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In 1977 it was announced that the Social Security program had “unexpectedly” accrued a 

deficit of $4.3 trillion, triggering the widely held belief that there existed a “crisis” in Social 
Security. Elimination of this deficit would, it was suggested, require massive tax increases. Payroll 
tax rates projected in 1972 to peak at 11.9% early in the twenty-first century were projected only 
three years later to reach nearly 30% by the year 2050. To this state of affairs, past Secretary of 
Treasury William Simon was prompted to say, “The future prospects of the system as we know it 
are grim.”1 

According to the “official” perspective, which saw the crisis as essentially financial, the 
1977 Amendments should put the claims of impending bankruptcy to rest and mark the passing of 
the crisis. The indexing provision that overresponded to inflation was modified, and tax rate and 
taxable earnings schedules were adjusted upward so that projected deficits as a percent of taxable 
pay- rolls were slashed from 8% to 1.46%. In the words of the Acting Commissioner of Social 
Security, the system is, once again, “sound and will remain so.” For President Carter, these 
“tremendous achievements” represent the most important amendments to the law since the 
program's inception in 1935.  

From an actuarial perspective, of course, an average deficit of 1.46% of taxable payrolls is 
still quite substantial. Even with the 1977 Amendments, which entailed the largest peacetime tax 
increase in U.S. history, it is anticipated that the average deficit for the OASDHI system will rise 
from $800 million in 1980 to $1.7 trillion in 2025, and reach $7 trillion in 2050, when expenditures 
are projected to reach 24% of taxable payrolls. The annual tax payment (employee plus employer) 
for individuals earning more than the taxable maximum is scheduled to rise from $2,140 in 1978 to 
$4,580 in 1983, reaching $6,550 in 1988. When the college students of today retire, moreover, 
people who are working at that time will be expected to saddle themselves with 24% tax rates to 
finance Social Security alone. How can it be said that the financial crisis in Social Security is be- 
hind us, particularly when it is remembered that the cost projections used by Congress to expand 
the program in 1972, just prior to the onset of the “fiscal crisis,” actually projected that the system 
was overfinanced? Some wariness in embracing the “official” view about Social Security seems 
prudent.  

 
Politics and the Social Security Crisis  
 
But is the Social Security crisis simply financial in nature? Do the fundamental sources of 

this crisis lie in such recent and “unexpected” problems as double-indexing, cyclical recessions, 
and declining fertility rates? Long before any of these problems materialized, the cost of Social 
Security grew at an increasingly rapid rate. From a limited-objective, old-age insurance program 
designed to distribute monthly benefits to retired workers, Social Security grew in just 43 years to 
encompass four compulsory social insurance programs—old-age, survivors, disability, and hospital 
insurance—distributing monthly benefits on a pay-as-we-go basis to more than twenty beneficiary 
categories. Between 1940 and 1977, the number of beneficiaries grew from 222,000 to 33 million 



who, on average, now receive a monthly cash benefit of nearly $200. While this expansion took 
place, the combined employee-employer tax rate rose from 2% paid by 35 million taxpayers to 
11.7% paid by more than 100 million taxpayers, and the real maximum individual tax payment 
grew by more than 600%. Social Security has become the largest domestic government program in 
the United States, spending nearly $100 billion a year.  

Since Social Security has developed within a political rather than a market setting, perhaps 
the crisis in Social Security is at base political rather than financial. Perhaps the current financial 
difficulties are just visible expressions of what is essentially an evolving political crisis. 
Accordingly, the historical evolution of Social Security may simply be the natural outgrowth of 
institutional weaknesses embedded in the early program, so that truly effective reform will require 
excision of these central weaknesses. To examine this alternative perspective, some details of the 
evolution of Social Security must first be presented.  

As enacted in 1935, the Social Security program consisted of only one compulsory federal 
program, old-age insurance, which appeared to be simple and relatively narrow in scope, 
possessing some attributes of private insurances.2 There was only one beneficiary category, the 
eligible retired worker. Monthly benefits, which ranged from $10 to $85, were to be paid to 
worker-taxpayers only, and were to be directly related to their earnings. Coverage was limited to 
60% of the civilian work force and was generally concentrated in lower- income occupations. 
Finally, the system was intended to be fully funded, with tax rates rising from 2% to a maximum 
combined rate of only 6%.  

