HNHE

Bt = AN AN N i
AT R N

ED 053 271

AUTHOR
TITLE

INSTITUTION
REPORT NO
PUB DATE

NOTE
AVAYLABLE FROY

EDRS PRICE
DESCRIPTORS
IDENTIFIERS

ABESTRACT

YA G v g by om0 YR st 8 TN N S, RS S S Ty s | e o s e § Y g o T e T LT

DOCUMENT RESUME
VT 010 890

Vroman, Wayne G.

Macroeconomic Effects of Social Insurance on
Aggregate Demand.

Social Security Administration (DHEW), Washington,
D.C. Office of Research and Statistics.
Staff-pPap-2

Jul 69

102p.

Office of Research and Statistics, Social Security
Administration, Baltimore, Maryland 21235

EDRS Price NF-$0.65 HC-$6.58 _

Charts, *Economic Research, *Insurance Progranms,
*)lder Adults, Tables (Data), *Unemployment Insurance
Aggregate Demand, Macroeconomics, *Social Security

The great changes in social security laws which have

taken place in the United States since World War II and the
likelihood that others will take place in the future make it
important to understand what effects these changes have on the rest
of the economy. This study, adapted from the author's 1967
dissertation at the University of Michigan, focuses on the
macroeconomic aspects of both 01ld Age, Survivors, Dbisability, and
Health Insurance and State Unemployment Insurance. Its purpose is to
assess how chznges in contribution rates,: the taxable maximuin per
employee, and the level of benefits affect the level and stability of
aggregate demand. It was found that changes in contribution rates
exert a sizeable effect on real GNP and prices, and that social
insurance lends considerable stability to demand in the economy. (BC)

.




ED053271

Macroeconomic Effects
~of Social Insurance
on Aggregate Demand

.U.S. DEPARTMENT OF HEALTH, EDUCATION, AND WELFARE
Social Security Administration
Office of Research and Statistics
Staff Paper No, 2

D )

{
i
i
!

[P




AU VA AN R RGN A ) BN 2 PR AN g i iy

MACROECONOMIC EFFECTS OF SOCIAL INSURANCE
ON AGGREGATE DEMAND

By Wayne G. Vroman

" U.S. DEPARTMENT OF HEALTH, EDUCATION
. & WELFARE
. OFFICE OF EDUCATION .
~THIS DOCUMENT HAS BEEN REPRODUCED
EXACTLY AS RECEIVED FROM THE PERSON OR
' ORGANIZATION ORIGINATING IT. POINTS OF
.- VIEW OR OPINIONS STATED OO NOT NECES-
) SARILY REPRESENT OFFICIA L OFFICE OF EDU-
-CATION POSITION OR POLICY. .

U S DEPARTMENT OF HEALTH EDUCATION AND WELFARE
- Social Secunty Admmlstratlon .
Ofﬁce of Research and Statnstncs -
Staff Paper No 2 N

v 3o S

e o s




fa

PRI SR
FEAM NGO AL L $terat i b b s S

NOTE

- The great changes in social security laws which have taken place in
the United States since World War II and the likelihood of others to take
place in the future make it important to understand what effects these
changes have on the rest of the economy. This study, adapted from the
author's 1967 dissertation at the University of Michigan, focuses on the
macroeconomic aspects of both OASDHI and State Unemployment Insurance. Its
purpose is to assess how changes in contribution rates, the taxable maximum
per employee, and the level of benefits affect the level and stabillty of
aggregate demand. While the conclusions are the author's own, the findings
have significance both for Soc1al Secnrlty Admlnlstrat1on research and for
other students of social insurance. We are pleased to present the study as an
ORS Staff Paper. Similar studies employing this technique of analysis give
promise of increasing further our knowledge on how social insurance influences

the economy. The author, for example, is currently working on a study of how

'OASDHI affects retirement ‘decisions of older workers..

Mr. Vroman, who is on the staff of the Economio'and Long-Range Studies
Div1sion, acknowledges the help of ‘many pe0ple in the completion of his study.
He spec1fically w1shes to acknowledge the ass1stance of Dan1el B. Suits, the
chairman of his dissertation'committee and the other members, Locke Anderson,

Phil Booth, and Robln‘BarIOWf-

~.Ida C. Merriam
Assistant Comm1ss1oner for
‘Research and Statistics
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'CHAPTIER 1

INTRODUCTION AND CONCLUSIONS

Social insurunce programs have been growing and will continue to
grow in importaance in the U, S. economy.l Contributions for social
insurance, for example, rose from 2.4 percent of GN¥ in 1947 to 4.3 per-
cent in 1965. Over the same period the percentage of the population
sixty-five and older drawing benefits under COld-Age, Survivors, Disa-
bility, and Health Insurance (OASDHI) rose from 6.4 to 52.2. Large
changes such as these are interesting in themselves. They indicate that
our society is'increasingly‘rélying on government programs to provide
economic security. The programivhich‘best’i11ustrates this trend is
OASDHI. Originally it was désignedftojprovide”retirement andfsurvivor
benefits for most employees in: the nona 1tura1' privateisector‘of"
the economy. Since 1950 there have ‘been a number of major changes in

the program which have broadened its coverage in many ways._-Not only’

were more persons (agricultural and state and local government employees

;and the self-employed) brought under coverage but a1so the scope of the

-program was broadened to give protection against other threats to
heconomic-security. Disabled persons were covered by the program starting
in 1957 and in 1965 provisi0ns to. cover the hospita1 and medical costs ..

of the aged were enacted Although the expansion in the scope and
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se but rathrr some of its effects on the rest of the economy.

Our objectiye in this-dissertation is to study some of the macro-
economic effects of social lnsurance‘ Changes'.in ‘programs such as
OASDHI have effects on aggregate. demand, costs and'prices,'and~tne-labor
supply of older workers. 'we.ﬁtii estimate»the‘slae or;thesebeffects,

In Chapters, II and'lII.we-examine how social insurance .affects aggregate
demand:b-Chaoter II,firs;Adeseribes.the;way-the'orograms:aregfinanced,v
and, then, the links‘between@thisﬁfinancing;and the;rest of,theieconomy.
Next,Ain'Chaoter¢IIItwe'emgloi,the;UniverSity‘oflMiohigan'Eeonometrio:Model
of the Uoo. Economy to.estimate:how much,socialrinsurance=affects;the;
level and stabllity of aggregate demand in the economy.,‘

We find:. (1) Changes in: soc1al **surance contributions .and . .
‘transfer payments of the size of the 1965:Amendments-to the‘Social“Seoue
rity Act exert a sizeable effect on real GNP. and- prices. We estimate

 that prov1sions of the 1965 act. raised real: GNP by $2.7 billion in 1965
but lowered it by $3 6 billion in 1966..-(2) SOc1a1»1nsurance, espe-
~cially the transfer payments of State Unemployment Insurance, lends
bcons1derable stab111ty to demand in the economy.. We: estlmate that the

presence,of.social%;nsurance.lnﬁthe,eeonomyareduces}the“impact,¢or;one¢.

~ year, multipiier of government expenditures .on rreal GNP ‘from 2.50 to 2.02.

1A good d1scussion of the maJor aspects of socia 1nsurance pro- '
:grams, :particularly. OASDHI and ‘how. the: programs: interrelate can ‘be found’

. in: Robert J.. Myers, Social Insurance and Allied Government Programs

' (Homewood Illinois: lRichard:D. Irwin,,Inc., 1965) 3 .




CHAPTER II
‘SOCTAL "INSURANCE IN: THE U’, S.. ECONOMY

The purpose of this chapter is twofold: (1) .to .describe the:
gocial ‘insurance sector -of the U. S. economy; and (2) to show how

social.insurance relates tosthe rest of the economy. 1In this second

* part we will demonstrate how social insurance .contributions and trans-

fer payments are related to the level and composition of consumer

demands,;costs.of production, and prices. -

A. }ThefSocialTInsurancersector of‘thefEconomv-

There~are in the U. S. economy a number of social insurance pro-

grams.. They have been instituted to protect defined groups ‘of workers

and in some instances, their dependents as. well from the threats to

’ economic'security posed by disabling accidents, unemployment, and old
aage., The most’ important of . these programs<ane Old-Age, Survivors, Dis-
jidbi‘ity,andsﬂealth Insurance (OASDHI), State Unemp10yment Insurance
o (State UI), the Federal Employee Retirement systems, the Railroad
‘}irjRetirement system* and retirement systems for State - and local government
,}emponees.. Theserprograms all operate in roaghly the ‘same way - ‘Persons
'ffi'become eligible for benefits after employment under-the program for a pre-

“scribed minimum period of time. gWhile in*employment the employer

f__ll as the employee, is required to make contributions based on current
o earnings to a specified trust fund When a worker becomes eligible to

't{receive’benefﬁt payments from:the program, the payments are made from'
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the trust fund. Under each program covered employees and employers are
required to make contributions which’are the ultimate source of the
transfer payments received'by the beneficiaries of the programs. A
large number pay small: amounts to insure themselves against a complete
loss of income at some future time because of disability, unemployment,

or old-age.

The annual change in the trust.fundbof-a'social;insurance~program~

can be-summarizediin.the.following-way:

(I1-1) TF - frr_-l? *;";SI.r + ST + 1&- - Xo-Z

where |
TF = thebsiae of the program's trust fundﬁat”the.end.of;the<year-
SL. = employer contributions' |

' SIe = employee contributions

- I¥ = interest income from the financial assets ‘of ‘the trust fund :

X = transfer;payments to beneficiariesiof-the‘program‘-'

Z = administrative expenses

. The.size:of 1he trust fund at a given time is: the amount of assets cur= -
i rently available to; cover future benefit payments and administrative
E hexpenses. It represents the net amount by which inpayments (contribu-f

u”tions plus interest income) have exceeded outpayments (transfers to

'beneficiaries plus administrative expenses) since the program was '

.=Qfounded The trust fund will grow in any year when irpayments exceed

’tff7outpayments.

Sandiletale e S S DS DAL T TSN DT
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1. OASDHI

Equation (II-2) summar izes the trust fund activities of the entire

OASDHI system.

. (11-2) % = % + 512 4 512 4+ s10A 4 510 4 y®
: - rp ro Ve - Tge ¢

O % el

where :
TFOA = the size at the end of : the year of all: trust fundsa:o
' associated with QASDHI Before 1956 this is the old-age
~-andﬁsurvivors-insurance'trust~fund “For yearsvsince.1956ts

the disability insurance ‘trust: fund is added. ‘The hos~-:

‘vpital ‘insurance trust fund would be added for all years -

after '1965.:

SIrp’= private e’mplnoyeri~contributions- for OASDHI
CA

SIro = State and local,government and armed forces c0ntributions

*7SIQAf= contributions by employees of - private employers, State and

:.jlocal government employees, and armed forces personnel

VSIS:_s'contributiOns by se1f-employed persons.:: :

1,:XOA =_tota1 QASDHI transfer payments.‘

’_»ZOA’é»administrative expenses.-=‘:'

uEiﬁeﬁfinancial interchange with: he Rai1road Retirement account.d

Table II 1 shows each of thﬂhhlements in (II-2) for the years

o ’::?’:1950 through‘: 1965. E ""/.oyer contrib "v'tions.. are: separated 1nto two ST
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categories because the responses of private employers to the necessity
to make contributions arerprobably much different from those of State
and local governments and the armed forces.

