modification does not, of course, re-
move the basic objections to the pay-
as-you-go idea.

Another possibility, a modification
of the actuarial-rate plan, is the Brit-

2 All the plans discussed in this paper
are based on the assumption that the
system will continue to be supported in
large part by equal contributions from
employers and employees. No attempt
is made to explore radically different
methods of financing, such as complete
support from general revenues or from
general revenues and either the employee
or employer contribution alone, or sup-
port from special taxes on transactions or
income, earmarked but, from the view-
point of the one who pays the tax, com-
pletely unrelated to the value of the pro-
tection afforded.

Social Security



ish practice of a Government contri-
bution covering more than the deficit
of contribution of older workers and
resulting in a subsidy for young en-
trants as well. In the American sys-
tem Wwith its graduated benefit for-
mula the additional amount would be
a subsidy for low-paid workers. Un-
der the actuarial-rate plan as de-
scribed above, the contribution of low-
paid workers and their employers does
not cover the cost of benefits even in
the long run. If the actuarial rate is
charged, part of the employer contri-
bution paid on the wage of high-
paid workers is shifted to pay for the
benefits of low-paid workers. (The
high-paid worker gets more than the
value of his own contribution but not
the full value of the combined con-
tribution.) With an additional sub-
sidy, such as that provided in the
British system, part of the deficit of
contribution of low-paid workers as
well as the deficit of contribution of
older workers would come from gen-
eral revenues rather than entirely
from the employer contribution.
Since the deficit of contribution of
clder workers alone, however, is as
much as one-third of total costs on a
level-premium basis—or roughly one-
half of eventual annual disbursements
if the Government contribution is de-
ferred for several decades—it is prob-
ably the maximum that general rev-
enues should now be committed to
support.

Still another possibility would be
to provide for an eventual Govern-
ment subsidy less than sufficient to
cover the full deficit of contribution of
older workers. Under one such plan,
the maximum employee rate would be
set at a point which would be in-
tended roughly to equal the value of
old-age and survivor protection for
young, high-paid workers, and g part
of the employer contribution as well
as a Government subsidy would go to
meet the benefit cost for older work-
ers. The maximum employee rate, to
be reached in a series of step-ups,
would be about half the level-premium
rate or the same rate as would be
charged employees from the begin-
ning under the level-premium plan.

This approach differs from the ac-
tuarial-rate plan in permitting a com-
bined employer and employee rate in

Bulletin, July 1949

excess of the value of the benefits to
a generation of workers continuously
under the program., If the self-em-
ployed are to be charged even as much
as one and one-half times the em-
ployee rate, many of those under the
program for a working lifetime would
under this plan pay more than the
value of the protection that they re-
ceive.

The Advisory Council of 1948 sug-

gested that the maximum combined
contribution rate should be set arbi-
rarily at a point that would result
eventually in an equal division of an-
nual contributions among employers,
employees, and Government. The
Council based its recommendation in
large part on the rationale of the ac-
tuarial rate but was reluctant to com-
mit Government revenues to as large
a share in meeting future costs as the
actuarial-rate plan would require.
The Council said in part:

The old-age and survivors insurance
program starts with an accrued lia-
bility resulting from the fact that, on
retirement, the present members of
the labor force will not have con-
tributed toward their benefits over a
full working lifetime. Furthermore,
with the postponement of the full rate
of contributions recommended above,
even young people who enter the labor
force during the next decade will not
pay the full rate over a working life-
time. If the cost of this accrued lia-
bility is met from the contributions
of workers and their employers alone,
those who enter the system after the
full rate is imposed will obviously have
to pay with their employers more
than is necessary to finance their own
protection. In our opinion, the cost
of financing the accrued liability
should not be met solely from the pay-
roll contributions of employers and
employees. We believe that this bur-
den would more properly be borne, at
least in part, by the general revenues
of the Government.

Old-age and survivers insurance ben-
efits should be planned on the as-
sumption that general taxation will
eventually share more or less equally
with employer and employee con-
tributions in financing future benefit
outlays and administrative costs.
The timing and exact proportion of
this contribution, however, cannot be
decided finally now.*

3, Doc., pp. 46-47.

Most of the plans that provide for a
Government contribution may be con-
sidered variations of either the re-
serve financing of the level-premium-
rate plan or the current-cost finane-
ing of the pay-as-you-go approach.
If the full employer-employee rate se-
lected as desirable is paid from the
beginning of the program or shortly
thereafter and the Government con-
tribution is paid into the trust fund
from the beginning, the combined
rates, including the Government con-
tribution, equal the level-premium
rate. If, on the other hand, the de-
sirable employer-employee rate is
considered an ultimate rate to be
reached gradually as costs increase
and the Government contribution is
introduced only when benefit dis-
bursements exceed contribution in-
come, the combined rates, including
the Government contribution, equal
the rates under a pay-as-you-go plan.
It is also possible, of course, to adopt
a middle ground between reserve and
current-cost financing. The actuarial
plan, for example, results in reserve
financing, current-cost financing, or
something in between, depending on
when the Government contribution is
introduced and when the full actu-
arial rate is imposed.