Similar to private insurance, benefit tables had been designed to ensure that every worker 
received at least what he had paid in taxes (employee's share only) plus interest, and, importantly, 
that all workers with the same earnings histories were entitled to exactly the same monthly benefits. 
While the benefit formula tended slightly to favor workers with lower incomes, the program was 
primarily designed to supplement private sources of retirement income in a “systematic and safe” 
way, while relegating the relief of old- age poverty to the newly created old-age pension (means-
tested) program.  

These features of the original Act provided a set of institutional constraints on the size of 
the program and its redistributive potential. There was little ability to finance program expansion 
by postponing tax costs to future generations, because funding would ultimately require each 
generation to fully meet the tax obligation implied by its future benefit promises. Moreover, by 
restricting compulsory tax and benefit coverage to lower-paid workers, by placing a ceiling on 
taxable earnings (initially set at $3,000), and by restricting benefits to worker-taxpayers only, the 
ability to employ the program as a means of redistributing income between beneficiaries was quite 
limited.3  

 
Major Flaws in the Act  
 
Nonetheless, the original law contained two serious flaws. First, the new Social Security 

Act created an apparatus through which coalitions of voters could potentially vote for transfers to 
themselves to be made good by claims on other workers’ incomes. Since any “rights” bestowed 
under the Act were statutory rather than contractual, the political process could be used as 
effectively to rescind them as it had been used to bestow them. The likelihood that political 
demands for income transfers would emerge was enhanced by a confounding of the objectives of 
the old-age insurance program with those of the old-age welfare program. The original benefit 
formula, which was weighted downward to benefit the near-elderly, was at the same time weighted 



toward lower- income workers. In effect, these workers would be provided benefits as a “right” 
under the earnings-related insurance program, even though they had not fully contributed to their 
cost. This precedent would certainly encourage the growth of demands for larger unearned benefits 
as a matter of “right” or “social adequacy,” thereby obscuring further the relation between a 
person's benefits and tax payments.  

Second, the Act simply removed broad-scale old-age insurance from the traditional realm 
of voluntary, private sector activity and, in so doing, took an important step toward monopolizing 
the provision of old- age insurance. The introduction of the compulsory old-age insurance program 
compelled purchase from a single supplier, the federal government. By eliminating voluntary 
patronage flows among insurance carriers as an indicator of social value, this step sharply curtailed 
the information- and efficiency-generating forces of competition.4 Moreover, any inherent 
advantages of private companies in providing insurance to the poor and near-elderly were 
destroyed by the introduction of redistributive features into the benefit formula. 

 This initial granting of monopoly power to the public supplier, along with the consequent 
stifling of competing sources of information, ultimately led to a disproportionate weighting of the 
interests of social insurance advocates and bureaucratic suppliers. These advocates, who had 
invested heavily in amassing political support for the original bill, were installed in the newly 
created bureaucracy, where they evaluated the bureau's performance, disseminated information, and 
drafted legislation. They were in the position of determining not only which issues would be 
studied internally and which results would be communicated, but also which ones would not. By 
controlling the production of information relevant for political decisions, Social Security 
bureaucrats were in a position to use their influence to expand the size and scope of the program.5 

And this they did. Only four years after the enactment of the original law, and before any 
monthly retirement benefits had been paid, the new bureaucracy and its carefully selected “citizens’ 
advisory council” engineered a radical redirection of the program. The 1939 Amendments 
eliminated the fund for a pay-as-we-go system, abandoned individual equity for the goal of social 
adequacy, and legislated large windfall gains to most workers who would retire in the early years of 
the program.  

Two of the changes enacted in 1939 would prove crucial to the program's future course: 
changes in the distribution of benefits, and changes in the means of financing. First, modification of 
the benefit formula and the introduction of benefits for survivors and dependents tilted the pattern 
of returns not only more in favor of lower-income workers and early retirees, but also in favor of 
workers with survivors and dependents. In so doing, the distribution of benefits was made to differ 
increasingly from the distribution that would have arisen in a competitive setting, thus buttressing 
the monopoly position of the bureau and eliminating the individual equity benchmark as a means of 
evaluating future changes.  