The financial'interchanée is a special'transaction that was first
instituted after railroad employees were brought under OASDHI coverage

in 1957. 1Its purpose is to place the OASDHI trust funds "in the same .

financial position they would have held if there had never been a

separate Railroad Retirement1program."zxiFrom Table II-1, columns 7, 9

and 10, we can see that year to.year:changes-in:interest income (IY ),
administrative expenses (Z?A)“and:the financial-interchange (F1) are
small” being no more than $.2 billion.between any two consecutive years.

Changes in transfer payments and contributions account for nearly all of

" the annual changes in the- size of the combined. OASDHI trust fund

(a) OASDHI- Transfer Payments
Annual transfer payments from the OASDHI trust fund depend on both

the number of'beneficiaries_andethe size ofvaverage,mOnthly benefits.

f This can be stated as:. . .
(11 3) . x°A-'.=__'12_.t,;AMB?‘f'-‘,';{.oQ‘,;*w
o 3% - annual OASDHI transfer .payments. n
1QAHAMBQA a average monthly benefits of QASDHI beneficiaries.ﬂ
.--:.,:;,.QQA = the number of monthly OASDHI beneficiaries. T
The observed increase in OASDHI benefits from l 0 billion in 1950 to 18 l

billion in 1965 (see column 8 of Table II l) was due to large increases

e L.

: 2Robert J Myers, SOcial Insurance and Allied Government Progg
(Homewood Illinois., Richard D Irwi Inc., 1965), P.. 75.v,_». AR
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in the scope of the program which resulted in large increases in both the
size of average monthly benefits and the number of monthly beneficiaries.
During these 16 years average monthly benefits inCreased from $26. 39'to

$7& 34, while the number- of monthly beneficiaries increased Erom 3 01

rto 20 25 milli0n persons., (Appendix B-1 shows both of these:for the

'fl950-l96b period.) Average benefits rose rapidlyhinjyears;like l95l,
1953, 1955, 1959, and 1965 when amendments to’ the. 'sq;m Security Act
,btincreased the'sizeiof basic benefits. The number?of;beneficiaries'grew

:at even a faster rate in this period, partly because the population of

older people was steadily growing, and partly because legislative amend-

'ments eased eligibility requirements, lowered the retirement age extended
:coverage to more workers, and brought disabled pers0ns under coverage. -
;The increase was from 3 milli0n persons in 1950 to 20 million in 1965

";'(b) Employer ‘and Employee Contributions to OASDHI

Employer and employec contributions 61, OA s:gﬁ,‘ and s1°A in

| v(II-2)) can be explained by relationships of the following form
= (n 4) ST = oevw "

'3f,where

a - the OASDHI c0ntribution rate

ﬁ = the ratio of taxable wages and salaries to covered wages and _ }’

salaries, i e.,_taxable plus nontaxable wages and salaries

o




& gnd Y change when legislation raise8>contributionfrates and increases
OASDHI coverage among the labor force. The*contribution rate vaS'in;
creased a number of times, rising from 1-1/2 percent in 1950 to 3 5/8
pertent ln 1965. Y in the private non- farm sector of the economy also”;
increased but not greatly, because already in 1950 about 90 percent of
wages and salaries ‘were covered by OASDHI In recent years it has -
'stabilized at about 96 percent of a11 private, non-farm wages and:
'salaries; S ‘v o i .“ | _; ) '.
- B changes not only with legislation, which periodically has raised

- BT

'the maximum taxable wages per covered employee, but also as a result of

the growth in covered wages and salaries. The definition of B is h o

Wy
-
WC :

| Cop
(11-5) '

| VWoy = vages and salaries taxsble under OASDHI . .

?~Wgé.i:wagesgand:salariesicOvered7by10ASDHI :"”"'55': |

‘7"Dividing the numerator and the denOminator of (II 5) by covered employ-f

| ment yields a second Wﬂy °f expressing Bf namedﬁcfd

i ._”,7_: OA o
~”(II 6) =F TX/EC




‘.Iwages and salaries, -

10
B
(11-7) B € €
| B, oA T oA
» Tt ey c
-1 %1

We can see from (11~ 7) that in order to explain year-to year changes in
B we have to explain changes in average covered wages and in average
taxable wages. | o
Awerage covered.wages cont1nuously rise from‘one year to the next

. but the amount of the increase depends upon changes in the state of |
aggregate demand The lOng-run increase in average wages is basically
due to the growth of productivity in the economy When the economy
goes into a recession, however, this temporarily reduces the growth in:
average wages below the trend rate of increase | Conversely, when the .-
»economy moves back towards full employment average wages increase more
.rapidly than their long-run trend. B

"~ Yearly increases in_taxable wages depend upon two:factora: changes
in covered'wages,vand changes in"the asiimam'ta#ablé*ﬁages'ﬁer employee.
.The taxable maximum was increased three different times: between l950
-and 1965 and then again in 1966 to a level of $6600 per person.i Each s

‘ time this maximum is increased it causes B to increase Recent work by

:Michael Resnick of the Social Security Administration gives estimates of

'.-the percent of covered earnings taxable under different taxable maximums’

' for the years l950-l964. : We will use this source to estimate how much

' *3Michael Resnick "Annual Earnings and Taxable Maximum Under B

'j"OAanI "' ‘Social Security: Bulietin,”XXIX, (November; 1966), p. 39. =
f:Resnick's ‘data’‘covers all’ earnings, self-employed earnings ‘as well as’
Since the bulk of covered earnings are wages and
" salaries,’ about 90 percent ‘of the total in. l965 his ‘calculations show
'“primarily the percent of wages and salaries taxable under the different

ﬂi?f‘ taxable maximums.‘ “-,,_

¢
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taxable wages rise when the taxable maximum is raised.

Taxable wages also increase when covered wages-increase. Because
there is an upper limit to taxable wages, however;fcaxablegwages do not
rise as rapidly as covered wages. Furthermore, as.covered wages
continue to rise by equal amounts, smaller and smaller fractions of
each successive increase are'taxabie as increasinglv"moreﬂof the increases
_ go"eo’oerQOns whose earnings are a1readv'above’the]caxable makimumf
Figure II 1 depicts the relationship between average taxable wages,
average covered wages,'and the tamable maximum.v When average covered
wages rise frOm ch) to (WC)1 average taxable wages also rise (from
CWTX)O to (wa) ), but by a sma11er amount. Thus, B] in Figure 1I- 1 is
smaller than BO' We can a1so see from Figure 1I- 1 that as average ’
covered wages continue to increase by equal amounts’the successive

increases in average taxable wages become smaller. We'can-approximate

'Eigure II-1. " Average Wages and Average Taxable Wages.

Wiy (Average Taxable Wage)
™

;—'(Maximum Taxable Wages per Employee)

iy

Wages)

T e T et o g A R e

(Average Covered'
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this nonlinear responsé in the following way

Aw'°A = A(m

A A-OA
X

W

(11-8) Wrx).y Mg

where

™ = the taxable.maximumf
The re1ationshipwrepresentedgin_(lI-Q),is;nonlinear and_the:response_off
averageutaxablegwagesnto_increasesyiniaverage.coveredkwageslapproaches .
zero as»averagehtaxable_wages_approachkthe,taxable maximum. Xl in (II-&)
can be estimated from the-Resnick article._ For. example with a $4800

taxable maximum we._ found the following relation over the 1956 1964

period.4 L B S S
(ar-9) Aﬁg‘;{ - _-,o125 + 370(4 8 - 'rx) lAﬁgé.
Rz - 942
GU"F .0074 o

This regression yielded a'very”close'fit.‘ The standard error of - the

-:estimated change in average taxable earnings was $7 40.fm'ﬁv_d"

Knowing how taxab1e wages respond to changes in covered wages»

_-and to changes in the taxable max um, we can explain year to year
“changes in- B by. using (II 7) All we. need to know is how much average
?covered wages rose and whether or not the taxable maximum was increased._

'Using what we know about the determinants of'B,‘along with a and Y

'viwhich are 1egislatively determined .wetcan employ (II 4) to link

"';iemployer and employee contributions for QASDHI directly to wage and

4Our estimates of average taxable and average cover .Earnings

,‘,;fwere obtained by dividing earnings by annual covered employment ‘rather
.. than- by the number of covered employees which is what appears in his

ables.
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-salary payments,

' ‘Between 1950 and 1955 employer and employee'contributions for
OASDHI grew'very'rapidly;‘ Adding together  columns ‘3, 4“and'5‘of Table
I1-1, we note that they increased from $2.6 billion in 1950 to $16.4
billion in 1965. We can employ (11-4) to specifyifour:causes of such.a
large increase’ in contributions: (i) a‘-vthe“contributionfrate'for
both workers .and employers - increased- from 1-1/2: percent in 1950 to
3-5/8 percenttin 1965;-(ii)»”B-h*the'ratiO'of'taxable:tovcovered'wages-
and-salarieSﬂifdid”not decrease*greatlyfin(rhisiperiodﬁdeSpite"a”large”'
rise‘in“averagevcovered*wagesfand'salaries;itThis is.becauseithe«takéz“

.able maximum was- increased by $600 in 1951 1955 ‘and 1959 Thusgbit' .
although B declined the decrease in the private,‘non-farm sector was -
5only from .797 to 7423 (iii) Y.-'the ratio of “overed to’ total wages
and sa1aries-- increased by a small amount in the private ‘sector’ during
the period rising from .903 in 1950 to 958 in 1965.v In ‘the - government
:fsector of the economy, however, coverage expanded markedly. No govern---E
‘ment employees were covered by OASDHI in’ l950.v By 1965 about 1/8 cf

‘ all OASDHI contributions were based on wages earned by State and local

”’-government employees and armed forces personnel Since employment by

R and 4’ in Table 1I:1

'?>State and local governmenta has been growing particularly rapidly,.

f contributions from this source will become increasingly 1arge relative

‘rj.to total contributions.igThis can be seen clearly by;compariug columns -

(iv) W_- wages and salaries - the base upon

pifiwhicrﬂ mployerlandvemployee contributions rest;rose rapidly in both thef'

"'?private and government sectors betwee‘ 195 ‘and l965{: For example,!ﬁwv.i

'5igAppendix B:'Table B-l;ahows tha‘fprivate, nOnfdarm'bages and salaries
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grew £com 121,62 billion to 286;45.bi11ion»durihg=this.16,year-period.
All ziour of:the,Fgctc: in. (II~4) were important determinants of the
large observed increase in‘OASDHI' contributions by employers and' employ-
ees. | |
(c) . Self-Employed Contributions for .OASDHI
Seif-employed3persons;were,first‘coveredrby OASDHi in 1951,
Persons cove:ediby;QASDHIﬂwere:permittedﬂto makeuthein-contributions“
'in April of the year'following the accrual of: their tax Iihbilitya
Consequently,:eelf-employedfcontributionSn(column 7 of. Table: IT-1) were
firs;_made.inf1952. \The‘observedicontribucions;forneach.yearwareﬂbased;
on‘thé previousﬂyear'égtaxable-netﬂincome=of}covereduself-employedﬁ
persons.
Except for thellangetween=accrua1iand;actoal:éaymentg_sedfeemployed
coﬁtributions-for:OASDHIhare determinedain the;same manner.:as .contri-

butions by“employers and:employees.';The;exactirelatiqnfiSv‘
0A

(II-10) - - sisé;g_a!s-y) Y.

ot = thef¢°“ttib“ti°n%rate,fo?:se1£;employedxpeF§9ns33v
8" = the atio of taxable o cotal net incoméofl self-employed:
}éefsonsafcovefed-bmeAsDﬁIe“_ -
Y,'=lthé:rafi°"“et'i“°°ﬁ°5°°vered%byLOASDHI<coecocaimnac:1hcomee
o of .self- employed persons:

'LPY = net; income -of . self-employed persons (pr0prietor st income)

The contribution rate Ga') -and’ the;ratio of ~coveredito: ‘total" proprietor s-
- fincome \Y') are . set?by OASDHI legislation. TheutatiOrofrtaxeble»torA'-‘
| covered'proprietorwséincomeh(B i depends both upon legislabion which

“de*ermines ‘the size of the taxable maximum, and the aver;ue net income .

