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Introduction

The debate on public pension reform has been terrific in the past year in the United States

 (terrific in the sense of vocal, not particularly enlightening). In fact, the debate obscured the issue and confused the public instead of explaining it. Therefore, the chances of an actual reform of Social Security are fading rapidly; we may see some incremental measures, but any comprehensive reform which I was hoping for early in the year is unlikely.

How did we get into this situation, both in the US and in Europe?

The US Social Security system was set up in 1935 by Franklin Roosevelt; we were a latecomer to the idea of public pensions which originated as you know in Prussia in the 1880s; and it had spread through Europe and Latin America before reaching the United States. We started collecting social security taxes in 1937 and paid out the first benefits in 1940. The system is thus 65 years old in terms of its benefit structure, and pretty close to retirement age.

The Social Security system is a contributory social insurance program: everyone pays into the system and receives benefits. It is not strictly speaking a welfare program, although it has welfare elements to it (redistribution within the system), as it is not means-based. It is financed by a 12.4% payroll tax on wages up to $ 90,000 (this is indexed on wage growth); the amount is lower than in most European countries, but it is still the largest tax paid by American households (in fact, 80% of households pay more in social security than they do in federal income tax).

The payroll is theoretically evenly split between the employer and the employee (6.2% each), although most economists would agree that the employee ultimately bears the full cost. The system provides three types of benefits; most of it is for retirement, but money is also spent on survivors and disabled workers and their families. Social security is the largest government program in the US (23% of the federal budget), but it is also the largest in the world. To give you a comparison, the social security budget is equivalent to three times the Belgian government budget. Therefore, reform would have an important impact on the US economy, but also worldwide.

By 2020, social security will represent 29% of the federal budget, rising to more than a third by 2030, and 36% by 2075 according to projections. The next two largest programs are Medicare (health insurance for the elderly) and Medicaid (health insurance for the poor) and they are growing even more rapidly than social security. Most economists agree that about 2040, based on current trends, the entire federal budget will consist only of social security, Medicare and Medicaid, and interests on the national debt. There will not be another dime to spend on either national defence or any other government program. This is obviously not a sustainable number; but there is no evidence that the US Congress is in any mood to make any changes.

Two-thirds of social security benefits are spent on retirement, 15% on disability and 25% on survivors’ benefits. The term “survivor” is however somewhat misleading; we tend to think of survivors as being young children who have been orphaned. In reality, “survivors” are generally elderly widows, receiving both retirement benefits in their own right, as well as the benefits of their late husband. Only 15% of survivors’ benefits go to children.

The system brings in some $ 630 billion per year (2005), $ 534 billion coming from the payroll tax, and $ 13 billion from a specially designated portion of general revenues. Social security benefits are taxable: half of the taxes raised on these benefits go back into the social security system and the other half into the Medicare system. Before 1993, all tax revenues reverted to the social security system, and then Congress voted this change proposed by president Clinton.

The Social Security Trust Fund earns about $ 85 billion in interests per year; this is not paid out in cash but issued in additional bonds, or IOUs if you will.

As is the case in Europe, it is a pay-as-you-go system: social security taxes are not saved or invested for your retirement, and there is no account with your name on it, as many Americans still believe. It goes directly out to pay for the people who are already retired. The remaining surplus is then borrowed by the federal government to spend on other activities (e.g. roads and bridges, invading Middle Eastern nations etc). The big advantage of a pay-as-you-go system is that it may be started up very quickly, as no accumulation of savings is necessary. It also provides good benefits for the people at the top of the pyramid: the first beneficiaries pay very little and get out quite a lot. The classic case was Ida Mae Fuller: she paid $ 24.75 in contributions in her life, and lived to be 100, and collected $ 22,889 in benefits; a pretty good rate of return by any measure!

But that’s also the downside of the system, as it takes money from the working people and gives it to the retiree. Like any pyramid scheme, it works pretty well as long as few people are benefiting and many who are contributing. But this is no longer the case in the US or in Europe, as the ratio of workers to retirees worsens. People are living longer: in 1940, a 65-year old could expect to live to be 77. Today, the same person can expect to live until age 81. By 2040, life expectancy will rise to about 83. Also, women do better than men at every age.

