
CHAPTER 15CHAPTER 15 Government DebtGovernment Debt slide 0

The Social Security SystemThe Social Security System
By Thomas Cosimano, Professor of Finance

The Good, The Bad, and The Ugly. 

Mathematics 108 Wednesday April 20, 2005. 
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Social SecuritySocial Security
Supplemental Income for retirement, survivors and 
disabled.

Pay as you go system. Charge employer and 
employee tax rate 6.12% up to $87,900 income. 

Through about 2018 payroll tax proceeds exceed 
payments so that excess is placed in trust fund. 

However, the government spends the excess 
proceeds currently so that stated deficit is lower. 

Treasury places IOU’s in trust fund, which means 
that Treasury must raise funds after 2018 to honor 
the obligations. 
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The Social Security SystemThe Social Security System
Social Security Outlays and Revenues as a Share of GDP in Selected 
Years Under the Scheduled Benefits Scenario, 2003 to 2100 

Actual
2003 2025 2050 2075 2100

Market-Value Outcome

Revenues 4.97 5.07 4.98 4.86 4.72
Outlays 4.35 5.64 6.37 6.65 6.82
Balance 0.62 -0.57 -1.39 -1.78 -2.11
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Cause of ProblemsCause of Problems
Increase in life Expectancy.

Increase in Wage inequality-
– Maximum taxable now only covers 15% 

rather than 10% in 1983.

Legacy Debt.

Initial Benefits based on average wages 
through age 60.  As a result, increase in 
productivity does not solve problem. 

Benefits are indexed to inflation once you 
retire currently about 67 years. 
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Social Security Outlays and Revenues Under the 
Scheduled Benefits Scenario 

Percentage of GDP
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The number of people 
receiving Social Security, 
Medicare is growing 
faster than the number 
working, paying taxes

The Fiscal FutureThe Fiscal Future
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The Fiscal FutureThe Fiscal Future

The aging 
population:
• lower birth 

rates
• increased life 

expectancy
• retirement of 

Baby Boomers
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Outlays for Benefits Under Current Law and Under the Scheduled Outlays for Benefits Under Current Law and Under the Scheduled 

Benefit Scenario, 1985 to 2105Benefit Scenario, 1985 to 2105

Percentage of GDP
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Median FirstMedian First--Year Retirement Benefits, by Birth CohortYear Retirement Benefits, by Birth Cohort

2004 Dollars
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Legacy Debt-is the fact that the benefits paid to almost all current
and past cohorts of beneficiaries exceeded what could have been financed with the

revenue they contributed. (Diamond and Orszag 2004)
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Diamond and Diamond and OrszagOrszag ReformReform
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Diamond (cont)Diamond (cont)
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Net Benefit Cut for Average WorkerNet Benefit Cut for Average Worker
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Net payroll tax Net payroll tax 
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The Coming Generational Storm by The Coming Generational Storm by 
KotlikoffKotlikoff and Burnsand Burns

Personal Security System
– Accrual of additional Social Security 

retirement benefits is eliminated. 
– Current retirees and workers receive their 

accrued retirement benefits. 
– Payroll tax is eliminated and replace with 

equivalent compulsory contribution to PSS 
accounts.

– A new retail sales tax is used to pay off the 
accrued benefits under old system.  
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Personal Security SystemPersonal Security System
– PSS is shared 50-50 with spouses. 
– Government makes contribution to PSS for disabled 

and unemployed.
– The government matches PSS on a progressive 

basis. 
– All PSS balances are invested in a single market 

weighted global index fund of stock, bond and real 
estate.

– The government places a put option on PSS.
– Between ages 57-67 the PSS balances are 

gradually sold off and placed in inflation protective 
annuity. 

– If a worker dies before age 67 PSS balances are 
transferred to heirs.  
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All Federal Obligations.All Federal Obligations.