R A
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"of'the»self-employed} al, B! ande"for>the,non-farm.sector of the E

economy’ are: shown .in.Appendix. B' for the: years. 1950-1965.

'In,period3"whenLthewtaxable maximum is ‘held constant there is a . f——;
non-linear relation between taxable and -covered :proprietors' income ? |
.8imilar to the one.for wage and salary income .depicted in Figure II-1,
‘Because the taxsable maximum poses: an ‘upper limit to .average taxable
‘met :income, the latter ‘increases 'by.smaller and smaller  amounts for-
:equal ‘successive increases:‘in:the net income of self-employed persons.
For@nonrfarm~self%employedfpersonsvthe following relation was observed -
over- the 'years 1960-1965:

(IF11)  Bpyy, = -:i0132+ .202 [4.8 - py,rx] 18Py,

(.049)

W=t67

N : : ‘ S : : i

| UUf=..0d49- D : o }

where o o ‘ - )
| E}Tx-= average taxable net income - of non-farm se1f-employed
. persons covered by OASDHI
;}?d =: average net income of non- farm self—employed persons N

‘ covered by OASDHI “ ‘ ‘
The- slope coefficient in (II-11) is much smaller than in (II 9), .‘
compared to .370 This is reasonable since the income distribution of
<seli-employed persons is 1ess equal than that of wage and salary workers.

*Hence, for*sebﬁ-employed pensons more of the increments to income go

itos people a1rEady”earning above»the taxable maximum.
Al second ‘contrast: between (II 9) and (II 11) is that there is much’

‘more: unexplained variation'in the changes in taxable proprietors incomeoa

_IThe standard ‘error of.: estimate is: $34 90'in this_case compared to $7 40

29
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for the estimated. changes in~average taxable earnings;f'While'thereoarea
these two contrasts,:the{relationship“'between taxable income and
covered.income-isjbasically the same for seIf-employed'persons'as:it is
for wage-and‘salary workers.
(d). The Overall Size of OASDHI Trust Funds |
‘Having examined the different components of (II-2) it is useful -
to make_one;observation.about_thevrecent.overall'behavior of the;combined
OASDHI,trust fund.“~AIthough-both;contributions'and transfer.paymentsu-
grew.rapidlyﬂhetweenM1950.and;I965, thegoverall'size.oflthe'combined,uv
OASDHI'trust fund did not change much after 1954"(see}columnf2@of Table
II-1).‘ It remained at$a.1eve1 ofbaboutk$20 bilIion.v This means that
benefit payments in any year are essentialiy heing‘financed by contri-
butions made in the same year. It also means that“nhen the size of‘
benefit payments was. enlarged as in 1955 and. 1959, there was a matching
-increase in c0ntributions. Increasing both contributions and transfers
-alters the distribution of income in the ec0nomy from those ourrently
at work to people who are for the most part out of the 1abo: force. .
Such a redistribution cou1d have effects on the eve1 and composition
. of 3ggregate demand if the spending patterns of those belng taxed
differ from those receiving transfer payments. We will 1ater (Chapter
III section B-l) assess the size of these effects.‘ | | |

‘ é;i State Unemgloyment Insurance

The financial operations of the State Unemployment Insurance
li*trust fund are summarized as follows"hv B o |
"'UI UI 1 UI 3 UI*"”

;
PR
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where

TFUI = the size of the State UI trust funds at the end of the year.

SIgI = emp10yer contributions for State UI

ol _ IYUI = interest income of the State UI trust fund.

xU?'; State ﬁl transfer payments;

The size of the trust fund is determined both by:inpayments (employer
contributions plus interest income)‘andvoutpayments (transfers'to State
U1 beneficiaries).urTheitrust fund'will“grow‘inéthose yearsfwhen inpay~
ments exceed outpayments. Comparing (II 12) with (1I1- 2) reveals two
differences between the financial operations of State Ul and QASDHI

i) Contributions for State Ul are.made only by employers; not by

emp loyers and.employees.S ii) ‘Administrative'expenses of the State UL
'ayatembare not met by:uithdrawals from the trustifund. Instead,theyix‘
are financed by a special tax, theiFederaliUnemployment Tax. Table
1I-2 shows each of the elements in (II-lZ) for the years l950-l965.
Federal Unemployment Tax payments are also included in the table to
Agiveﬁan'idea of the size of administrative expenses of the State'UI

'syst'em'.6 From Table II 2 we see that interest income was almost. constant

during the l950-l965 period It remained at .2 billion for all years

5Only three ‘states,. Alabama, Alaska, and New Jersey require
, employee contributions. o

6In 1962 and 1963’ however, part Of Federal UnemPloyment Tax

;7'collections were: used to}finance a special State UI ‘program.. . (See
" Chapter :III,. section B. 3) «;Collections for. these two years, then, are
;fmuch larger than administrative expenses.wgn P A




 TABLE II-2

STATE UNEMPLOYMENT INSURANCE TRUST FUND ACTIVITIES, 1950-1965
(A1l figures in billions of dollars)

1. 2. 3. . 4. ) 5. v L "‘6., . .
i 4 SIEI i VT .s;f,m'

Trust ‘ .
: Fund . Employer S L : 'Federal
B - 'End of LContri- JInterest: Transfer. v ‘Jnemploy-
: Year Yi&;l butionsl , _Income Payx__nents-» ____ment. ng .
; “1950 - 72.00 L2 - . Las o, .2
1951 %8 L5 .2 w8 .3
.. 952 83 n4 .2 o .3
- 1953 8.9 1.3 2 103
o196 . 82 1l .2 2.0 .3
1955 8.3 L2 .2 14 3
956 86 LS .2 L& .3
g 1957 87 L5 w2 Ly .3
W 1958 7.0 L5 - ;2 .35 .3
1959 6.9 2.0 2 2.3 .3
1960 6.6 23 .2 22 4
1961 5.8 24 2 34 U5
192 . 6.3 30 0 . .2 23 4.9
1963 66 30 .z . s 8
wes 73 30 L2 w2 mo
1965 . B4 3.1 . . ..3 22 . &

o e AT AT

'_]'Source°_ u. S Bureau of Employment Secur’ity, Handbook of” Unemglozn_:eﬂt
- - Insurance Financial Data 1946- -1963; .(ﬂashington U8 _Govern--
“'ment ‘Printing. ‘0ffice, " 1965), ~pp. '1-120; ~and; U, 'Ss’ 'Btu:é&u éf
Employment Security ) /Unem‘ '1o nt Insurance ~Rev:|.ew., III
(March, 1966‘)’ P 23. R

'an&'-: Product:

-~ MLl .
almuauxcs,f o

'ZSource °'-"U s Department of Conmerce, The National Inc
- Accounts of the United Q**teﬁ '2929-1965 St -:-_t_

Ly ep- clt. Table 3:8
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except 1950 and 1965. Consequently, year to year changes.in the' State.

‘UL trust fund come almost entirely from changes in transfer and employer

contributions. From columns 3 and 5 of Table II-2 we can see ‘that both

of these vary from year to year with benefits being the more‘variable

.of the two. To understand year to year changes in the size of the trust : ?

fundfwesneed‘to'understand'wHy transfers and contributions changeﬁ

(a) State UI Transfer Payments

acansfer payments from the State: UI systemudepend on the average

size of weekly benefit checks and the a"erage number of unemployed

workers;receivingxbenefits._ We can state this as tollows.

1-13) X =52 - AWB. - UB

where:

;AWB~--averagefweeklyrState;UIvBeneﬁits

iUB.=ﬁthenaverage;weeklyjnumber.ofabeneficiaries.s,

‘The 52 converts: the flow of benefits from a. weekly to :an : annual rate..-

Average weekly benefits show .a: strOng tendency to increase from

-one" year to- the: next (see Appendix B,. Table B-B)., Although‘benefit

formulas in the various states are: not uniform, they are’ roughly'similar.

%Thewsize#of'anﬂunemployedwworkerps‘weeklywbenefit~dependsron~his:average

"weekly wages in some earlier'period, or "base period, which terminated ' 1_> §

shortly prior to his separation«from work In most states_benefits are

1‘half‘the size ofwaverage weekly wages but“subject to, a~mintmum and".a-

“ d, maximum limit.u The*mesulting relationship between base period weekly

wages and the,weekly benefit‘is shown i,jFigure-II-Z In*the range

between theaminimum andatﬁe,maximum,»benefits rise,by one dollar ﬁon .

es h twOwdollar increase in the‘baseaperiod average weekly wages.
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Figure II<2 Weekly State UI ‘Benefits und Average Weekly Wages

Weekly | o
,h;Benefit”,v

Maximum
Benefit.

Minimum
Benefit .

Average o
Weekly Wages -

¥
N
o
4
1
g
]

- Year to year increases.in averageiveekly benefitSiaregexplained,"
: by.two factors; increases in:averageineekl§UWageSfand:upward.revisions
in statutOrybminimum”and’maximumdneeklyfbenefits;f%AﬂresulthofVupward
revisions in minimum and nmore: important in maximum benefits has been

that average weekly benefits remained nearly constant relative to -

average weekly wages in the 1950-1965 period Between 1950 and 1965
‘the average weekly earnings of production workers in manufacturing roseh
»from $58 32 to $107 43 while average weekly unemployment benefits

“1increased from $20 76 to $37 19.; In relative terms benefits declined
-:rslightly from 35 6" to 34 6 percent of averaoe weekly earnimgs." Althoughvp
vweekly benefits have been increasing at_about the same rate as weekly
t:‘.wages, it is important to note that over the entire 1950-1965 period
"ceilings on maximum benefﬂs have had the effect of keeping average»iav'w’

'“-hxbenefits considerably lesa than half of1average weekly wages. o

The average number of weekly unemployment insurance beneficiaries;f
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is considerably less than the number of unemployed persons in the -
economy. For example, between 1956 and 1965 unemployment in the U,S,
economy averaged 3.771 million persons while the number of unemployment
insurance beneficiaries averaged 1.514 million or 40.1 percent of total
unemployment. There are several reasons why, on the average, the

" number of State UI beneficiaries is so small relative to total unemploy-

ment. 1) Certain classes of workers are not covered by State Unemploy-

ment Insurance. Among these are workers in agriculture, domestic
servants, unpaid family workers, employees of non-profit organizationms,
nearly all employees of State and local governments and self-employed. -
Certain other workers such as railroad employ zes, Federal civilian
employees, and veterans are covered by special arrangements. ii)

New entrants to the labor force who cannot find jobs are notveligible

to receive benefits, They must be employed for some minimum period to
acquire benefit rights. iii) Some workers in industries covered by |
State Unemployment Insurance are not eligible to receive benefits. This
can be because their firm is too small (in many states firms with fewer
than four employees or 1n operatiOn less than twenty weeks per year)
The unemployed worker may not have worked long enough in terms of the
number of weeks or some minimum level of total earnings, during the |

appropriate reference period prior tu his layoff to be eligible for

benefits. Also, workers who become unemployed for non-economic
-:reasons such as being on strike 01 quitting are usually disqualified”
from receiving benefits. iv) Newly employed persons who file for |
benefits must wait for a specified period before they can begin to

receive benefits. This 'baiting period" is frequently one week

I T P
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v) Unemployed workers cannot draw benefits for more than some maximum
period of time (twenty-six weeks_in most states). ;After drawing
benefits for'this maximum period a worker'is said to:"exhaust" his
benefit rights even though he is still unemployed.