Which Plan?

For the reasons suggested above,
neither the level-premium rate nor
the strict pay-as-you-go plan seems
completely acceptable as a basis for
determining the employer-employee
rate. Moreover, the various modifica-
tions of these plans offer little in the
way of rationale that is convincing to
the general public or the proponents
of one or the other of the major alter-
natives.

The actuarial rate might well,
however, offer a reasonable ground for
agreement. It is as firmly based in
sound annuity and actuarial princi-
ples as is the level-premium rate.
In fact, it is the level-premium rate
for those who have an opportunity to
pay over & working lifetime and pro-
vides for them a completely self-
financing system. Yet the actuarial
rate, considered as the maximum em-
ployer-employee rate to be arrived at
gradually over the first decade of op-
eration and assuming that the Gov-



ernment contribution will be post-
poned as suggested by the Committee
on Economic Security, largely avoids
the disadvantages and misunder-
standings associated with a huge
reserve. Unlike the pay-as-you-go
plan, it maintains the principle that
the direct contribution should not ex-
ceed the value of the benefits.

Perhaps most important of all in a
program of contributory social insur-
ance, the actuarial rate maintains
over the long run a close relationship
between the value of the protection
and the rate of contribution; each
generation after the first pays its own
way but no more. The social cost of
paying full-rate or nearly full-rate
benefits in the early years of the pro-
gram—a, cost unrelated to the value
of the protection for those who come
later-—is borne by general taxation,
which is relatively progressive and re-
lates the amount of tax much more
closely to “ability to pay’” than does
the pay-roll tax. Under the pay-as~
you-go or the level-premium plan or
the various modifications of these
plans, part or all of this cost is borne
by the regressive employee contribu-
tion or by the employer pay-roll tax,
which in large part may be shifted
either to the consuming public or to
wage earners.

A New Schedule of Contribu-
tion Rates

If Congress were to accept the actu-
arial rate as the desirable combined
employer-employee rate for the long
run, it would also be necessary to de-
cide how soon this ultimate rate
should be imposed and when the Gov-
ernment should start paying its share
of the costs of the program.

In the opinion of the writer the
most practical form of the actuarial
rate plan is somewhere between
reserve and current-cost financing.
It is important that the ulfimate rate
be reached gradually, as this results
in less disturbance to business and
industry than imposition of the ulti-

mate rate at the very beginning of

the program. Furthermore, as sug-
gested earlier, it is now desirable to
minimize the deflationary effects re-
sulting from an excess of income over
outgo during the early years. On the

other hand, there is no need to in-
crease the future burden on general
revenues to the extent required by
strict current-cost financing and the
postponement of all increases in the
tax rate until actually needed to meet
benefit costs.

It is probably most acceptable to
time the first increase in rates with a
substantial increase in benefits. An
increase to 112 percent for employees
and 1% percent for employers should
therefore take place on the effective
date of the new benefit amounts.
Such an increase in contribution rates
in 1950 is already provided for in the
present act.

On the assumption that improve-
ments in the program will approxi-
mate the cost of the recommendations
made by the Advisory Council, a fur-
ther rise to 2 percent would be needed
to reach the actuarial rate® Deter-
mining how soon it would be wise to
impose this maximum rate is a mat-
ter of balancing broad fiscal and polit-
ical considerations against the inter-
nal requirements of the social insur-
ance system. If the present contribu-
tion schedule in the act were allowed
to stand, the full actuarial rate for
the cost equivalent of the Advisory
Council plan would be reached at the
beginning of 1952, ¥From the stand-
point of the insurance system alone,
this would be the most desirable
course. Postponing the imposition of
the full rate means postponement of
the time when benefits for younger
workers entering the system would be
completely self-financed and thus in-
creases the eventual burden on gen-
eral revenues.

On the other hand, if it is consid-
ered desirable on broad economic or
political grounds to keep down the ex-
cess of income over outgo in the early
years, the 1%-percent rate might be
kept until, as recommended by the
Advisory Council, the income from
this rate “plus interest on investments
of the trust fund is insufficient to meet

1 If permanent and total disability pro-
tection is added to the program, an ad-
ditional contribution to cover the cost of
these benefits on a level-premium basis
might well be introduced immediately.
The level-premium rate for a relatively
generous program would not exceed 1
percent for employers and employees
combined and would probably be in the
neighborhood of 34 of 1 percent.

current benefit outlays and adminis-
trative costs.” The Council estimated
that this would be likely to occur in
1957,

‘Whether the full actuarial rate were
imposed in 1952 or 5 years later, it
would be an important clarifying step
{0 have it recognized as the proper
rate that should be charged for the
long run and reached as soon as prac-
ticable.

Under this method of financing,
the generation reaching age 65 after
paying the actuarial rate for a life-
time under the program will, with
their employers, have paid enough
to finance their own benefits. The
payment from general revenues will
be replacing the contributions of
younger workers and the interest
thereon which were used in the early
years to pay the benefits of those who
did not contribute long enough or at
a high enough rate to pay their own
way.

