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Political Debate Surrounding Social Security

m Politicians have many opinions over the social security
program in the US.

m Former Texas Governor Rick Perry:

m SS program is a “monstrous lie” to future generations.

m Proposed an “opt-out” program; pay into state/locally run
retirement plans.

m Create individual savings accounts within SS for young workers.

m Gradually raising retirement age.
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m Mitt Romney:

m Increase retirement age by a year or two.
m Slowing benefit growth for higher income recipients.

m Obama:

m Debt-reduction commission
m Proposes to slow the growth of SS benefits, trimming
cost-of-living increases, saving about $130 billion over the next

decade.
m Angered many democrats, who have long demanded that SS

be protected from any debt-reduction deal.
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Program Details

As of 2012:

m How is it financed?
m Federal Insurance Contributions Act (FICA) tax on earnings
(6.2%).
m Employers (or self-employed workers themselves) pay another
6.2% of taxes, for a total tax burden of 12.4%.
m Tax is levied on only the first $110, 100 of earnings.
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A person must have worked and paid this tax for 10 years.
Can claim at early entitlement age, but it reduces benefits by
6.67% for each year before full benefit age.

Full Benefits Age (FBA): The age at which a Social Security
recipient receives full retirement benefits.

Early Entitlement Age (EEA): The earliest age at which a
Social Security recipient can receive.

Delaying beyond FBA increases benefits by 8% per year, called
the Delayed Retirement Credit (DRC).
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m The beneficiary receives an annuity payment (lasts until
death).

m Amount of annuity = function of beneficiary’s average lifetime
earnings (inflation considered).

m Practicality: government averages earnings over the person’s
35 highest earning years.

m If a person has only worked for 30 years, averages over 0 for
the years not worked.

m If a person has worked for more than 35 years, lowest earning
years are thrown out.
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m How are benefits calculated?
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The beneficiary receives an annuity payment (lasts until
death).

Amount of annuity = function of beneficiary’s average lifetime
earnings (inflation considered).

Practicality: government averages earnings over the person’s
35 highest earning years.

If a person has only worked for 30 years, averages over 0 for
the years not worked.

If a person has worked for more than 35 years, lowest earning
years are thrown out.

35-year average of real monthly earnings - Average Indexed
Monthly Earnings, AIME.
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Why Choose 35 Years?

m T he choice reflects two considerations:

m Individuals should not be penalized for years of work or

part-time work with low earnings.
m If averaging period is too short, it can have perverse incentives
for behavior by older workers.

m Boston MBTA subway driver fell asleep, killing 18 people.

m Driver was working 25 hours straight in an effort to maximize
overtime pay.

m Pension that driver could claim was a function of earnings
during the last 5 years of work.

m Similar problem in Brazil: pension benefits are determined as
100% of a worker's last month salary. World Bank: “not
uncommon for public-sector workers to receive ample
promotions in the months just before they retire.”
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Why Choose 35 Years?

m Benefits are then calculated as a redistributive function of
past earnings, where low earnings are more strongly
translated to higher benefits than are high earnings.

m Formula for translating the AIME into the monthly benefit -
Primary Insurance Amount (PIA).

m How does this work?
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How Does Social Security Redistribute Income?

m Consider a two-period model. When young, work and pay tax
to support the SS program. When old, retire and live off SS
benefits.

m Population and earnings grow by 5% per year. Unfunded
system with 10% payroll tax.

Period #Young Earnings Taxes #O0OIld Benefits Return

1 100 20 0 0 0
2 105 2 2.l 100 2.1 Infinite
g 110 22 77 105 2.2 10%
4 135 23 Pe 110 2.3 10%
3 121 24 o) 16 = 0 -100%
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The unfunded transfers to the first generation of retirees
receiving SS put the system immediately into a large debt.

If society ended SS, the existing generation of elderly who paid
taxes to support the program, would receive no benefits, and
so their past tax payments would end up paying off the debt.

Seems unlikely that the political process would allow a single

generation of workers to be held accountable for this large
debt.

Reforms must deal with the fact that this debt must somehow
be paid before we can bring our unfunded SS system into
balance.
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