Although the‘number of beneficiaries of State Unemployment
Insurance have recently averaged about 40-percent'of total unemployment,
the marginal.response1of;beneficiariespto changes in unemployment. is

quite 1arge.;_For the-period 1955-1966rthe'following_relationship'wasu"

found;
(I1-14) AUy = .604 AU - .0700%cLF - L0024
(046)  (.058) o
R% =039
-su = 114
where ’

U;# unemployment
CLF = the civilian labor force

This relationship indicates that on the average when unemployment rises
by .one: million persons, the number of beneficiaries will increase by
f-about 6 million. The second explanatory factor in the question is

_ the current change less the lagged change in the civilian labor force;“”
It is includéd to take account of changes in unemployment due to
.entranee into the labor force of inexpezienced workers. When the labor
fbrce is growing rapidly, new entrants who cannot find jobs w*ll increase
the number of unemployed but none of this group will be eligible for B
"benefits._ The coefffcient on«AZCLF is quite reasonablef It implies o
:.an.averagedunemployment rate of ll 6% (‘gzg) for new entrants to the c

labor fcrce;i,Sinceﬁtbe-"nemp’ ymenc race tor teenagers who account for

ENW
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most of the gtowth in the labor force averaged 13.1 percent from 1955 to

1966, the coefficient on AZCLb seems to be of the right order of mag-

nitude. The overall fit in (I1-14) is quite close, The standard error
of cstimate is .114 million beneficiaries.
(b) Employer Contributions for State ﬁI

Employer contributions for State UI are described by the following
relation: | | | |
(11-15) SIBIA aBYW

where

" = the avetage contributionjrate foriemployers'covered by State
- o . :
S".= the ratio'of taxable to tbtal (taxable'plus nontanable)
wages and salaries paid by covered employers
= the ratio of the wages and salaries paid by coveted employers
| to total wages and salaries in the private, non-iarm sector
| of the economy ‘ | . lb_ | v
B" and y are shown in Appendix B, 'l‘able B-3 for each of the years
'7from 1950 to 1965 Nearly\all states tse an experience rating system to
determine the contribution rate for employets. If small numbets of his

former employees axe drawing unemployment insurance benefits, the

'..employer s cumulative conttibutions will exceed cumulative benefits

:paid to such workers and his account balance in the State UI trust

'<I~

'”'ffund will gtow.v-When this account balance exceeds ~8ome- specified -

" 1evel e.g., three percent of annual wage and salary payments in recent
, yeats, the employer becomes eligible to have his oontribution rate

d d, For the ecanomy as a whole, a', the average employer contribu-




tion rate depends on the recent behavior of'total unemployment. When
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| unemployment falls, State UI beneficiaries decrease (see (iI-14)),

A

TR 2 employer contributions will tend to exceed unemployment insurance
o transfers, and the State UI trust fund will grow. Growth in the trust B

fund means that many employers will become eligible for4reduced.contri-

PR N PR E RS

bution rates. Conversely, when high unemployment causes the trustbfund
i : to become smaller many employers will incur.higher contribution=rates.

Changes in the size of the State UI trust fund and,changes.invthe_

i contribution rate are in fact closely related. For the years 1955-1965 ;
'E} the following relationship was found. o i
i (11-16)  AG™ = .00041 - .00219ATF L - ,00088ATF - 1
: (.00024) "1 -2 s
f TERER (.00025) ;
g R? = 893 ;
§ oy = 00056 §

B h From (II-16) we can see that the contribution rate does not fu11y o !

adjust within one year to changes in the size of the State UI trust

fund When the trust fund increases about 70 percen:.of the reduction
in the contribution rate occurs in the next year and 30 percent in the

second year after that.f The lag in the fu11 adjustment of the contri-

- bution rate ref1ects ‘a lag between when new contribution rates are

vbuetermined and when they are actua11y put into effect h In many states f : )
1the current:year 's contribution rate depends on: the employer s balancefs
in- the trust fund as of June 30 of the previous year.‘ If substantial ‘”'. :

transfer payments reduce an employer s ba1ance between July and December

of 1965 this would affect hls tax rate for 1967 not 1966

The dependence of the contribution rate on the size of the trust

'a-:g;afﬂ N
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fund has important implications.for the role of unemployment insurance
as an automatic stabilizer. The increase in emp10yer contributions
which occur after the onset of a recession must lead to some combination
of the following: ‘loWer'profits,»higher prices'and/or'lower Wages. The
actual‘incidence of this tax is an empirical.question mhich has not been
determined"with'certainty;7 “In a‘period where substantial'unemployment
persisted for more than 0neyyear, the'lateVl950's.and’early'l960's,

for example, these secondary effects would tend to ‘reduce consumer and
business demand thus Weakening the stabilizing impact of unemployment
insurance transfer.payments.f'We>will estimate later how\important'

these secondary‘effects actually-are.(Chapter*III,'sectioner4).

'B", the ratio of taxable to total covered wages, -changes from year
. . - . N . g y

to year as average‘taxable_wages'and average covered wages change. pRAX
decreased'markedly'between-léSOfand l965; @In‘Appendik B-Table~B-3 |
the time series for 2" shows a. decrease from .791 in 1930 to..559 in
1965. B" has been declining because most states still Lse the same
taxable_maximum)-$3000 per covered;employee,.that was11n:effect_in.all
l7states insl950 . Qince»averageiwageslrose'from $3136‘to $5720:during
this period it is easy to see why B" would decrease sharply in the )
absence of large increases in the taxable maximum “for State UI. -
Since it is . a ratio, we. can express percent changes in. g" as .

fOllOWS"

R

7John A, Brittain of the Brookings Institution in a comparative

‘analysis of major industrial countries has found evidence of complete
backward shifting, but his results ‘for ‘the United States are less o
L cOnclusive. His results are not yet published
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| L el sl
AB X c
(1I-17) - — .
S wol
X, c
- ] -L
where

ﬁg; = agverage taxable wages and salaries of workers covered by

State UI

ﬁgl = gverage wages and salaries of workers covered by State UI

Changes in B", then, depend upon changes in average taxable wages (ﬁg;)
and changes in average covered wages (ﬁgl).' The previous discussion of
changes in taxable and covered wages and salaries of workers covered

by OASDHI (see (II-7), (II-8), (II-9) and the discpssion which follows
these expressions) holds equally well with respect to State UIL. Average
covered wages under State UI rise with the long-term growth of produc-

tivity in the economy but year to year changes depend upon fluctuations

ai' in aggregate demand, The change exceeds the trend in “ecovery years

and falls short of the trend when thée economy moves into a recession.
Changes in average taxable wages of pcrsons under State UT

. depend, in a ncalinear way, on changes- in average covéfé& wages and

upon the taxable maximum. Although the ta#able maximum is still $3000

in most states, by 1966 eighteen had taxable maximums which were higher,

VLTI T e L AR

ranging from $3300 to $7200. To follow the trend of the average taxable

maximum a weighted average of the taxable maximums of the states was

T T
RO T

constructed. The weights used were each state's relative share of

oy

YRTYT T BT

total Personal Incume for the U.S. This average taxable maximum (T™)

SI =UI
Wy We

and ™ for,the;yea:é.1954—1965'is’shoﬁh in Figure II-3, Notice in

appears in Appendix B, Table B-3. The relationship between

ST

panmiteny
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recent years how close averagé'taxabié'wageé have.appfoachéd-the avéragé

34
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taxable maximum. In 1965 the taxable maximum of $3217 was .only slightly
higher than average taxable wages which were $3197,

To explain year to year changes in average taxable wages, changes
in beth average covered wages and changns in the average taxable maximum
were used in a regression yielding quite satisfactory results for the

years 1955-1965.

(I1-18)  AWL = .0075 + .990 (T - Wir)_ , AWGT + 205 (zw—) ATH
(.494) (.085)" -1
R% = ,507
9 = .0134

Roth changes in average covered wages and changes in'the-avefage taxable
maximum have coefficients which are about twice the size of their
standard errors. The response of average taxable wages to botﬁ of
these explanatory factors is nonlinear. Changes in aﬁerage covered
wages will lead to a small increase in average taxable wages when the
latter is close to the thable.maximum. Thisvnonlinéar response‘is
depicted in Figure II-1; The'factpr (Eﬁ -'ﬁg;);l in (II-18) takes
account of this nonlinearity. Chaﬁges in’thé average taxable maximum
will have a different impact upon average taxable ﬁages depending upon
~how much average covered wages already exceed the taxable maximum.

" When covered wagés-arewh}gh relative ﬁo the taxable maximum, and hence

,FS" is Sm#il, raising the taxable maximum will tena:tb'have a larger

Jimpact on average taxable QAges since nearly all peréons will have

' 'lwages Whicﬁ exceed even the new, highef taxable maximum. The factor

q;%-)z_ attempts to adjust crudely for this effect. Together the tuo
Py . ' , ' SR T
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explanatory factors ﬁgl and TM explain about one-half oi the variation
in the change in average taxable wagzs under State UIL,

Y", the ratio of covered to ﬁotal private non-farm wages and
salaries hgs been nearly constant in recent years. Since 1956 it has
been between .88 and .90 every year. (See Appendix B, Table B-3.)
Consequ;ntly, year to year relative changes in covered wages and
s#laries and total wages and salaries have been very similar. Knowing
Y" and the factors that determine,a" and B" we can employ (II-lS)bﬁo'
link employer contributions for State UI.direétlyito-total private,
non~-farm wages and salaries,

(c) The Overall Size of the.State UI Trust Fund

We stated that éhanges in-employer contributions and transfef
payments accéunt for almost all of the chghges:in State UI truét fund.
From what we know about the determinants of the contribution rateé for
cpvered employers (see II-16) it is clear that transfer payments énd
contributions in the long-run are highly dependent. We can summ#rize
this as foliows: Increases (decreaséé) in the overall state of aggre-

gate demand cause decreases (increases)vin ﬁnemployment, hence the

number of State UL beneficiaries and State UI transfer payments.

"Decreases (increases) in craﬁsfer payments increase (decrease) the size

of the StaterI trust%fund; In subsequent years employer contribution:
rates are reduced (increased) which brings the State UI trust fund

back towards its original 1éve1. Because of the lags in the adjustment

“of émployer”¢bnt:ibution rates, however, year to year changes in_tranéfer

payﬁénts are'largef_thgnféhe chg@geg,in_employérdgon;ributions. This

is-shown"ciearly in Figure 11-4,  Figﬁfe II-4 also shows that in a
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period of sustained high unemployment, transfer payments can exceed
‘employer contributions for a number of years, 1957 through 1961.

There follows, however, a period when contributions consisteéntly
exceed transfers, 1962 through 1965, aé the trust fund is gradually
restored to its previous level. In the long-run the level of the trust

fund does not change greatly. Thus, Table II-2 shows that the 1950

level of the State UI trust fund of $7.0 billion is not greatly different

from the 1965 level of $8.5 billion.

.3, Summary of the Social Insurance Sector of the U, S. Economy

Having-examihed.the financial operations of OASDHI and State UI,

" we consider this a sufficient analysis of the internal workings of the

social insurance sector of the economy. Aléhough we could examine the

trust fund activities of other retirement, disébility.and-unemployment

' ihsurance.systems, the basic behavior would. not-be greatly different.

