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program an implicit rate of return in a currently financed social
security system, even if tax rates are fixed. If generation 1 pays ¢ per-
cent of its earnings ¥, to support retirement benefits under OASDI,
then its tax burden is ¢¥;. Generation 2 similarly pays the same ¢
percent of its earnings, ¥,, to support retirement benefits equal to
tY, for generation 1. If population and the labor force grow at 100:
percent a year and per capita earnings grow at 100; percent a year,
then after a generation of n years, ¢¥,=¢Y,(1+¢)"(1+4)". The
implicit interest rate that generation 1 receives on its OASDI taxes
under the above assumptions is 100 (¢+j) percent, or the sum of the
rates of growth of population and per capita earnings. Generation
2 and all future generations will receive the same implicit return on
their taxes as long as population and per capita earnings continue
to grow at the same rates.?® . .

Thus, the analogy of an individual paying for his own insurance
policy with contributions based on earnings is not applicable to
social security. Unlike a private insurance firm, OAISDI does not have
to accumulate large reserve funds to meet its future financial commit-
ments. When benefits promised to current workers come due, the
funds will be provided out of tax revenues as of that future date. The
financial soundness of the social security program does not depend
as it does for a private insurance firm, on pruﬁent financial manage-
ment of present premium income, but rather on the Government’s
effective power of taxation. The Government’s ability to collect taxes
sufiicient to provide adequate social security benefits in the future
depends critically on the maintenance of a sound Federal tax system
in a healthy, growing economy. The faster the rate of economic growth,
other things equal, the lighter the burden of taxation that will be
required to finance any given level of future social security benefits.

If social security taxes were increased enough to result in surpluses
in the Government budget that were used to create a reserve fund,
the consequences for the “financial soundness” of the program would
hinge on whether the process affected the rate of growth of the econ-
omy. If the economy were at, or below, a full employment level of
income when social security taxes were increased, and if the Govern-
ment did not take some offsetting action, the result would be a fall
in the level of income and a lower rate of growth. If, on the other
hand, the Government offset the surpluses by expansionary monetary
policy or by increased Government capital formation, the result would
be a higher rate of growth. The point is that the creation of a social
security reserve fund is, in the first instance, only a transfer of mone-
tary claims from the private sector to the Government. The ultimate
effect of this initial monetary transfer depends on a great many fac-
tors; it is certainly incorrect to assume that there is a mechanism that
automatically transforms a Government reserve fund into increased
stock of productive capital and, therefore, increases the rate of eco-
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