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Abstract

This article analyses United States deficit and Social Security as the sole largest program of U.S. government.
Forecast of future spending, receipts, and national debt exposes the necessity for a serious system change within
domestic social security net. In particular, Social Security and retirement system of the United States is
jeopardized in the nearest future because of the growing population of retirees-baby boomers.

The article proves Social Security's contribution to U.S. public debt, arguing that Social Security’s future deficit
must not be omitted. The article argues that the current employment rates that provide tax for Social Security
cannot back it up putting both younger generation and retirees in a vulnerable position. Thus, the sustainability
of Social Security must be restored based on more proper projection tools available nowadays.
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1. Introduction

The projections of the government spending show that United States will keep spending more than receiving in
tax revenues. While economists, politicians, and the general public agree that such development is disastrous for
the economy of the United States, there is no common agreement on measures against it. While the U.S.
government is working towards healthcare reform, the debates over Social Security continue. All attempts to
reach a common conclusion fail because no social or political group is willing to compromise over their interests.
In addition, there is a firm believe that Social Security reform is not a priority because it does not add to the
public debt.

In considerations for government spending, the defense budget becomes a common target as a panacea against
enormous national debt, however unsustainability of domestic Social Security net programs is often ignored. It is
undeniable that decision-making in attempts to decrease the deficit and national debt must consider all the
aspects, including healthcare and defense budget. However, the fact that United States citizens have enjoyed one
of the most generous socio-economic safety nets in the world cannot be denied as well. The time has come to
make difficult and politically unpopular decisions and ultimately got out of the vicious circle of unsustainable
programs and irresponsible spending that decrease economic growth and potential ability to react better on any
crisis: political, security, or economic. One of those politically unpopular decisions would be the Social Security
reform.

2. Methods

Methodology for analysis of main contributing components to United States deficit and closer examination of
Social Security’s future deficit (as prognosed) includes collection and analysis of statistical data that includes
governmental spending, unemployment statistics, demographics, and various projections. The article uses
statistics from United States Department of Labor, White House, United States Treasury Department, United
States Census Bureau, World Factbook, and also findings and opinions made by separate authors. The article
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relies on findings and forecasts made by Congressional Budget Office. Important explanation by Congressional
Research Center’s Nuschler and Sidor contributed to a final conclusion about necessity to include Social
Security when considering growing American debt.

The analysis includes several stages. At the first stage United States deficit is examined, the largest components
that contribute to it are being pointed out. Social Security is analyzed more closely and a large gap in future
receipts and outlays is discovered, pointing to Social Security as a major source of future governmental spending
(if laws remain unchanged), especially considering its mandatory nature. Second stage includes closer
examination of Social Security’s future deficit: growing retiring population (baby boomers), labor force
participation rates and unemployment, brief review of American retirement system. Third stage provides
overview of past attempts to fix Social Security, opinions about current stage, and options for future change. In
the final stage (the discussion): the overview of U.S. national debt is presented; a myth that Social Security, as an
off-budget program cannot contribute to the growing American debt is being argued by the authors using
supportive opinions; growing U.S. public debt is being analyzed and Social Security is pointed out as one of the
major contributor of future public debt (along with major Healthcare programs).

3. results

In the plainest definition budget deficit is an excess of government spending over government receipts (Mankiw,
2008b).
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Figure 1. Deficit and Surplus of United States of America (in millions of dollars). Starting 2014 given is an
estimate. (“Fiscal Year 2015. Historical Tables: Budget of the U.S. Government,” n. d.)