The cumulative difference between inp#ymepts, largely contributions,.
and_outpayments, largely transfefs to beneficiaries, determines tﬂe
size of the_prograﬁ’s trust fund at any point in timg. It is the
contributions -and transfer payments, however, which are of economic.

importance because they are linked,tb,aggregate.demand, costs and

~ prices in the économy as a whole. And, these relationships are what

we will next examine.

~ 'One importaht poiﬁt needs to be emphasized in discussing the
social insurance sectbr and that is-theTIink:between transfer payments
and contributions. W&'haQe descrﬂmd;in some.detail'theffinancial_opera-

tions of two social insurance pfog:ams. With both'OASDHIVand State UI

.-we,héveVemployed.aﬂbasic,equation‘that.shows”explicitly the factors
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that cause the size of trust funds Lo change. In both cares thié
basically has meant studying ;he determinants of transfer payments and
cont;ibutions. Since the overall size of the trust fund for these two
programs has been quite stable ip recént years, tiis means that contri-
butions and transfer payments in the long-run are not independent.
Thus, an increase in transfer payments, from either'OASDHI or State UI,.
will tend to be matched by a rise in contributions;'although'not'heces‘
“;arily in the same year. This means thét when we try to measure the
impacts of social insurance on the level and stability of aggregate
demand in the'U.S;.economy we must recognize that when transfers
‘change; contribﬁtions will also be-affeétéd'and that both will have

effects on demand, costs and prices.

B. The Relationship of Social Insurance tothe Rest of the‘Economy

| Contributions for,socia1”insurance'and’transfer payments have
effects on thg level of disposable income, corporate profits, wages,
and prices. Consequently,'when'the provisions of social insurance
programs change; they indgce changes in the overéll_leQel‘of aggregate
demandvand emplbyment in the economy. To make our subsequent estimates
of how much social insurance.influences-demaﬁd, hoﬁevef; it is ‘important
.to.indicate-cleafly how social iﬁsufanée contributiénsvahd transfer
payments fit into the overall workings of the economy.
1, Government Transfer Payments~ .

o Gove?ﬁment“transfer payments and GNP_afé ;elated'in,two ways.,

Moét'transfér~payments take-place'irréspéctive of the current level of
economic‘activity;-'Higher'levels7of tréﬁSfers‘raise'dispﬁsablé income,

consumﬁtion'and~GNP.“ Thefliﬁeﬁéf~ca¢9atioﬁ*flowsTfrom-transfer payments
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to GNP, TFor unemployment insurance transfers, however,’the relationship
is two way. .When demand changes causing total productionvto change,
this changes employment and unemployment, hence the volume of State UI
transfers. Changes in the transfers, in turn, effect GNP when they are
spent. This two way link from GNP to transfers is important because
it tends to stabilize disposable income when the level of production
changes. It reduces the size of the multiplier making the economy
more stable, |

The composition as well as the level of consumer demand is affected
by government transfeér payments. The spending patterns of persons
receiving government transfers”sre'different from those of other con-
sumers. Because they go almost completely to persons with.iow levels
of disposahle income, very’sﬁsll'amounts of government transfers srel
used to purchase rew automobiles and other dursblevgoods.‘ Mostly they -

are used to purchase basic‘necessities suchvssvfood,-clothing and

- gshelter. Transfer payments, although small relative to disposable :

income, have been increasing as a fraction of disposable incume.
Between 1951 and 1965 they rose from 5.1 to 7.9 percent of the total
Because of the spending patterns of recipients, this growth in transfer
payments is changing, in a small way,vthe composition of consumer demand
away ‘from autos and othér luxuries towards’ nondurable goods ‘and- services.
2 Employee " Contributions for Social Insurance

~Employee Contributions for social insuranoe‘also'influence
sggregste'demsnd"through”theirfeﬁfects1onrdispossble'income?and con-
sumption expenditures.*’Whenrcontrihutionfrates riSefthey reducefdis--

posable income, or-at least reduce its rate of‘growthi7'A1though‘it‘isi
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possible that some persons react to increases in. contributions by reduc-

tions in savings leaving consumption'expenditures unchanged, it is

probably more common to reduce consumption as well as éavings when
employee contributions are increased. If people making contributions
exhibited the same spending patterns as people regeiving»transfers;
increasing contributions would have. exactly the same effects on GNP

as on equal reduction in transfers,

- 3. Empldyer Contributions for Social Insurance

There are two types of employers who make contributions for social
insurance, government and' private employers. Contributions by govern-
ments have no effects elsewhere in the economy. When-contributions rise
there are no effects on demand or prices, merely increased flow into
trust funds which are also within the government sector .of the economy.
Since the increased contributions do not directly affect government

demand for goods and services, it is necessary for taxes to be increased.

'Privatﬁ employer contributions, on the other hand, affect profits,

prices, wages, and overall demand. This is a rather complicated
phenomenon whi¢h we will examine in cwo parts; (a) the ‘ncidence of
private employer contributions which are :lso known as payroll taxes,

and - (b)- .the effects-ofﬂpayroliatax 1ncidehné-on.aggregate demand.

(a) The Incidencewof“Private:Empioyer-Contnibptioné;fon Social Iusurance

A firm can respond to highér payroli;taxes»invthrée ways. i) It
may do nothing,:1n.whichcasejit,will,e#perience“higher.costs.and,lower
profits. - The markup of price over Qnic;variable-costs would be observed
to decline.following;the'1hcrease:1n the,pﬁyro11 taxes. . 11){.A flfm ,

may. raise prices in response to higher. payroll.tax rates. This passes
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the tax forward io the firm's buyers. -In most cases, the buyer is
another firm, If that firm behaves similarly‘it would have two incen-
tives to raise prices, higher payroll taxes and higher costs of pur-
chased ‘materials, iii) It is also possible that -the firm will shift
the burden -of /higher payroll taxes back to its workers by restraining

the growth in wages and salaries by the amount that taxes increase.

‘These last .two .employer reactions are similar -because some other eco-

nomic unit is actuzlly made to bear the burden of the higher taxes.

Employers shift the tax forwérd when they raise prices and backward

when they reduce wages.

More crucial than the direction of tax shifting is whether or not
payrollltaxes»aétually are shifted.. When thé tax is not shifted profits
decline and there is a .small reduction.in disposable income due to
smaller dividend payments. When the tax is shifted real disposable
income is reduced by a larger amount. Forward shifting means higher
prices at‘the,curfent flow of production ‘and disposable income while
backward shifting reduces the size of disppsable-income:atithe current
rate of production leaving prices unaffected.. In either case, real
disposable income, disposable income dividediby the price deflator for
consumét.goods, is reduced. - | ’

It is convenient:to,considet.forward~and-backward-shifting together
since=either:Ieaves-thézmarkup of price over unit variable~cost§ |
unchanged. If, on the other‘hand, the'taxviS‘notfshifted-this ratio
will decrease whenever the cont:ibdpiqn rate for employers is increased.

From the prgéeding ﬁg#élqpmeh;'wequn"gee=that infereqqes about the

incidence of phyroll taxes might be made from.a'study of markups over
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some period when payroll tax rates changed. There were a number of
changes in the employer contribution rates for both State Unemployment
Insurance and OASDHI between 1952 and 1965. Data‘on meterial costs,
payroll and other labor costs, and value of shipments which. are neces-
sary to calculaté markups can be obtained for the manufacturing sector
of the economy for these same yearé. Although we do not have data on
payroll taxes paid by manufacturers, we do know supplements to wages
and salaries which is the sum of payroll taxes plus other labor income.
Other labor income consists primarily of employer contributions to
private pensiqn and welfare funds.

Manufacturing markups were quite stable between 1952 and 1965.
Figure II-5 shows two series for the ratic of price to un;t-variable
costs for-thié 14-year’p¢riod.8A The only differeﬁce in the two markups
is that one leaves out supplements fo wageés as a part of unifvvariable
costs. Both markups showvupward trends between 1952  and 1965 but the
trends are very small, The markup of price over wages plus material
costs (ml)‘increased*from:1.300 to 1.333 while the markup of price
over wages blus material costs plus supplements to wages an) rose from
1.280 to 1,302, Probably the main reason for the trend in the two

markups is that fixed costs (depreciation, indirect business taxes, and

calaries) grew more rapidly than variable costs during these years.

'They rose from 14,9 percent of total costs in 1952 to 17.4 percent in.

1965.=-$b cover the growing importance of fixed costs empldyers would
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be expected to raise prices, thus increasiﬁg the ratio of price to unit

variable costs.

; Besides a small upward trend, the markups in Figure II-5 also show -
| a cyclical pattern. They decline in the receesion years 1958 and 1961
and then increase at rates above their long-run trend in the recovery
years 1959 and 1962. This pattern, however, did not hold during the
1953-1955 period. In the boom year 1953 and ;ecession year 1954, the

change in the markups were opposite from the changes in capacity wutili-

zation. For the entire 1952-1965 period, nevertheless, changes in the

two markups correlated with changes in the Fedeﬁal Reserve index of

manufacturing capacity utilization at a level of -about .5.

%i Supplements to wages and salaries, although a small fraction of
total costs, grew quite rapidly in manufacturing from 1952 to 1965.

They increased fromv1.9 to 3.1 percent of total costs ovef‘these years.
If manufacturers did not eeace to these cost increases by raising

prices or restraining the growth in wages, we would observe the markup
over wages plus meterial costs (ml) to be constant while the markup over
wages plus material coste plus supplements to wages an) would decline.
If, on the other hand, these higher costs were passed forward as price

Iincreases or backward as slower wage increases m, would rise while m,

R A A TR 270, AT SN T ey S T R T T e e e L LS

would be'constant.

The merkups in Figure II-5 may provide some support for‘the idea
that manufactering employers between 1952 and 1965 did not themselves
absorb the hiéher costs dpe to thevg:owth in supplements to weges and
salaries. 'As‘noted previously, h‘ in fact increased. It did not decrease

2
which is what we would eipect if employers actually absorbed these higher
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costs themselves, This evidence is at best, however, highly tentative.
Markups were rising slightly in these years from cther causes, Only if
we could remove the effects of other cfactors. from the trend in the.
markups in Figure 1I-5 would we be able to make stronger statements
about the incidence of the higher costs caused by .larger supplements to
wages and salaries. Even ‘then, however, because supplements to wages
and salaries are so small relative to total costs, we might nct know
the incidence of these higher costs with much certainty.
(b) Payroll Tax Incidence and the Level of Demand

Regardless of the incidence of payroll taxes, higher tax rates
reduce aggregate demand, If higher taxes are passed forward or backward
this reduces real disposable income, hence consumer demand. If, on the
other hand, the higher takes are actually paid.by employers, corpafate
profits will be reduced. This, ia turp, mill reduce after tax profits,
retained earnings and d1vidend payments. Lower dividends uill result
in some reduction in consumer spending while lower retained earnings
will reduce investment expenditures. ,When payroll taxes are actually
borne by employers the immediate effects on expenditures arelmuch
smaller than the ultimate effects because there are substantial lags in
the adJustment of both dividend payments and investment expendatures to
changes in after-tax corpoxate profits. o - -

A one billion dollar 1ncrease in payroll ta#es that reduced corpor-
ate profits by the same amount would produce effects in the economy N
which would occur over a long period . Given the current marginal tax.
rates on corporate profits 1evied by State and local governments as
well as the Federal government, about half of the lower profits would
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be absorbed by governments &8s reduced profits tax receipts. The other
half billion would be the amount by which after-tax profits are reduced.
Lower after-tax profits are distributed between dividends and retained
earnings with most of the reduction occurring in retained earnings.