 
Full Funding Rejected  
 
Second, the intention of building up a funded system was rejected in favor of a pay- as-we-

go system of finance, a decision of monumental importance. Under a funded system, each retiring 
generation would have earned a market rate of return on its tax payments. By requiring that assets 
ultimately be maintained sufficient to finance all accruing liabilities, this would have been 
accomplished without imposing burdens on, or making decisions for, future generations. Under the 
new pay-as-we-go system, on the other hand, benefits would not be financed from accumulated 
reserves. Instead, benefits paid to the currently retired would be financed by taxes imposed on the 



currently productive. Rather than being determined by the productivity of investment within the 
market process, therefore, the rate of return on Social Security payments would come to be 
determined after 1939 by the relatively unconstrained operation of majority rule.  

This change in method of finance would have a dramatic impact on the incentive for 
beneficiary groups to lobby for program expansion. Under a funded system, beneficiaries would 
have been able to increase their benefits only by saving more during their working years through 
the imposition of higher taxes on themselves. Under a pay- as-we-go system, however, 
beneficiaries would be able to acquire higher benefits by imposing higher taxes on those currently 
working. Such windfall gains could also be captured by simply expanding the number of people 
forced to pay the tax. 

 These types of pressures on the new pay- as-we-go system could only intensify as the 
proportion of elderly in the voting population increased and as politicians became more responsive 
to their demands. At the same time, the incentive and ability of tax- payers to monitor the ensuing 
growth and evolution of the program would be dulled by the broad dispersion and misunderstood 
incidence of tax costs, and by the Social Security Administration’s monopoly on information, 
particularly with regard to such issues as the actuarial status of the program and the rates of return 
payable in the distant future. As a result, the interests of beneficiary groups, politicians, and 
bureaucrats would become increasingly coincidental and, moreover, an increasingly dominant force 
in shaping the evolution of the new system.  

The ultimate power of these groups to determine the future course of the program would 
derive from the ability of a pay-as-we- go system to make current decisions binding on future 
generations. Regardless of how high the tax rates or how large the gratuitous transfers to current 
beneficiaries might become, the system, and therefore benefit payments, would not be able to be 
terminated or even curtailed once under way without imposing uncompensated losses on all those 
persons who had paid taxes up until that time. Incredibly, this massive institutional restructuring of 
incentives and constraints that took place in 1939 was, at the same time, obscured by the formal 
introduction of insurance terminology (insurance, fund, contributions, trustees) into the Social 
Security law and into the vocabulary of the Social Security bureaucracy. Could such a system have 
been characterized by anything short of fiscal irresponsibility?  

 
Expansion and Redistribution  
 
In the years that followed, the redistributive potential of the pay-as-we-go system was 

achieved. New beneficiary categories were introduced and eligibility requirements were reduced, 
thus increasing the proportion of beneficiaries whose tax contributions were well outweighed by 
their redistributed gains and whose livelihoods had historically fallen within the auspices of old- 
age welfare. Repeated increases in the ceiling on taxable earnings during the 1960s and 1970s 
raised the maximum individual tax payment from $288 to $2,141. Expansion of compulsory 
coverage to nine out of ten workers during the 1950s increased the number of claims on the system 
while helping to finance an 875% increase in real expenditures over the decade. In other words, 
each of the program's three originally defined objectives - benefits to worker- taxpayers only, 
limited coverage, and full funding-were abandoned as the institutional constraints implied by those 
objectives were eroded by the political process.  

Today, currently retired couples enjoy real rates of return well in excess of a market rate, 
replacement rates of roughly 66 %, and annual benefits of up to $8,415, at the same time that the 
system rapidly approaches a “mature” state.6 A mature state refers, of course, to the time when 



these transitional financial gains have been fully captured by beneficiaries through prior, 
unsustainable rates of increase in the taxable wage base. As population growth declines, the real 
return on Social Security tax payments-which is determined by the rate of growth of the taxable 
wage base -must then fall, approaching the rate of growth of labor productivity, or roughly 2%. 
Taking into account the redistributive elements of the benefit formula, this real return for future 
retirees will be even lower for higher- income earners.  

 
Toward Meaningful Reform  

 
The prospects for reform of Social Security will be determined, to an important extent, by 

the views that are generally held on the program's history and current operation. As the foregoing 
discussion reveals, there are at least two quite distinct views of the crisis in Social Security and, 
consequently, two possible futures for the system. For those who maintain the view that the crisis is 
basically financial in nature, simply eliminating long-run imbalances in fiscal accounts - through 
marginal adjustments to tax rates, taxable earnings, benefit schedules, or eligibility requirements-
will imply an elimination of the “crisis.” For them, moreover, “reform” of the system will simply 
constitute an expansion of the program, perhaps to yet uninsured risks, while maintaining balance 
in fiscal accounts.  