In 2013 U.S. deficit fell 37% compared to 2012 (Figure 1). The estimated deficit for 2014 is 648,805 million
dollars, and it will keep decreasing for the next five years with an estimated increase in 2019. The reason for
such drastic fall is that the government managed to collect more receipts comparing to the previous year,
spending budget decreased, but it is estimated that this trend will not continue over the next years. It is estimated
that government will manage to keep the deficit at a “stable” rate compared to previous years only because of the
increase in receipts, and the spending will continue to grow (“Fiscal Year 2015. Historical Tables: Budget of the
U.S. Government,” n. d.). Stability of U.S. deficit is historically affected by the constant growing needs of the
country on international and domestic arena. Analyzing data from 1940, with only few years of exceptions,
spending of the country kept growing while the receipts were not always managed in accordance with spending.
From 1940 outlays increased from 9,468 millions of dollars to 3,454,605 millions of dollars, while receipts
increased from 6,548 to 2,775,103. The largest deficit the country has faced was in 2009 (in the midst of crisis),
when receipts fell 17 percent and spending increased 18 percent, the deficit amounted to -1,412,688 of millions
of dollars. The largest surplus ever recorded (since 1940) was in 2000, when surplus amounted to 236,241
millions of dollars, when receipts increased 11 percent, and outlays increased 5 percent. Commonly the deficit is
blamed on ever-increasing national defense budget. The national defense budget increased significantly during
Second World War and started to decrease since 1946 falling to 9,105 millions of dollars in 1948. However, the
growing presence of U.S. on the international arena forced the defense budget to grow; in 1952 (with the start of
the Cold War) it doubled, amounting to 46,266 millions of dollars. Then, from 1980 to 1986 it kept increasing
average 20,000 millions of dollars per year, amounting already to 281,996 in 1987. For a decade, with the begin
of the War on Terrorism the national defense budget started to increase most significantly that it has ever been
recorded in the U.S. history, from 304,732 million in 2001 to 705,554 million in 2011, by 2013 government
managed to decrease budget to 633,385 million of dollars, with estimates to decrease it to 585,786 by 2019.
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Following the complaints about large national defense budget the only way for U.S. government to fix the deficit
problem would be to completely get rid of national defense as a sector of country’s structure.

The largest parts of U.S. deficit consist of, as of 2013, spending on Social Security-813,551 millions of dollars,
then national defense budget-633,385, income security-536,511, Medicare-497,826, and health sector-358,315
millions of dollars. It is estimated that by 2019 Social Security spending will be 1,131,060 millions of dollars.

Spending on Social Security has been growing gradually and jumped to increase in early 70™. From 80s to 2000
spending on Social Security roughly averaged 15,000 millions of dollars in increase per year, from 118,547 in
1980 to 409,423 in 2000. Starting an alarming growth since 2000, U.S. experienced the biggest increase so far of
6 percent in 2012. The estimated increase in social security spending in 2019 amounts to 1,131,060 millions of
dollars.

Social Security is the largest federal government’s program. 58 million people receive Social Security benefits,
70 percent out of which are retired workers (or their spouses and children), 11 percent are survivors of deceased
workers, and 19 percent are disabled workers or their spouses and children (Congressional Budget Office (CBO),
2013a. Payroll taxes (roughly 96 percent of revenues) and income taxes on benefits (4 percent) are two primary
sources of tax revenues for Social Security. Revenues, along with intergovernmental interest payments, are
credited to two trust funds, collectively known as OASDI trust funds (Old-Age, Survivors, and Disability
Insurance). The Figure 2 shows Social Security revenues and outlays with projections compiled by
Congressional Budget Office. Revenues include payroll taxes and income taxes on benefits, and for 2011 and
2012 reimbursements from U.S. Treasury’s general fund to make up for deficit in payroll taxes during those
years, outlays include scheduled benefits and administrative costs.
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Figure 2. Social security tax revenues and outlays, with scheduled benefits (CBO, 2013a, p. 6)

As it can be seen in the illustration, the gap between social security’s outlays and receipts will continue to grow
significantly. CBO projects that there will be a 12 percent gap over the next 10 years, explaining that with the
retiring baby-boom generation. The problem will only get worse in future, as retired baby-boomers will cause
outlays to increase while leaving tax revenues remain almost constant. CBO projects that Disability Insurance
trust fund will be exhausted in 2017, and Old-Age and Survivors Insurance trust fund will be exhausted in 2033.
Thus, with the exhaustion of a short-term surplus of funds, payable benefits will be smaller than scheduled
benefits.

Social Security system began its rise in 1930s as a part of New Deal program. The welfare relief and social
assistance was very much needed by growing poor (and very often discriminated-black, women, immigrants)
population. The need for such program became especially obvious in the midst of Great Depression and growing
socialist challenge, when people started to get more and more disappointed in righteousness of capitalist
social-economic structure. Opponents of Social Security warned that it would destroy private pensions. Franklin
Roosevelt however believed that the legislation was “the capacity of industry to assume financial responsibilities
and the fundamental necessity of proceeding in a manner that will merit the enthusiastic support of citizens of all
sorts;" addressing breakouts of poverty and civil unrest he argued that, “we pay now for the dreadful
consequence of economic insecurity-and dearly. We cannot afford to neglect the plain duty before us.” (as cited
in Altman, 2009) Thus the Social Security Act was signed into law and the prototype of modern social security
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system started to work.