Dividend payments are quite stable in the face of changes in after-tax‘

corporate profits. For the years 1950-1966 the following relation held:

(11-19) :ADIV = ,134ACP ¢ + .064/ACP t' + .460
(.015) & (.016) 231
R? = .87 |
where

DIV = dividend payments
CPag = corporate profits after tax

From (II-19) we would estimate that an increase of one billion dollars in

after tax profits would raise dividends by 134 million this year and by "

k1]

an extra 64 million next year Wnen we recognize that dividends are

taxgble at an average marginal ratevot about 20 to 25 percent and that
the MPC for annual changes in disposable income is about two-thirds, we
conclude that the effects on demand which result from changed dividend

payouts are: qu1te small

H The part of profits that is not paid out as dividends remains with

corporations as retained earnings. Recent studies of investment behavior

indicatr'that cash flow from current operations (retaired earnings plus

depreciation allowances) is an important determinate of new capital
appropriations and investment expenditures.‘ Thus, higher payroll taxes,
if paid by employers, lead to reductlons in investment These investment

studies also show that there are. long lags between changes in cash flow
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and changes in investment.9 'Although therevis not general agreement of
T the exact profile of the lag structure which links investment to cash
'ﬂﬂéga flow, tnere is reasonable agreement that it is lengthy. Using annual
data for the whole private sector of the economy, the following relation

was found which explains most of the annual variation in plant and

equipment expenditures:10

4 -2 . o v
(11-20) o PE 150 wiPE1 'y .185" > w, A(G*- C¥), +
S (.065)i=0 S
1.1107% W A(RE + CCR), - .12
(.200)1=0 |
L,

R" = ,94
where |
PE = expenditures for plant and equipment (in billions of 1948
‘ dollars)
(G* - C*‘a the difference between.actual private‘output and capacity

output (in biiiions of 1958 dollars)

9For example, Shirley Almon, "The Distributed Lag Between Capital
Appropriations and Expenditures,' Econometirica, XXXIII (Jsnuary, 1965),.
pp. 178-196, She finds expenditures depend ‘upon appropriations with a
lag of about eight quarters. 'If we add to this lag between changes in
cash flow and changes in apprOpriations, it seems reasonable to say that
changes in' cash flow will have effects lasting over a three-year period

‘ 10The coefficients in this relationship are really not known with
‘much. certainty. For example see: _W. H..Locke Anderson,'Business Fixed
‘Invostment: A Marriage of Fact and Fancy," Determinants of Investment
Behavior, A Conference -of the Uniyersities - National Bureau_ Committee
- for- Economic Research (New York: National ‘Bureau of Economic Research
1967). . This article -cites: manv ,of the most recent empirical studiesno:
business fixed investment. : : '
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CRE = corporate retained earnings (in billions of 1958 dollars)
CCA = corporate capital consumption allowances (in billions of
1958 dollars)

= 33, w 30, w, = .17,

Yo 1 0% W
The lag structure implied in (II-20) is that a billion dollar reduction
in retained earniugs would reduce investment byf.37.[=.33 x 1.110]
billion in the current year and then by .56 and .19 billion in the next
two years respectively.- Because of the lag previously noted in the
dividend payout relation (II-19) the effects of a change in profits
after tax on investment would be felt over a period of four years.
That is, retained earnings rise when after-tax profits rise in year
zero and effects are thus felt on investment in years zero, one, and
two.v In year one,.however;‘retained earnings fall s1ight1y as dividends

continue to rise towards their equilibrium 1eve1. This change in

retained earnings affects investment in ye ’ one, two and three. Thus,
the entire period when 1nvestment is directly afrected by changet in
after -tax profits 1nc1udes years zero through three while dividends,
hence consumpclo.-‘are directly affected in years zero and one.

lFrom the preceding deveropment ue can see th ‘ h—»ouestion‘of how
higner employer contributions for socia1 insuranre (payroll taxes)
affect demand is not simple, We have traced the possible effects on
prices wages,‘consumption and investment.‘ The'behavior of manufacturing
markups suggest that employer contributions are shifted but we cannot be

sure of’this. Thus, we cannot’ be certain whether the main effects of

these con*ributions are on consumption or investment. We can be sure,

however, that when contribution rates rise the effects are cpread

50

g

B N L N




a2

43

across a lengthy period because of lags in price adjustments, dividend
payouts and investment expenditures.
4. Self-Employed Contributions for Social Insurance

Self-employed contributions for social insurance also pose a
problem of tax incidence. 1In this'case,'howéver, backward shiftihg is
the saﬁe as if thelself-employed person aétually pays the tax himself
since he is the employee. The éiternative to no shiftiﬁg, then, is
forwérd shifting. Th? actual incidence of thé:self-employed payroll tax
is not known. Forbgonvenience we will treat self-employed persons like
other employers and assume they shift the tax on to their customers.
5. Summary - Social Insﬁranqe aﬁd Demand

Social‘inéurance affects aggregate demand in the economy in two

ways: transfer payments, and employée contributions affect consumption

expenditires, - o _ ' - e 2 S

Employer coﬁtributiOns affect either,consumptiOn,vof investment,
or both depending upon their incidence. From the examination of
manufacturing markups in section B-2 of this chapter it seems reasonable
to say that.employer contributions are shifted but the direction of 
shifting, forward asﬂhigherbpfices;orubackwards as lower. wages, is not
known. Thus, the impacts of transfe;_paymgnts and;cbntribntions for

social insurance (by employefs;'employees, and the Se}feemployed).ére_'

primarily on consumption expenditures,: -In Chapter*IiI;we will estimate -

‘ thersize‘of'theseiimpacts on,demandﬁg;-

P W Y
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CHAPTER III
SOCIAL INSURANCE AND THE LEVEL AND STABILITY OF DEMAND

The purpose of this chapter is to eXamine»empirically how social
insurance affects the level and stabili.y of"éggregate demand in the
economy. . To accomplish this, the_chépter;is organized into three mair

parts. In paftﬂA wé'explain'the methodology for our analyses. Here

we describe the Michigan Econometric Model of the U. S. Economy and how

it is used to estimate effects of social insurance on aggregate demand.

We employ the model in part B to estimate'how.much chaages in social

‘insurance programs affect the level of demand. Two eﬁampleé were

chosen; the Temporary Extended ﬁnemployment'Compénsatioﬁ (TEUC) Act of
1961 and tﬁe 1965 Amendments to the Social»Security~ACt; Part C is an
aﬁalyéis of how social insurancé, pafticularly unemp loyment insurance,
affects the built-in stability of'demaﬁd-in'the;ecbnomy. ‘Here we
note the size‘bfithe”impact mUltipliers‘in-the'econometric model and
how they change when social insuraﬁce iaws are modified,

"-We £ind that: - (1) .- TEUC added $1.10 billion to real output in

1961 and a total of $1.9 billjon between 1961 and 1966; (2) The-

OASDHI:Amendments of 1965 raised aggregate demand by $2.7 billion in

- that year. ‘In 196€. however, the impact of the Amendments was to reduce-

real GNP by $3.$_b11110n;'(3) Socia1 insuran¢e adds,ﬁoticeably to the

-builtFin stability"of the U, S. economy, Its’preséhce reduces the

impact multiplier'of governmeﬁt,expenditqfes'from 2.50 to 2.02;
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(4) Liberalizing coverage and the benefit features‘of State Unemploy-
ment Insurance would further reduce the impact multiplier of government
expenditures from 2,02 to 1.59; (5) The 1ink.hetween State UI transfer'
payments and employer contributions reduces by about one-fourth the

effectiveness of State UI as an automatic stabilizer in the economy.

A. The Michigan Econometric Model of the U, S. Economy
Our analysis will be based upon the Miehigan Econometric'Model of

the U, S. EcOnomy. This is a short -run forecasting mode1 compiled each

. year at the University of M*chigan by the Research Seminar in Quantita-

tive Economics under the direction of Professor Daniel B, Suits.,
Although one main use of the model is to make GNP forecasts, !z can also
e used to analyze the macroeconomic effects of changes in the structure
of the U, S. econbmy.1 |
1. The Main Features of the Model

The model is a set of simultaneous equations each of which pre-
dicts an important economic variable such as auto purchases, GNP,
corporvate profits,.or emplbyment, The equations'are organized into a.
number of sectors, ©.g. aggregate demand,.employment and the lagbor force,
and income, Withia‘eachwsector certain magnitudes are-said to be
"exogenous."‘ They determine -the behavior of the economy but are not

in turn influenced by other parts of the economy., The labor Zorce i:.a

. good example.  .Itg size is determined by the number of .people im dif-

ferent age groups in the pdpulation‘ahd the labor force participation

rates specific to each of those groups. Since both the.popdlation and

1For a detailed description of an ear1ier version of this mode1
and its uses, see Daniel B, Suits, "Forecasting and Analysis with an
Econometric Model " American Economic Review, LII (March 1962)
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the age-specific participation rates are treated. in .the model as deter-
mined by non-economic factors, the labor force is exogenous. When the
labor force grows this will affect unemployment in the economy but
changes in unemployment will not in turn afféct the growth of the labor

force.2

The '"endogenous" economic variables in the model: differ. from. the

‘exogenous variables being not only determinants of the behavior of. the.

economy but also determinates of the economy's performance.: Consumer

demand is a good -example. It is one of the factors that determines thesize

of total GNP but it 'is also :influenced by total GNP because as GNP
changes it ‘alters the level of disposable' income, the major .determinant
of changes in consuﬁer spending. Thus as with all endogenous variables .
consumer spending not only determines the economy's fluctuations but
also is determined by those same fluctuations.

The Patticular,version'of'the?econometric model whicﬁ.we'will use:
is very similar to the one employed to make the 1967 GNP forecast.

This appears in The  Economic Outlook for 196713~ The version of this

particular model which we will use differs from the original in that:

(1) the automobile and other durable consumer demand equations have
bgeh modified; (ii) .the:money sector.haswbeenheliminated, thus making:
hbusing expendicuresccompletelyqexogendus;~(iii)“,thensociaiﬂinsurance

sectsrrhas‘beenvexpandedﬁtpnincorporatewallwof;thearelaﬁionships‘

”'ZRecéﬁt'ﬁbe:By Dernberg énd'Sfféﬁd"ﬁoulﬂ'StrShélyfdisbutefﬁﬁis?