At the other end, birth rates have declined since the baby-boom, and will continue to do so. There is a myth in the US saying that once the baby-boom is over, the problem is solved. In fact, the birth rates won’t improve. We have seen major changes: women are now educated and join the labour force, they marry later and have far fewer children. This is not going to turn around, and as a result birth rates will remain low. The replacement rate is about 2.1 (stable population); the US rate is currently slightly above, and below for most European countries. In 1950, 16 people were paying for every retired person; in 1960, the figure was 5. Today, it’s 3.5 and by 2030 it will be 2 workers per retiree.

In terms of taxes, the maths are very simple: you divide the replacement rate by the number of workers. At a replacement rate of 44%, you can get by with a tax burden of 15% at 3 workers per retiree. At 2 workers, you need a 22% tax rate. At a 1:1 rate which is the case of some European countries, you have a tax rate of 45-50%. In 1937, the US tax rate was 2% and the maximum tax was 60 dollars; today it is 12.4% on the first $ 90,000. Even taking inflation into account, US social security taxes have risen by some 800% since the program began.

This has an impact on personal savings and is squeezing out savings from low and middle-income earners. 

What about the future? Right now, we are running a surplus which will continue for about 12 years. By 2017, we will go into a deficit which will worsen, leading to a payroll tax of more than 20% to finance the benefits paid out. It seems pretty straightforward, and people tend to think that the Trust Fund will take care of the rest until 2041. What really happens, is that the current surplus has to go somewhere. And because the politicians yet have to figure out how to put it into a cigar box and bury it behind the White House, they are using it to buy government bonds instead. But the money spent on government bonds becomes general revenue to be spent by the US federal government. And as both social security and the federal government are the government, this amounts to the government writing itself an IOU.

We have a huge debate about the Trust Fund. Recently, president Bush went to the vault in West Virginia where these bonds are kept, and was shocked to discover that there were only pieces of paper there! Upon which, the Democrats in Congress declared themselves shocked that the president would ever question the validity of those papers. 

My opinion is that this is irrelevant. Assuming that we are not running a surplus, that the Trust Fund doesn’t exist, what would happen in 12 years when the deficit starts? If the government is going to pay all the promised benefits, it will have to either raise taxes, borrow the money or find it somewhere else in the federal budget. But since we have a Trust Fund, in 12 years we will start to redeem the bonds. And the government will then have to raise taxes, borrow or take it somewhere in the federal budget! In other words, the options are identical.

To get an idea of the problems ahead, in 2027 the government will have to redeem $ 200 billion worth of bonds in one year alone. By 2032, it will be $ 300 billion, and between now and 2041, it will be $ 1.7 trillion. Overall, the US social security system in present value terms is $ 12.8 trillion in debt. This is a bit of a problem.

What are the solutions? You can either raise taxes, reduce benefits or invest privately. Bill Clinton did a great job in starting this debate; he was the first to use the word “crisis” in connection with social security, going round the country talking about the problem. 

And in Belgium and in Europe generally, you are facing exactly the same set of options. There is no miracle medicine or magic bullet. Given that pension reform will happen, we at the CATO Institute have suggested a plan to come up with the best possible retirement program. The first problem is that there is no ownership of the money: social security is just a tax, and no different from, say, farm support. There is no link between what you pay in and what you may get out. There have been two important Supreme Court cases (Nestor vs. Fleming and Helvering vs. Davis) which ruled that this was the case. There is no property right, no contractual right or other legal right to benefits based on paying social security taxes. In other words, any benefit is entirely dependent on politicians in Washington voting to give you your retirement benefits. Some people talk about social security as a “guaranteed” benefit; but I cannot think of anything less guaranteed than a political promise. Especially when the system itself consists of a debt of $ 12.8 trillion.

We have also changed these promises repeatedly. When I started work, I was told that the retirement age was 65. Then in 1983, Alan Greenspan and others said “Oops, we lied; now you have to work until age 67 to receive full benefits”. 

Second, since you don’t own your benefits, they are not inheritable. This is particularly important for people who die early. Poor people everywhere don’t live as long as the wealthy. In the US, African-Americans at every age and income level don’t live as long as whites. Men don’t live as long as women. In fact, in the current US system poor black men are working to support wealthy white women. One out of four people dies before collecting any social security benefits. This is a major reason for inequality of wealth over generations. Low and middle-income people don’t have the same possibility to accumulate wealth, and their social security benefits cannot be passed on to their children. 

Third, you have no choice but to participate and pay your payroll taxes into a system which is going broke! 