However soon price of government’s commitment to secure its citizens became too high, pointing out obvious
loopholes in sustainability of mandatory entitlement programs such as Social Security. Numbers show that
ability to pay for Social Security program is rapidly declining. There are two sides of the medal: apparent failure
of the system to sustain itself and the lacking ability of the current economic conditions to back up that system
(considering its direct dependence on the amount of taxes collected from working population).

As of July 2014, estimated average labor force participation rate is 62.9 percent, this number represents
working-age Americans who have a job or actively seeking a job. This number is the lowest since 1977, when
average yearly participation rate was 62.2 (“Labor Force Participation Rate 1977 to 2014,” n. d.). Since 1977
U.S. population grew 30.9 percent (from 220,239,425 to estimated 318,892,103 in 2014) (Central Intelligence
Agency, n. d.; “Population Estimates: Pre-1980: National Tables,” n. d.; “Population Estimates: National
Characteristics: Vintage 2013,” n. d.).

Since 1977 to 2013, the population of 66 (full retirement age is between 65 and 67) and older almost doubled,
growing 46.5 percent (“Population Estimates: Pre-1980: National Tables,” n. d.; “Population Estimates: National
Characteristics: Vintage 2013,” n. d.), which also influences labor participation rate, given retired people more
likely not to have a job. With that, starts a significant debate that cannot be ignored-whether decline in labor is
more of the result of masse retirees, which almost cannot be fixed regardless of economic situation or the
problem comes from young people failing to enter the workforce and general discouragement.

It is argued that, actually, participation rate of those who are 55 years old and older has been rising since 2003,
whereas for those aged from 16 to 54 it is dropping, especially for people in 16 to 24 age category, which is
proved by data provided by Bureau of Labor Statistics (Romano, 2014; “Employment Labor Projections,” 2013).

There are multiple theories why this is happening. Urban Institute’s authors suggest that same drop in labor force
participation during and after Great Recession was caused by decrease in labor force entry (rather than share of
people who are leaving labor force) and the share discouraged workers who stop looking for a job after
numerous failed attempts to find it (Nichols & Lindner, 2013). They also suggests that workers are less likely to
re-enter the workforce (after leaving it) today than in the past, younger women have become less likely to enter
that labor force than ten years ago, also people remain in school longer. On the opposite Boston Fed’s authors
argue that labor force participation for prime age adults declined from 2008 to 2013, given that this demographic
group has been stable, as a consequence of large and persistent decrease in labor demand in post-Recession times
(Erceg & Levin, 2013).

In the post crisis economy there are fewer job openings and real economic growth is too slow to create enough
jobs. Some also argue that corporate taxes are too high to create enough jobs. It is also argued that moving
manufacturing to low-cost countries are taking away jobs from U.S., because of the cost advantage, though in the
past few years more reshoring has been observed (manufacturers move job back from low cost countries to local
development markets), it is likely that the trend of moving manufacturing overseas will continue (Weissmann,
2012). One of the most important debates is possibility of structural unemployment in the U.S., which is caused
by geography, demography, or skills-for example, mismatch between available skills and skills that are in
demand.

Whatever reasons there are behind unemployment rate in U.S., it is clear that there are not enough jobs and taxes
to sustain the future deficit of Social Security. Responding to the crisis will either come down to raising taxes or
tightening the belt-lowering the benefits.

It is argued that today’s seniors and disabled are already falling behind the general population suggesting
expansion of Social Security benefits. On the contrary, Schnieber (2012) argues that “today’s retirees better off
than the rest of the population; on average, they are more insulated from vagaries of a volatile economy,”
suggesting results of the study by Pew Research Center that revealed that after recession fewer people aged 65
and older had to cut on spending than those aged from 18 to 49 or those 50 to 64 (pp. 5-6). He also quotes Paul
Samuelson, Noble Prize winner, who in 1967 called Social Security “the greatest Ponzi scheme ever contrived”
(as cited in Schieber, 2012, p. 11). Schieber (2012) explained: “Most of my aunts and uncles retired in the 1970s,
after having paid into the system for 20 to 25 years at extremely low payroll tax rates compared with the current
levels” (p. 10).