‘contentioni, See Thomas Dernberg and Kénneth ‘Strand, 'Cyclical’Variation.

in Civilian Labor Force Participation," Review  of Economics:and Statis-
tics, XLVI (Navember, 1964)a pp. 378 391 n

Ann Arbor,; Michigan' Braun-jrumfield Inc., '1968...
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described in Chapter II; (iv) the price sector and income sector were

also modified. Because employer contributions for social insurance are

closely related: to .both prices.and corporate profits, we need to discuss

these further.
The price sector of .the econometric model conuists of two equations
which descrive the movements in the private non-farm GNP deflator and

the consumer :expenditures deflator:4

(III-1) AP* = 734 NJLC + .418AULC + ,080ACU + 0049
' (.092) (.'106) (,042)
R% = .87
oy = .0032
‘where -

P# .= 'the price deflator for private, non-farm GNP,
©* ULC = unit ‘labor  costs .in the private, non-farm sector. This is
employee compensation (wages and:salaries plus other labor
‘income plus'empiqyer contributidns for»socialiiﬁsurance)
divided by real GNP,
'CU~=wcapacitydutilization.f'
In (IIIrl) prices depend'onfunitvlabor%costs.and~capacity utilization.
YWhen unitf1abor—co§ts”rise; however,‘the-fullfadjustment'of prices is
sﬁﬁéadfcver“avtwofyeaprpéfiodvwith'aboutrtwo-thirdsfOccurring ir. the
,same@year=wﬁenecoétSﬁriée.r:The}sum:of‘thevtwo coefficiehts,'l.lGZ;'iS
'cOnsfsténtﬁwlth the;idea:tﬁétiem&igyéns.bass'1néréa$é§ iﬁ71abor’cdsts]:'
:forﬁand“asrpnicedincreases. ’Thfs.meaHS'thgt in the!léng-:un an

L

%ﬂﬁlgsymbolsuusedVinlthis ¢hapter appear ‘in-Appendix A along with

-definitions. '
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increase in labor costs will not greatly alter the distribution of
income in the economy between labor's share and profits.
Consumer prices in the model depend upon the private non-farm GNP

deflator and the farm GNP deflator. The relationship for 1955 through

1965 was:
(111I-2) » %APc = ,6207%AP% 4 .0747.APf + .00387
(.097) (.017)
%2 = .87

where

Pc = the consumer expenditures price deflator

Pf = the farm GNP deflator
(III-2) indicates that the consumer expenditures deflator is affected
Both by rises in industrial prices and farm prices.. The positivé
intercept reflects the-seculaf rige in the prices of services purchased
by consumers. The coefficient on 7 A% of .620 is important to us .
because it implies that when the private non-farm GNP deflator rises
only 62 percent of this incrcese gets translated into a rise in con-
sumer prices. Thus if in&ustfial prices rise”reél dispoégble income is
reduced but not by as much'és“it,wouldvbe,if this coefficient in
(I11-2) were 1.0 rather than .620. :

'Corpdrate,profitsrin;the;econometric model aré,detetmined by the
folloWiﬁg relationi;' |
W - s1P)- 849
(.055)" nf | T

9 LT

R% = .97

M

. % =‘.88
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where

CP = corporate profits plus the inventory valuation adjustment.
N%. . = private, non-farm national income,

W

private wages and salaries plus other labor income.

SI: = private employer contributions for social insurance.
(III-3) which was estimated for the years 1955-1965 shows that nearly
all of the variations in private non-labor natioual income is accouqted

for by variations in corporate profits. In other words, there are not

very large year-to-year changes in proprietor's income, rent and interest.

On the margin corporate profits account for ninety percent of the
annual changes in the non-labor component of private, non-farm
national income. The high R%in (I1I-3) is evidence that this ninety-
percent splig-off of corporate profits from non=~labor national
income is quite stable from year to year.

Combining (III-1), (III-2), and (III-3) shows how employer contri-
butions for social insurance fit into the econometric model. When
contributions increase, this raises uniﬁ labor costs, hence prices.
Because of the lags implied by (III-1), however, prices do not make
their full adjustment until one year later. The increase in prices
increases prirate, non-farm GNP in éu;rent dollars, hence national
income. The increase in contributions.has two. effects on corporate .
prdfitSwwhich'Can betseeh.in (11143); - Increasing employer contributions
tend;-diréctly tohredﬁce_corporate profits because it reduces non-labor
natiogaihincéme%bug.th;siisioffseg,by”the‘increaseg }n ;o;glina;ional

incomé:rééﬁltihg ftbmfpficéfiﬂéfeaséé;_ The n¢tﬁef£¢¢¢:cf hiéhé?

employer contributioms, then, is not tc reduce cbrporéte profité’
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because prices rise. The increase in prices gets translated into
higher prices for consumer goods and reduces real disposable income,
hence consumption. The model, in other words, treats employer contri-
butions for social insurance as a cost which results in higher prices
each time contributions are increased. The incidence of these contri-
butions in the model, then, is the same as we assumed in the previous
chapter (recall the discussion of Chapter II, section B-3). We treat
these taxes as borne by consumers not by businesses.
2. How the Model is Solved

The model is solved by a simple iterative_procedure.S For a
particular year the actual values of .all coefficients, exogenous
variables, and lagged endogenous variables are combined with some
preliminary estimate of the current endogenous variables. This estimate
can be the value of the endogenous variable in the previous year. Then
this information is inserted into each eqdation to yield an initial fore-

cast. for the set of endogenocus variables. The forecast values are then

used to replace the initial estimates of the current endogenous variables

thus turning-out a second forecast. This technique of inserting the
forecast values back into the individual .equations is repeated until
two successive forecasts .are so similar that they can be considered

identical.. The criteria for determining when the- solution has -been

reached can be. as: precise as one would like. In the results to be

'5The author is deeply indebted to Barry Bosworth of the Research
Seminar in Quantitative Economics whe wrote the computer program for
this solution procedure and who corrected many of the author's mistakes

‘while wsing this "program.
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discussed in this chapter we considered the system to be solved when the
forecast of real GNP was less than $1 million different from the fore-
cast of the previous iteration. :
This iterative solution procedure can be used to give long-run
as well as short-run estimates of the effects of structural changes in
the economy or changes in expenditures. Each year the initial value
of the endogenous variable used in the iteration procedure can be the
lagged value obtainable from the solution for the previous year.

Repeating this process for a number of consecutive years, one can

" simulate the behavior of the economy over a long period of time. For

example, one could estimate the long-run as well as the impact effects

of a 81 billion increase in government expenditures. In 1960 the

impact multiplier of such an increase on real GNP was $1.78 biilion.

If the increase in expenditures was to be sustained over a long period

of time, the long-run effect on GNP would be larger. We estimate that

the effect by 1966 wouldbe $3,06 billon. The difference in the size of

the one year and seven year multipliers is due to lags in the response

to changes in demand of such variables as prices and employment. The

procedure just discussed enables us to incorporate these lags when we

estimate the effects of social insuraﬁce on demand., ,
We estimate these effects by changing the variables and coefficients

in. the social insurance. equations in the econometric-model and then

comparing solutions before and after the changes. For example,. if wé

wanted -to know how much more stable the economy is because of State UI

transfer payments, we would first estimate the multiplier, say the ;

government  expenditures. multiplier.. We then. remove the State UI transfer ;
j
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payments equation from the model and re-estimate that multiplier. Com-
paring the two, we would have an estimate of the stabilizing influence
of these transfers. Parts B and C of this chapter will consist of
repeated applications of this technique.

B. Social Insurance and the Level of Aggregate Demend

In this section we examine how changes in transfers and contri-
butions offset the level of demand. To do this we. first estimate
the multipliers for transfer payments, employee contributions, employef
contributions, and self-employed contributions. Then we examine two
recent changes in social Insurance programs applying these multipliers
to the observed changes in transfers and contributions to see how much
GNP was affected by these changes. The two selected were (1) the
changes in transfers and contributions in 1965 and 1966 as a result of
the 1965 OASDHI legislation; (2) the increases in transfers and
contributions associated with the Temporary Extended Unemployment
Compensation (TEUC) program of 1961~1962. For this ;écond case,
because we have data for a number of years after enactment of the
program, we have estiméted the long-run effect as well as its impact
on GNP in 1961 and 1962,

We find that: (a) The increase in OASDHI transfers of $1.4
billion in 1965 caused real GNP to increase by $2.7.billion in that
year. When transfers further increased by $1.7 billion in 1966, their

impact was to raise real GNP by $3,1 billion. (b) The increases in

OASDHI contributions rates and the taxable maximuwm which occurred on

January 1, 1966 reduced real GNP in 1966 $6.7 billion. Thus the net

effect of the amendments in 1965 was to raise real output by $2.7

60
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billion but in 1966 as contributions and transfers both increased, GNP
was reduced by $3.6 billion. (c) The TEUC transfers of 1961 raised
real GNP in that year by about $1.10 billion., (d) The long-run effect
of TEUC, however, was even more expansionary, accounting for a total
increase in real GNP of $1.9 billion between 1961 and 1966. The exis-
tence of higher employer taxes in both 1962 and 1963, however, reduced
the long-run expansionary effect of TEUC on real GNP by $.9 billion

from $2.8 billion to $1.9 billion.

1. The Social Insurance Mﬁltipliers

Changes in government transfer payments and contributions for
social insurance (by employers, emplovees, and the self-employed)
have measurable effects on the levels of GNP, employment and prices.
The multiplier effects of social insurance on these three are summarized
in Table III-1l. Fo~ example, we estimate that the effect on 1965 real
GNP of a $1 billion increzase in government g:gnsfer payments was 1,91
billion dollars measured in 1958 prices. This is shown in row 2 of the
table. This is the largest of the impact, or one year, multipliers for
the social insurance sector. To give some standard of comparison, the
multiplier for government purchases, shown in row 1 of Table III-1,
was 2.02. The transfer payments multiplier is nearly_as large as the
government expenditures multiplier. Because the soci;I insurance
multipliers are quite large, changes in social insurance programs can
have large effects on GNP and employment which we will presently examine.
Here, however, we will discuss how the social insurance multipliers
were estimated and compare them.to each other. So that all the results

will be comparable, we will discuss the effect on real GNP measured at
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TABLE III-1

SOCIAL INSURANCE MULTIPLIERS ON GNP, EMPLOYMENT, AND PRICES

Effect on
a one billion dollar
increase in GNP Employment GNP Deflator
(in billions (in millions) (1958=100.0)
of 1958$)
1. Government expenditures 2.02 .14 .1
2. Government transfer
payments 1.91 .13 .1
3. Employee contri- .
butions -1.58 -.11 -.2
4. Private employer
contributions -.83 -.06 .1
5. Private employer
contributions,
no shifting -.70 -.05 -.1
6. Private employer
contributions,
immediate and
complete forward
Shifting e 90 . 07 . 1

Source: These estimates were prepared by the author using the
University of Michigan Econometric Model of the U, S,

Economy.
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1958 prices, of a one billion dollar change in transfers and contri-
butions measured at 1965 prices.

Government transfer payments and employee contributions for social
insurance affect aggregate demand in the same way through their impact
on disposable income, hence consumer expenditures. We, therefore, would
expect that the impact multipliers for these two would be roughly equal
in size. The multiplier for a $1 billion increase in transfer payments
was 1.91 while for employee contributions it was -1.58. Compare rows
2 and 3 of Table III-1. The difference in the absolute size of the two
results from the type of spending patterns exhibited by those who
receive transfers. Whereas the MPC out of disposable income in the
model is .75 we have assumed that the MPC out of transfer payments is
.9 and divided equally between nondurable goods and services. No
durable goods are assumed to be purchased with transfer payments,

This is ome way to approximate the spending patterns of transfer pay-
ment recipients who are mostly low-income persons. (See the discussion
in Section B-1 of Chapter II.)

A one billion dollar increase in private employer cortrxibutions
for social inswr ance would lower real 1965 GNP by .83 billion dollars.
Unlike the other changes in social insurance note that in this case
GNP and prices move in opposite directions. From line ‘4 of the table
we note that while real GNP drops .83 billion the GNP price deflator
rises by one-tenth of a percentage point. This implicitly assumes
employers raise prices when labor costs rise in the manner shown in
equation (III-2), It is also interesting to see how alternative -

assumptions :ahout employer reactions to increased contributions affect

E;T
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the size of the multiplier. Two are worth noting: (a) I1f employers
do not raise prices but rather suffer reduced brofits, the impact
TR R multiplier becomes -.70 and prices fall as shown in row 5 of the table.
Also in this case, more of the effect on output is felt on fixed ' .

investment. It declines by an extra $.09 billion even though this

multiplier is smaller. (b) If employers made a full-price adjustment
immediately (row 6 of Tablie III-1), then the multiplier becomes =-.9.
Thus, regardless of the incidence assumptions made, the size of the
multiplier is abéut the same. |

The impact multiplier for self-employed contributions for social
insurance is also -.83 if self-employed persons behave like other
employers and raise prices when their contributions increase. If, on

the other hand, self-employed persons do actually bear the burden of the

higher contributions, the multiplier is -1.58, the same as for employee
contributions.