This Government contribution
would in all likelihood be introduced
at the time contributions based on the
actuarial rate, plus interest on the
trust fund, prove insufficient to meet
benefit disbursements and adminis-
trative expenses. In this way the
trust fund would be maintained at its
highest point, and the greatest bene-
fit would be derived from the interest
earnings on the fund. Under this plan
the Government contribution would
first be needed about 1965. It would
be small in the beginning but grow
eventually to about one-half of an-
nual disbursements.*

12Tt would, of course, be at least the-
oretically possible to introduce the Gov-
ernment contribution sooner and thus
to keep down its ultimate size. An ap-
propriation to the trust fund from gen-
eral revenues at a time when income from
employer and employee contributions ex-
ceeds current costs would have the effect
of increasing the earning reserve and sub-
stitute future interest payments for part
of the Government contribution. There
is no real saving to the Government, how-
ever, in this procedure. Its general fiscal
position is the same whether the general
reventues are used to reduce the national
debt or prevent further increases in the
debt, or are appropriated to the trust
fund. 'Whichever of these courses is
followed, the amount of the Federal debt
held in private hands will be smaller
than it would otherwise be by the amount
of taxes in question, and consequently
any one of the alternatives saves an equal
amount of interest for the Government.
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Keeping the Benefits Current
As Wages Increase

In addition to the problem of fi-
nancing the deficit of confribution of
older workers, there is one other prob-
lem which must be solved in establish-
ing a satisfactory contribution sched-
ule. Over the past 150 years there
has been a tendency for wages to in-
crease substantially, and there is good
reason to expect this long-range trend
to continue. The advance will, of
course, include periods of decline in
the future as it has in the past, but
the long-run course of development is
quite clear.

The problem created for the retire-
ment program by increasing wages is
this: dollar amounts that seem satis-
factory as benefits in 1949 are very
likely to be much too low by 1980.
Because of the higher wages then cur-
rent, reflecting probably both greater
productivity and higher prices, any
level of benefits established now will
probably appear quite inadeguate

when younger workers now contribut- -

ing are ready to retire. A retirement
payment which was intended to be,
say, a 30-percent replacement of pre-
vious wages turns out to be a 20-per-
cent replacement or less.®

As indicated by the Advisory Coun-
cil, “in setting contribution rates for

3 The Social Security Administration
proposal for basing benefits on an aver-
age of the 5 consecutive years of coverage
in which the individual’s wages were the
highest rather than on the average over a
working lifetime is designed partly to meet
this problem in the benefit structure.
Even under this formula, however, if
wages rise, average benefits will be a
lower percentage of average wages than
if wage levels were to remain constant.
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the system, the essential question is
probably not ‘What percentage of pay
roll would be required at some distant
time to pay benefits equal to the
money provided in the Council’s rec-
ommendation?’ Rather it is ‘What
percentage of pay roll will be required
to pay benefits representing about the
same proportion of future monthly
earnings that the benefits recom-
mended by the Council represent of
present monthly earnings?’ ”*

The rates quoted throughout this
paper are intended to answer this
second type of question. If the rates
quoted are put into effect and, as is
likely, wages rise over the long-range
future, benefits may be constantly
liberalized without changing the con-
tribution rates. This is possible
because as wages go up the same con-
tribution rate brings in more dollar
income, and the effect of increasing
wages on benefit amount under the
formulas proposed is not as great as
the increase in this dollar income.
The estimates used here are based on
the idea, therefore, that in the long
run the formula in the Social Security
Act will be revised as wages go up, to
provide benefits which on the average
represent a constant percentage of
average wages under the program.
If wages rise and benefits are not lib-
eralized, the contribution rates dis-
cussed here are higher than necessary.

Putting the problem a different way,
it may be said that the benefit for-
mulas proposed by both the Adminis-
tration and the Advisory Council
could be financed, in all probability,
with lower contribution rates than

1 Ibid., p. 11.

suggested in this paper, because, in
the estimates used, wages were as-
sumed to remain constant. It seems
prudent, however, to charge the

. higher rates and allow for liberaliza-

tions in the formulas since, as wages
increase, the benefits resulting from
the formulas as now written will seem
inadequate.

Conclusion

Lack of a plan for the long-range
financing of the old-age and survivors
insurance program is at present a
source of doubt and confusion about
that program. It is important to
public confidence that a clear plan be
adopted and that a schedule of con-
tribution rates be included in the law
and adhered to. In the opinion of
the writer, the actuarial rate should
be the maximum employer-employee
rate and should be so figured as to
allow liberalization in the benefit for-
mula as wages increase over the long-
run future. This rate should be ar-
rived at gradually, the first step-up to
come when benefits are liberalized and
the second no later than the estimated
time (about 1957) when a continua-
tion of the old rate would result in a
reduction in the trust fund. The
Government contribution should be
introduced when the income from the
actuarial rate plus interest on the
fund is insufficient to cover current
disbursements. 'The Government’s
obligation to eventually make up the
deficit of contribution of older work-
ers and those who in the early years
contribute at less than the actuarial

- rate should be explicitly stated in the

legislation.