American retirement consists of many options divided into two major categories: defined contribution plan and
defined benefit (pension) plan.
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With defined contribution (DC) plan participant gets an account and his or her benefits are based on the amount
of pre-tax contributions and any investment earnings made on money in the account. This plan includes plans
like 401(k), profit sharing plans, employee stock ownership plans, etc.

Defined benefit plan (DB) is traditional pension plans where benefits are calculated with a fixed formula based
on employee earnings history, service, and age, and are paid from a trust fund. There are also hybrid plans
offered to employees.

More employers today are replacing DB plans with DC plans, in which the responsibility is mostly shifted to an
employee: he or she decides how much contribution is enough and how to invest the assets. In this case
participant's decisions are extremely important. In addition the investment risk is shifted from corporations to
households exposing them to the risk of financial markets, making their retirement more vulnerable.

DC is not predetermined final retirement benefit; instead it depends on how much contributed in the employee’s
individual fund and how well the pension fund investments will perform. Thus employee has all the risk for his
or her pension investment. There is a limit however set by the government how much of money can be
contributed to such individual account.

Many employers freeze DB and offer DC instead, primarily due to expense and long term obligations associated
with DB. In many DB plans the employer bears the investment risk and can either benefit from it or the opposite.
It is an employer who makes a promise to pay certain amount of money in the future so it is employer who takes
the risk of value fluctuations of the contributions. With DB employer must make sure there is enough money in
the plan to pay off the promised benefits. Federal government steps in if the business fails to meet its obligation,
that is the point of insured pension through DB, however that is also not guarantee that benefits will be received
in the amount expected (“Understanding Defined Benefit and Defined Contribution Plans,” 2014).

Considering that in future both promised benefits might be reduced and payroll taxes higher, it is logical that
there will be increasing role of personal savings and individual retirement accounts, which not everybody has an
access to.

The biggest difference is that DB pension will provide income until death (which makes it more difficult to
calculate especially because today because of the better healthcare people live longer) and DC operates more like
a saving account where when money run out, the retirees income from that account stops. DB funds are managed
professionally, which is not always a case with DC.

According to Bureau of labor Statistics, only 59 percent of private industry workers have access to defined
contribution plan, and 19 percent have access to defined benefits plan; the statistics is even more gruesome for
low-income households (“Employee Benefits,” n. d.). For a lot of people retirement is still a luxury. For those
that are luckier but less fortunate Social Security is the only stability they can count on.

Social Security tax and predetermined retirement benefits are calculated with very complicated formula that
ideally must consider how much money a worker will contribute to a fund and how much money considering
inflation, health and life expectancy, wages, consumer price index, that worker (or a beneficiary) will receive in
his or her benefits. Ideally the system should be self-sufficient, and must not be based on a promise but on
guaranteed calculation. In this idealistic and very much simplified situation there is no deficit of social security
trust funds-only temporary surplus.

In the reality the formula is complicated in many ways, but of course not perfect. There was a surplus for the
most of the time with the exception of a temporary crisis in 1980s, however that surplus was not actually
“saved”-both of these issues we discuss further down. The way Social Security works today, even imagining
greater surplus, the forecast shows that the system will not be able to sustain for longer. Though it is hard to
predict everything (for example, it is hard to predict slower economic growth and crisis), the formula still must
be as close to the reality as possible.

In essence social security is just bookkeeping record on individual’s earnings and payroll taxes based on a
formula that has nothing to do with reality. As David John (2005) of the Heritage Foundation explains: “In reality,
the Social Security trust funds contain nothing more than I0OUs that have no value beyond a promise to impose
higher taxes on future workers” (p. 4).

In the most current National Security Strategy (2010) it was made clear that the burden of the debt is felt heavily
and that the vision of building a stronger foundation for economic growth in America lies in balancing priorities
in managing the Federal Budget, reforming financial system, and shifting to greater domestic demand abroad. It
is widely acknowledged that rising deficit and national debt is primarily driven by mandatory entitlement
programs specifically, Social Security, Medicare, Medicaid, and Obamacare (Chougule, 2014).
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In 2011, President Barack Obama decided not to include Social Security reform in recommendations to Congress
deficit super-committee that discussed deficit reduction measures, despite previous aspirations to discuss
possible lower level of benefits to be paid over time. As the White House spokeswoman Amy Brundage
explained: “...The president ... does not believe that Social Security is a driver of our near and medium term
deficits” (as cited in Stein, 2011)