 The types of proposals generated by the proponents of this view fail, of course, to 
recognize the possibility that the crisis in Social Security is political in nature and that the same set 
of institutions being marginally adjusted are those that are coercing a growing proportion of young 
workers to abide by a program that is making them increasingly worse off than they would have 
been in its absence. Moreover, their proposals fail to recognize that the system has created a loss 
even larger than that attributable to the visibly rising proportion of one's income devoted to Social 
Security. By transferring resources from those planning for retirement to those already retired, the 
system transfers resources from savers to spenders, thus ultimately depressing the nation’s capital 
stock and wealth, and reducing the well-being of everyone. Since there is no real saving and, 
therefore, no real investment of tax receipts under the current system, the choice of a pay-as-we-go 
system has implied the sacrifice of an opportunity to enjoy a real return on savings, as determined 
by the productivity of capital, of roughly 12%. Estimates by Martin Feldstein in 1975 suggest that 
this loss is hardly inconsequential, having translated into a reduction in Gross National Product of 
potentially $285 billion.7 In short, to view the crisis as essentially financial in nature is to fail to 
recognize that the losses associated with young workers forgoing the opportunity to invest in 
private markets and the losses associated with this never-achieved wealth both fundamentally 
derive from the loss of choice in 1935. 

To view the crisis, instead, as essentially political in nature and as having evolved 
predictably from institutional weaknesses in the early program, points to the clear need for truly 
radical reform of the system. Reform, from this perspective, implies the introduction of choice, 
voluntarism, and competition into the provision of Social Security as the only effective constraints 
on the future course of the program. 

But how can choice be reintroduced into Social Security? At this point, of course, simply 
permitting individuals the choice between Social Security and private insurance cannot be done 
without defaulting on promises already made. By nature of a pay-as-we-go system, all current 
beneficiaries, and many workers who have already paid taxes into the system, would be made 
worse off by such a change. As young and higher-income workers left the system in search of 
better private investments, the tax base would be eroded, and benefit payments cur tailed. Simply 



put, a pay-as-we-go system cannot survive in a competitive setting. 
 

A Program for Transition 
 
How, then, can the transition to choice and competition be made without threatening the 

continuation of outstanding benefit promises? One possibility is to accumulate a funded system of 
Social Security and, in so doing, place the public supplier on a more equal footing with private 
insurers. Since under a funded system there is no significant relationship between the total number 
of participants and individual benefit levels, the accumulation of a fund would assure all those who 
wished to remain under the public system that their benefit payments would be met even if the 
number of younger workers subject to the tax declined. Once funded, therefore, the need would be 
eliminated to coerce others to remain in the sys tem simply as a means of protecting one’s own 
expected income. 

While the problems of financing the huge unfunded liability in the transition to a funded 
system cannot be ignored, the various means that might be chosen seem to be, at least at this time, 
of considerably less importance than an understanding of their likely impact on the future of Social 
Security. In an institutional environment in which people are permitted free choice between the 
public suppliers and competing private suppliers of retirement income, each worker- taxpayer could 
be assured — even without contractual agreement— that the return on his payments to Social 
Security would be no less favorable than in the market. By eliminating the potential for discrim-
inatory income redistribution, the funded system with competitors would, therefore, introduce a 
lower bound on returns which, being determined by the productivity of investment in the economy, 
would well exceed the return ultimately payable under the pay-as-we-go system. In addition, the 
type of information on alternative price-output bundles that would be generated automatically by 
voluntary patronage flows between competing suppliers of old-age insurance would serve as an 
effective means of monitoring both private and public suppliers alike.8 

That this suggestion constitutes a truly radical reform proposal today only attests to the 
extent to which Social Security has been redirected since its inception in 1935, and the extent to 
which the initial choice of bureaucratic supply has tended to put, in the words of Hayek, a 
“straitjacket on evolution.”9 In 1935, an amendment that was offered to the original Social Security 
Act to permit individuals free choice between the new public program and private suppliers 
actually won majority approval in the Senate and went on to stalemate the Congressional 
conference committee. The failure to reconsider such “radical” reform of Social Security in the 
1970s may well mean the acceptance of “the ineluctable lesson of recent events that Social Security 
can no longer be a positive sum game where everybody wins and nobody loses.”10  
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