Finally, especially to the young generation, the system offers a remarkably low rate of return, well below market rates and below anything we should accept. Somebody retiring 20 years ago did pretty well under social security: you got back everything you paid in, with interest and a great deal more besides. If you retire today, you can expect a 2.2% rate of return on your money. And somebody in his 30s today will receive about 1.4% return. A 5-year old today will get less than 1%, etc. A dismal deal in other words. The United States was certainly ripe for social security reform; but politics being as it is, we will not achieve it.

And of course Europe is facing the same problems: a pay-as-you-go system, demographics, higher taxes and greater deficits. France is facing debts amounting to 300% of GDP and the response was of course to lower the retirement age. In Spain and Italy, this figure is about 200%.  So I certainly hope that you will have more success than we had in reforming the pensions systems.

Johan van Overtveldt:

I could in fact be very brief: if you multiply the negative figures in Dr. Tanner’s presentation by two or three, you have the Belgian or the European situation.

I realised that Belgium too, has a “trust fund” consisting of government bonds which are totally unfunded. But at least you are having a discussion on this in the United States. If you try to provoke a debate on this problem in Belgium, you are almost put in prison.

I’d like to focus on Belgium and more specifically on the impact of the ageing population on our social security system. Social spending in Belgium is currently roughly 65 billion euros, or 23% of GDP. (This may be compared to social security in the US representing 23% of the federal budget!) In a European context, this is about average. 

The age group 60 years and older as a proportion of the 20-59 year olds is 40%; it will be 70% by the year 2030-2035. As the Belgians in the audience certainly know, we have a Commission looking annually into the financial consequences of ageing. The latest report was published a couple of months ago and the estimate of the extra burden on social spending due to ageing puts it at to 5.6% of GDP by 2030. This means that, taking the data literally, that we will move from approximately 23 to 29% of GDP, which for a country like Belgium is a huge increase, since the public debt is already very high (close to 100%). This makes us very vulnerable to a major recession, and of course to the impact of increasing interest rates. But even taking this into account, these costs are hugely underestimated, for three reasons.

First, comparing the four reports published by the Commission, the estimates of ageing on social security spending have already increased from 3.1% in 2002 to 5.6% in 2004, i.e. an increase of 2.5 points of GDP in three years. How come? The Commission has consistently overestimated economic growth and underestimated the growth in expenditure. In 2004, the real term increase of health care spending was 8%, at a moment when all non-government analysts agreed that the impact of ageing is still limited. 

Second, these analyses are based on assumptions of increases in annual productivity of 1.8%. For the past 25 years, productivity in Belgium has been declining however. For the past couple of years, we have seen an increase of 1.2%; and I can assure you that this divergence makes the picture quite different.

Third – and this may be the largest mistake in the Commission’s reasoning –  it is assumed that unemployment will decline from 13-14% to 7.5%. I believe it is a colossal mistake to think that, due to a declining working population, declining unemployment will follow. This is total nonsense, economically speaking.

Dr. Tanner is leaving tomorrow, so he won’t be enjoying the strike later this week. There are actually people out there who are denying these financial consequences of ageing. And as you have probably guessed by now, these people are found mainly in the unions. Next Friday, they will go on strike since the government are proposing small changes to the system.

Concerning the future, we of course need to leave the pay-as-you-go system and raise the retirement age. But at the end of the line, we need to increase employment and activity the rates of which are very low in Belgium, i.e. about 60%. Only Greece has a lower figure among the OECD countries. 

Any attempt to salvage social security and pensions is doomed in advance, unless we can increase the structural employment rate. Several studies have shown that, even if you cut wage costs substantially, especially in the Walloon area, nothing happens because there is no supply. People are not responding in a normal way, because there is no incentive to work. Any reform of the current system must focus on the supply side to improve the willingness to work. This does not imply that everybody is profiteering, but simply that they make a rational choice not to work.

Debate:

Question:

What are the benefits under the US Social Security?

Mike Tanner:

Benefits vary according to income; the progressiveness built into the system means the lowest incomes will receive about 70% of their pre-retirement wages, and the upper incomes receive about 25%; the average worker gets 44%. The average social security benefit is approximately 

$ 1,000 per month.

Question:

Isn’t it obvious that social security charges will rise to 20%?