Instead, Democrats initially proposed a 2.5 to 3 trillion dollars deficit reduction plan (over the next 10 years)
evenly split between tax increases (1.3 trillion in tax revenues) and spending cuts (Khimm, 2011). The cuts
included 500 billion in savings from health programs (Medicare, Medicaid, etc.) and 400 billion from
appropriations (half from defense), and 250 billion from benefits like federal-worker pension plans and farm
subsidies. The plan also proposed more than 300 billion dollars in additional economic stimulus, including
Social Security savings through using a new formula that calculates increase in cost of living. Republicans
responded with a 2.2 trillion deficit reduction plan, that did not include new revenue through taxes, but it
included: 440 billion of dollars raised through higher government fees, Medicare co-pays and/or Medicare
premiums for wealthier beneficiaries; 200 billion assumed in additional revenue through economic growth the
would result from tax reform. The spending cuts part included 700 billion from Medicare and Medicaid and
$250 billion through reducing government personnel. Also Republicans agreed on Social Security savings
through recalculating the cost of living increase. After attempts to negotiate the plan, November 21, 2011, Joint
Select Committee on Deficit Reduction (2011) issued a statement: “Despite our inability to bridge the
committee's significant differences, we end this process united in our belief that the nation's fiscal crisis must be
addressed and that we cannot leave it for the next generation to solve. We remain hopeful that Congress can
build on this committee’s work and can find a way to tackle this issue in a way that works for the American
people and our economy.”

Thus committee terminated it work without any outcomes unable to come to common conclusion. The agony of
the situation continued in budget sequestration in 2013 (as part of a Budget Control Act of 2011, enforced in
order to avoid default caused by the debt-ceiling crisis), split between defense and non-defense budgets
(programs like Social Security, Medicaid, federal pay and veterans’ benefits are exempted from the automatic
spending cuts). However such measures, especially along with higher taxes may slow down economic growth
and even lead to a new recession. While demands to end sequestration (arguing that it jeopardizes national
defense and domestic security) continue, the fears are voiced over possible changes to social safety net programs,
including possible transition to a Chained Consumer Price Index that calculates retirement benefits for social
security differently, thus likely making them smaller. Unfortunately the majority of committee’s working
documents were not published, and for different socio-economic groups the priorities will differ.

November 2013 Congressional Budget office published a compendium of 103 options for reducing federal
spending and increasing revenues over the next 10 years (although many of the options will have a long term
effect), till 2023 (CBO, 2013b). CBO suggests to weight all the factors in decision making process, like how
much deficit reduction is necessary, what type of changes would enhance economic growth, implications and
burdens of changes, and negative consequences of cutting federal spending and rating taxes such as little time
left for people planning and dangers of output and employment (and thus economy’s growth) even further below
its potential level (especially considering it is very far below now). Among 28 suggested discretionary spending
options totaled in up to 1,252 billions of dollars in potential savings, the largest option is reducing the size of the
military (potential 495 billions of dollars in savings), followed by reducing funding for international affairs
programs (114), elimination of human space exploration programs (73), limiting highway funding to expected
highway revenues (65), and restricting Pell grants to the neediest students (68). In case of size of military, CBO
points out that such option will not avert the risk of having a hollow force, just the duration and number of
conducted military operations will decrease. However, that alone cannot solve the deficit problem. Among 23 of
mandatory spending options totaling up to 1,518 billions of dollars in savings, the largest savings option is
converting multiple assistance programs for lower-income people into smaller block grants to states (404),
followed by reducing social security benefits for new beneficiaries by 15 percent (188), using an alternative
measure of inflation to index social security and other mandatory programs (162), elimination of concurrent
receipt of retirement pay and disability compensation for disabled veterans (108), elimination of supplemental
security income benefits for children (103), link initial social security benefits to average prices instead of
average earnings (58 to 93), elimination the add-in to Pell Grant that is funded with mandatory spending (76).
Converting assistance programs for lower-income people block grants to states means that low-income
household will depend more on programs designed by state. To reduce social security benefits CBO suggests
adjust formula that translates average earnings into benefits, the benefits will be reduced by 3 percent for people
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eligible in 2015, and grow to 15 percent in 2019, thus making some time for people to plan, that especially
needed for lower income earners because it is most likely that they did not make savings or sufficient savings.
The alternative approach would be to reduce benefits by larger percentages for people with higher benefits or
reduce benefits for people eligible in 5-10 years. Among 16 options related to health totaling in up to 2,554
billions of dollars in potential savings, the largest option is imposing caps on federal spending for Medicaid (105
to 606 billions of dollars in savings), followed by reducing tax preferences for employment based health
insurance (240 to 537), increasing premiums for parts b and d of Medicare (287), converting medicate to a
premium support system (22 to 275), adding a “public Plan” to the health insurance exchanges (158). CBO also
suggest 36 options to increase revenue.

While some of those recommendations are already being implemented in one or other way (for example
reducing military size and developing chained CPI, that presumes that people choose less expensive substitutes
in inflationary environment), and other recommendations present a moral dilemma-how much of social security
net must be provided to low-income people and whose responsibility is that, we are still left with entitlement
systems that cannot be fixed by half measures and constant unfair adjustments. Like in the case of decreasing
benefits by 15 percent to new beneficiaries without consideration of how much fairness compared to past
beneficiaries there is, which contradicts the nature of capitalism, where individual efforts and investments are
rewarded accordingly, assuming that benefits like taxes are subjects to a free change whenever it is convenient
for mostly political reasons, depending on what issue is pressuring at the moment.

CBO projects noticeable rise in federal spending relative to the size of the economy because of growth in few
largest programs (along with growing interest cost): Social Security and healthcare programs (Medicaid,
Medicare, the Children’s Health Insurance Program, subsidies for health insurance purchased through the
exchanges created under the Affordable Care Act). And once again, the aging of the population will be the key
driver of spending over the next 25 years.

Because of unsustainability Social Security and Medicare present double burden-for government that needs to
find a way to reduce debt and people who will have to pay for governmental neglect paying higher taxes and
receiving lower benefits.

Sylvester Schnieber (2012) explains specifically what drove Social Security costs so high: first, ratio of average
benefits paid to the recipients and to the average covered earnings of workers paying the payroll taxes; secondly,
the ratio of number of beneficiaries to the number of workers supporting the system with their payroll taxes (pp.
16-17). He points out that if the design of Social Security is proper then there will be relationship between
earnings subject to payroll tax and benefits paid to retirees. Demographic and retirement behavior should also be
studied in order to achieve proper design of the system.

Eugene Steuerle (2014), Institute Fellow and Richard B. Fischer Chair, Urban Institute, in his testimony House
Ways and Means subcommittee on Social Security, propose, “Social Security reform is inevitable because of its
imbalances” (p. 9). He points out for example that every expansion of the elderly support system requires shorter
higher tax contribution time frame for older workers, while the youngest will contribute at that higher rate their
entire working lives.

CBO (2010) suggested different options how the long run sustainability of Social Security can be achieved
through combination of raising taxes and cutting benefits. Those options fall into five major categories: increases
in the Social Security payroll tax, reductions in people's initial benefits, increases in benefits for low earners,
increases in the full retirement age, and reductions in the cost-of-living adjustments that are applied to continuing
benefits.

In its budget overlook CBO (2014) warns: “Unless substantial changes are made to the major health care
programs and Social Security, spending for those programs will equal a much larger percentage of GDP in the
future than it has in the past” (p. 5).

Such half measures were implemented in 1983 when Social Security faced a financing problem. Under 1983
amendments to Social Security, followed by National Commission on Social Security Reform endorsed by
Ronald Reagan, the tax rates were increased, retirement age was raised, and up to one-half of Social Security
benefits were made a potentially taxable income (“Social Security Amendments of 1983-Signed on April 20,
1983,” n. d.). Recommendation was made that: “The members of the National Commission believe that the
Congress, in its deliberations on financing proposals, should not alter the fundamental structure of the Social
Security program or undermine its fundamental principles” (“1983 Greenspan Commission on Social Security
Reform,” n. d.). However, as concluded earlier, such fundamental principles will not be able to sustain Social
Security system. As prognosed by CBO-Social Security surplus will be over soon, and from there on there will
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be an ever growing deficit considering the system remains the same.
4. Discussion

Today, the debate over Social Security reform does not come down to actually choosing different options and
designs of the system. The biggest problem is proving the necessity of the reform. There is a common belief that
Social Security reform is not needed because it does not influence American debt. Such belief is a
misconception.