Mike Tanner:

Yes; this is not the first time the system has been out of balance, and the traditional response has always been to trim benefits a little and raise taxes a lot. There are certainly advocates in the US favouring this right now as well, and the ultimate answer of those who blocked the Bush proposal is to raise taxes. Doing so would be very bad for the economy, as social security is essentially a tax on employment. It would have a significant impact on growth, employment and our competitiveness worldwide.

It will also make the program worse for young people who will end up paying more and getting less. The question is whether the young generations are willing to pay the higher taxes needed to support the elderly. The advantage of the latter is that they vote, whereas young people don’t. In the US, the likelihood of voting is your age, i.e. 70% of 70 year-olds vote, and 30% of 30 year-olds vote. As long as this is the case, politicians may go on giving benefits to the elderly and hand on the bill to the young. 

A couple of years ago I spoke to a finance minister at a conference in the Balkans, who explained to me that his country had then a replacement rate of 125% of the pre-retirement wages. Not that they could pay the benefits, but that’s what they promised; they also had a payroll tax of 50%. My question was how they ended up with such a system; his response was that they have a lot of elections.

Question:

What would be the necessary change in the incentive structure to increase employment? Second, how do you integrate changes in product markets with the labour markets? Third, what about immigration and the capacity of absorbing, in Europe for instance, labour from Maghreb countries and eventually Turkey?

Johan van Overtveldt:

We have a government of socialists and liberals; the latter wanted tax cuts and the former wanted more expenditure. If you cut taxes at the bottom of the scale, you will immediately get an increased discrepancy between what you earn and unemployment benefits. I have never understood why this issue was never on the table when socialists and liberals are governing together.

I was wondering when Dr. Tanner would speak about immigration, since it is a major difference between the US and Europe.

Mike Tanner:

It’s keeping our system afloat right now. Without immigration, we would not reach our replacement rate.

Question:

I’m American, 36, very well educated and living in Belgium. My parents are 75, they experienced the Great Depression and live in the US. My father has a full pension from the US Army and another pension from the Red Cross, but he and my mother also get a check every month from Social Security. Most of this is spent on the grandchildren and the amount represents something close to what people working hard in Belgium earn every month.

What can you tell us about pension portability and other comparable mechanisms?

Mike Tanner:

There are a number of savings mechanisms. The tax-deferred savings vehicles means that money is not taxed when it goes into the system, but when it comes out. This however increases the wealth gap: we have savings vehicles for the middle class and upwards which make it easier for them to save. But for the others, there is no discretionary income to save. So the gap is occurring in savings, not in wages. 

Question:

In terms of Belgium, do you think that there is a chance that the government, say in 2020, declares that it can no longer fulfil its promises?

Johan van Overtveldt:

You certainly cannot exclude it: but I couldn’t give you the odds for that. The introduction of the euro is an important element in this discussion, as governments may no longer monetize their debt which was previously the case. The question is whether the EU authorities would allow member countries to default. This was a major point of discussion concerning Italy’s membership: how do we handle an Italian bankruptcy? Finally, for political reasons Italy was admitted, but if this had not happened, it would be because of the debt issue.

Mike Tanner:

My understanding is that initially the Maastricht criteria would include pension liabilities, but since only the UK and the Netherlands would have qualified, this was not done. 

Johan van Overtveldt:

The UK is an interesting country because it is the only one in Europe currently prepared for what is coming in the next 30-40 years.

Question:

What do you think of privatisation of social security?

Mike Tanner:

Going back to my three points, I favour investment in real capital assets. But even if you do that, benefits will have to be reduced; you can do many things by allowing for property, inheritability and investment in private assets. And a number of Central and Eastern European countries have done that, as well as Latin American countries, etc.

In terms of health care, if by privatization you mean consumers carrying more of the cost, this is part of the answer.

Question:

As a UN employee, I pay into a capitalization pension fund. The average pension is 46.25% which is fairly close to the replacement rate. Our pensions are not really portable: if you work in the system for less than 5 years, you leave with less than two thirds of contributions. And if you leave before age 55, the pension is not adjusted for inflation. 

The payments are 23.8%. So whatever the system, these figures are important.

Mike Tanner:

Yes, but it is still preferable to have a defined contribution system where the problems show up immediately and may be dealt with. In a pay-as-you-go system, you are just making promises down the road and they are not linked to the performance or payments going into the system.

Markets are remarkably stable over time, and in terms of pensions we are considering fluctuations over 30-40 years.
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