The gross national debt of United States has reached 17,682,532 millions of dollars as of August 2014, out of
which 12,671,326 is held by the public (“Treasury Direct,” n. d.). Public debt is almost equally divided between
foreign investors and other non-federal entities (Federal Reserve System, individuals, corporations, private
pensions, banks, insurance companies, state and local governments, etc.) (Agresti, 2011). Of the money owed to
foreign investors, the largest are in China and Japan (1,268.4 and 1,219.5 billions of dollars respectively) (United
States Treasury Department, 2014). A very popular statement proposing to reduce deficit by «stopping trading
with China» is actually a misleading one, considering that the amount is not as big compared to domestic
creditors. In addition, many countries (including China, Japan, Russia, etc.) keep increasing holdings in
American debt because U.S. security remains to be few of the most financially stable investments. China's
economic growth is highly dependent on U.S. dollar as a currency of some of its substantial cash reserves.

The rest of gross national debt, roughly 5 trillion dollars is debt owed to federal entities (so called
Intergovernmental Holdings, IH), half of which includes Medicare, military retirement, civil service retirement
and disability, DoD retiree healthcare (Agresti, 2011). Other half includes Social Security Trust Funds.

Thus America owes most of its debt to itself and its residents (both public debt and IH).

The controversy starts with understanding of IH as entitlement programs trust funds, like Social Security trust
funds, that accumulate surplus (as discussed earlier) and thus cannot contribute to the deficit. This understanding
is correct; however it does not end there. The reason why IH owns debt is that in the past of surplus of
entitlement programs, that very same surplus was used to cover part of the gross national debt, meaning that
government borrowed the surplus.

Few important explanations made by Congressional Research Service will clarify. First: the tax revenues are
deposited into the U.S. Treasury and are indistinguishable from revenues that come from other sources, “because
the assets held by the trust fund are federal government securities, the trust fund balance represents the amount
of money owed to the Social Security trust fund by the general fund of the U.S. Treasury. Funds needed to pay
Social Security benefits and administrative expenses come from the redemption or sale of federal government
securities held by the trust fund.” (Nuschler & Sidor, 2014, p. 1) Second: “When the Social Security trust fund
operates with a cash flow deficit, the Treasury can continue to pay benefits at levels scheduled under current law
as long as the accumulated balance in the Social Security trust fund is sufficient to cover the cost...When current
revenues are not sufficient to pay benefits, however, the U.S. government must raise the funds necessary to
honor the redemption of U.S. government obligations held by the Social Security trust fund as they are needed to
pay benefits. If there are no surplus governmental receipts, the U.S. government may raise the necessary funds
by increasing taxes or other income, reducing other spending, borrowing from the public (i.e., replacing bonds
held by the trust fund with bonds held by the public), or some combination of these measures.” (Nuschler &
Sidor, 2014, p. 9)

Thus, when accumulated balance of Social Security trust fund will be exhausted, as predicted by CBO, in order
to sustain the Social Security benefits, the government will need to borrow from public, and as explained by
Congressional Research Service, replace IH debt with debt held by public, which makes American entitlement
programs (including Social Security) reform a higher priority in avoiding growing American debt because as
explained in previous chapter Social Security program cannot sustain itself in a long term.

In its most recent long term recent outlook, CBO projects that by 2039 federal spending would increase to 26
percent (if laws remain unchanged): federal spending for Social Security and the government’s major health care
programs will rise to a total of 14 percent of GDP (mostly because of aging of the population, growing spending
and expansion of healthcare); government interest payments will grow because federal debt will be larger;
spending on everything other that Social Security, healthcare, and net interest payment, will decline 7 percent of
GDP by 2039 (smaller share of the economy than at any time since the late 1930s) (CBO, 2014). Overall, by
2039 public debt held by public will exceed 100 percent of GDP, level seen only once before in history of United
Stared-after Second World War.

Gregory Mankiw points out that throughout history the primary reason for fluctuations in government debt was
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war, however one large increase in debt (as percentage of GDP) not explained by war the increase that occurred
when President Ronald Reagan took the office in 1981, who was envisioned smaller government and lower taxes
(Mankiw, 2008a). As Mankiw points out, “yet he found cutting government spending to be more difficult
politically than cutting taxes”. This statement also applies to today's situation, as no political party is willing to
make necessary but politically unpopular adjustments.

Percentage of Gross Domestic Product
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Figure 3. Debt held by the public, total spending, and total revenues, through 2089 (CBO, 2014)

Mankiw also believes that some of the main reasons for rise in spending are Social Security and rising cost of
healthcare, such as Medicare and Medicaid (Mankiw, 2008b). Social Security and Medicare provide significant
benefits for the elderly population, which grows because of the increased life expectancy, meaning fewer
workers to pay taxes that elderly population receives as benefits. Proving Medicare for elderly and Medicaid for
poor will force spending increase as the cost of healthcare increases (mainly including new expensive medical
advances that extend and improve life).

As most industrial countries U.S. have a substantial debt, its amount essentially does not play as big of a role as a
debt-to-GDP ratio. Though as of today this ratio is not as gruesome when it comes to debt in percent of GDP (for
example, Japan, Germany, U.K. stay way ahead), it sure will rise if measures are not implemented.

In the past 30 years national debt rose so dramatically as it has not done in previous 200 years of United State
history.

One of the most serious reasons to worry about U.S. deficit is its consistency. When unexpected events like war
or recession happen-it is natural for government to fall into deficit. However, if the deficit is consistent and the
debt is growing it means real dangers for economy and country as a whole: large deficit poses a risk especially in
the case of a long-term threat because it becomes less flexible in case it needs to respond to unforeseen events;
high deficit over a long time frame can slow economic growth, slowing down the investments, harming nations
credit, and creating uncertainty; debt can virtually consume the entire nation-interest payments can outgrow
nation's total income and debt can start growing faster than economy as a whole, in order to keep up with that
government will need to raise taxes and cut spending, and as the result decreased living standards.

Speaking of fiscal sustainability at the first meeting of National Commission on Fiscal Responsibility and
Reform, Ben Bernarke (2010), who served as chairman of the Federal Reserve, in 2010, acknowledged that even
though “projected fiscal imbalances associated with the Social Security system are notably smaller than those for
federal health programs, they still are significant and thus present an important challenge for policy.”

5. Conclusions

Governmental fiscal health is a complex topic that cannot be fixed by a single measure. With an undergoing
healthcare reform there is a clear understanding that some of the American entitlement programs cannot continue
as they are-substantial change must be made. One of those programs is Social Security. The current design of
Social Security is projected not to be as functional as originally presumed. All the claims that Social Security
would not add to the public debt, are essentially misleading, and if government will not get those long-term
entitlement spending under control, the American debt will keep growing without public even knowing about it,
paying all their attention unproportionally to the significance of trading with china or defense budget. As argued
in the article, while the overall governmental spending are excepted to decrease, Social Security and healthcare
spending are expected to increase, sabotaging economy of United Sates by imposing debt potentially larger than
country’s GDP. In the same time, half-measures, already implemented before, will still keep on failing to sustain
the system for one reason or another-whether it is a nonfunctional formula, nonfunctional trust fund, or increased
authority of government over peoples retirement savings. At this point there are essentially two solutions if the
basic design of Social Security remains the same: raising taxes, that will slow down the economy even more, or
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decreasing benefits thus exposing millions of older and disable people to a poverty. Since the burden most likely
will shift towards future generations, social security net will become a major source of injustice in United States.
The recession already brought a lot of stress on population, especially younger people entering the workforce. It
is highly likely that more stress will be brought on younger Americans in trying to sustain Social Security. Social
security is based on the assumption that most people cannot take care of themselves, which is a fair assumption.
However Social Security system must be designed with better adjustment to current situation, like life
expectancy, more appropriate calculation of benefits, creating more professional investment tools for private
pensions, developing pension hybrids that assume that individual can take the responsibility for him or herself, in
addition-maybe even changing qualification standards for disability insurance. In any way, there must be
significant changes made, either Republican or Democratic party must compromise and both take responsibility
for very unpopular political decision that will make a lot of people angry, but that will break a vicious cycle
giving some room for long term economic growth in future. Today it is morally more beneficial to talk about
providing safety net for lower income families and increasing benefits for elderly, however it is also extremely
important to protect younger generation who is already struggling in a highly competitive job market, from
higher burden of taxes, because this will lead economy to a bigger recession, which in a big Figure will make a
big consequences.

Analyzing what drove countries to their peak and their fall, Paul Kennedy (1987) in his book “The Rise and Fall
of Great Powers» points out that ultimately even though history of international affairs has been too frequently a
history of warfare “...the differentiated pace of economic growth among the Great Powers ensures that they will
go on, rising and falling, relative to each other” (p. 537).
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