From the preceding we conclude that the largest of the social
insurance multipliers is the one associated with government transfer
payments. In fact this multiplier of 1.91 is nearly as large as the
government expenditures multiplier of 2,02, The smallest social
insurance multipliers are associated with employer and self-employed

; contributions, with an absolute size of .83. Occupying an intermediate

position is the employee contributions multiplier whose value is -1,58.

Because of the way we have estimated these multipliers, i.e., measuring

the effect of a one billion dollar change in 1965 on real output
measured in 1958 prices, the absolute size of these social insurance

' multipliers will be different for different years. In particular
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they will Be smallér for more recent years when the general price
level is higher. What will be the same for all years is the relative
sizes of the social insurance multipliers; the transfer payments
multiplier being largest and the employer and self-employed contribu-
tions multipliers being smallest. Because these multipliers are quite
large, large changes in social insurance programs are capable of produc-
ing large changes in GNP and employment., We will measure the effects of
two such change; in the next section of this chapter.

Before proceeding there is one last point. to mention. In Chapter
II we noted that transfer payments have been growing as a fraction of
disposable income, and that people who receive transfer payments spend
in different patterns from others (Chapter II, section B-1). Con-
ﬁequently, increasing transfer payments and contributions by equal
amounts will affect both the level and composition of demand. For
example, if transfer payments from OASDHI were raised by $1 billion in
1965 and employee and employer contributions each by $.5 billion, this
would raise total real GNP by $.7 billion. It would also alter the
composition of consumer demand. Demand for autos and for other durables
would fall by $.06 and $.04 billion respectively while demand for non-
durablesvaﬂ&'services would rise by $.29 and $.35 billion respectively.
Thus changes in OASDHI, or any other social insurance program, which do
not affect the size of OASDHI trust fund, can, nevertheless, affect
the level and composition of .aggregate demand in the economy. This is
especially important in our economy where social insuranceftransférs and

contributions have been growing relative to total disposable income..

[PVl
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2. The 1965 Amendments to the Social Security Act
(a) The Imporxtant frovisions
In July 1965 President Johnson signed a bill which called for
major revisions of the social security system. The most important
provisions were:
(1) The monthly cash benefits of people already receiving OASDHI
transfers were increased by 7 percent. 1
(2) A new health insurance program for the aged was established.
This so-called Medicare program had two main parts. Part A
provided protection for the aged against hospital costs, to be
financed by contributions by employers, employees, and self-
employed persons covered by OASDHI. Part B was a voluntary
plan whereby older persons could make monthly contributions,
initially $3 per month, to become insureé against the costs cof
physicians' services and related medical expenses. The Federal
government was to make matching payments from general revenues
to help finance these medical costs.
(3) The OASDHI taxable maximum was raised from $4800 to $6600.
(4) The OASDHI contribution rate was increased.
There were other provisions liberalizing eligibility for certain OASDHI
benefits (for children aged 18-21, disabled persons, and widows) and
extending coverage to medical doctors and to income received in the form

of tips.6 These amendments did not all go into effect at the same time,

6For a complete description of these amendments see Wilbur Cohen
and Robert Ball, 'Social Security Amendments of 1965: Summary and Legis-
lative History," Social Security Bulletin, XXVII (September, 1965).

1%




59

The 7 percent increase in benefits was made retroactive to January 1,
1965. The DASDHI tax rate and taxable maximum were both increased on
January 1, 1266, The employer and employee contribution rate increased
from 3.625 percent to 4.2 percent while the rate for self-employed
cersons rose from 5.4 percent to 6.15 percent. Older persons started
to receive Medicare benefits on July 1, 1966. Thus transfer payments
associated with the 1965 amendments increased in both 1965 and 1966
while contribution rates increased in 1966.
(b) The Effects of the 1965 Amendments

The only effects of these amendments on the economy in 1965 was
to increase OASDHI transfer payments by 1.4 billion dollars. We
estimate that the subsequent spending of these transfer payments
st;rted a multiplier process which increased real GNP in that year by
$2.7 billion. This increased employment in 1965 by .24 million. This
estimate of the impact on real GNP and employment may be somewhat high
since the larger monthly benefit payments were first paid in September.
Transfer payments of that month were about $1 billion higher than in the
previous month as they included the retroactive increased payments for
the first eight months of 1965. In the last four months of the year,
recipients of these transfers may not have fully adjusted their spending
to the new higher level of traﬁsfers and also business production may
not have fully adjusted to the new higher level of sales caused by
the larger OASDHI tronsfers. For these two reasons, then, the
expansionary impact on real GNP may have been less than $2.7 billion,

The impact of these amendments in 1966 was to lower real GNP by

about $3.6 billion. This is the net effect resulting from increases

 Banl
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in transfer payments as well as contributions. The increase in transfer
payments attributable to the 1965 Amendments was roughly $1.7 billion.
One billion of this ’ncrease was the amount of hospital insurance
benefits paid between July 1, when the program went into effect, and the
end of the year. The rest was mostly from increased eligibility for
retirement, disability and survivor bemefits. This $1.7 billibn
increase in transfers caused real GNP to increase by $5.1 billion in
1966. The increase in the contribution rate and the taxable maximum
in 1966 cause private employexr contributions for OASDHI to increase by
about $2.6 billion. This lowered zeal GNP by $2.1 billion as employers
raised prices in response to these higher labor costs. Employee
contributions rose by $3.1 billion of which $.3 billion was voluntary
contributions for medical insurance under Medicare. This increase
caused real GiP to be lower by $4.6 billion in 1966. Because self-
employed persons did not have to pay their 1966 OASDHI contributions
until April, 1957, the higher contribution rate and taxable maximqm
applicable to them did not have effects on GNP in 1966. Combining
together the effects on real GNP of transfer payments (+§3.1 billion),
private emplcyer contributions (+$2.1 billion), and employee contribu-
tions (~$4.6 billion) we estimafe that the 1965 Social Security
Amendments reduced real GNP in 1966 by $3.6 billion. Théy reduced
employment in the same year.by .30 million.

We used (III-1) to estimate the effect of increased employer
contributions on the pfice level in 1966. The $2.6 billion increase in
contributions was responsible for an increase in .5 percentage points

in the price index for private non-farm GNP. Since the observed

68




st

61

increase in the index was 2.8 percentage points, we conclude that
increases in employer contributions for OASDHI were responsible for
about 18 percent of the observed increase in the GNP deflator ior 1966.
3. Temporary Extended Unemployment Compensation of 1961-1962

(a) The TEUC Provisions

Early in 1961 when it was evident that the economy was in a
recession, President Kennedy proposed a bill to extend the duration of
State UI benefits. This bill, the Temporary Extended Unemployment
Compensation Act, or TEUC, was signed into effect in late March of that
year. Its main purpose was to provide additional eligibility to
persons who exhausted their benefit rights under State UI laws.
Extended benefits were to be the same size ac regular weekly benefits
and in most states unemployed workers could receive the benefits for
up to thirteen weeks. Persons could file for TEUC benefits between
April 1, 1961, and April 1, 1962, and receive these benefits as late
as July 1, 1962, TEUC benefits were to be financed by increasing the
employer contribution rate for the Federal Unemployment Tax in 1962
and 1963. The rate was raised from .4 percent of taxable wages in
1961 to .8 percent in 1962 and 1963. Subsequently the 1963 rate was
reduced to .65 percent so that total contributioﬁs would not exceed
total benefit payments of the TEUC program.

(b) The Effects of TEUC

In 1961 and 1962, 2.78 million workers received TEUC benefits
totaling $.82 billion. About $.6 billion of the benefits were
disbursed in 1961 and $.2 billion in 1962, TEUC employe r contributions

amounted to $,5 billion in 1962 and $.3 billion in 1963. Since the
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only TEUC provision in effect in 1961 was the $.6 billion of transfer
payments, the program accelerated the recovery from the recession. The
transfer payments added about $1.1 billion to aggregate demand in 1961,
‘ The net effect of TEUC in 1962 was about zero, The $.2 billion of

| transfer payments added about $.4 billion to real GNP but the $.5
billion of embloyer contributions reduced real GNP by $.4 billion,
Since the only part of TEUC still in effect in 1963 was the higher
employer contributions, it tended to reduce real GNP in that year by
about $.2 billion, Over the three years, then, the impact effect of
TEUC on demand was positive in 1961; about zero in 1962; and slightly
negative in 1963,

We have also examined the 1ong-run effects of TEUC as well as the
impacts of its specific provisions in 1961, 1962, and 1963. We did two
simulations for the years 1961 through 1966, including all TEUC
provisison for 1961-1963 the first time and then excluding them in the
second run, Comparing the two serie; of solutions enables us .to
measure the effects of TEUC in all years from 1961 through 1966.
Because of lags present in the ecomomy's behavior, the long-run effects

of TEUC will be different than the impact effects reported in the

previous paragraph. For example the TEUC transfers of 1961 had -effects
on the economy in 1962 as weilvas in 1961, 'We found that TEUC raised
real GNP by $1.1 billion in 1961, hy $.6 billion in 1962, lowered it by
$.1 billion in 1963 and by $.1 billion in 1964. In both 1965 and 1966

it raised real GNP by $,15 billion as the lagged effects of the transfer

payments were still being felt, Adding the effects from all years, we

estimate that the cumulative net impact of.TEUC on real GNP between
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1961 and 1966 was to increase it by $1.9 billion.

This $1.9 billion cumulative net effect on real GNP might be
called a social insurance balanced budget multiplier effect. TEUC
contributions and transfer payments both amounted to just cver $.8
billion. Thus the long-run TEUC balanced budget multiplier is 2.36.
The $.8 billion increase in transfer payments raised real GNP by $2.8
billion between 1961 and 1966 while the equal increase in employer
contributions reduced real GNP by $.9 billion between 1962 and 1966.
The timing of this multiplier effect is also interesting. In 1961
TEUC added $1.1 billion to real GNP and between 1962 and 1966 it
further added $.8 billion to real GNP as the lagged effects of the 1961
transfers along with the effects of the $.2 billion of 1962 transfers
more than exceeded the effects of contributions made in 1962 and 1963.
It is also interesting to consider what effect the timing of the
contribution provisions had on the size of the long-run effect of TEUC.
If the first contributions had been due earlier, say sometime in 1961,
the initial expansionary effect of TEUC would undoubtedly have been
less than $1.1 billion. Also the long-run expansionary effect wouid
have been smaller than $1.9 billion.

4, Summary

Three points need to be emphasized about the relationship of
social insurance to aggregate -demand in the economy. First, changes
in social insurance provisions have measurable, if modest, impacts on
the level of aggregate demand. This is true even if the changes
in question call for equal increases in transfer payments and contribu-

tions;.because the multiplier associated with social insurance transfers
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is larger than the multiplier for employee contributions and much

larger than the multiplier for employer and self-employed contributions.
Second, equal increases in transfer payments and contributions affect
not only the level but also the composition of aggregate demand . Equal
increases in both tends to shif; consumer demand away from durable goods
towards nondurable goods and services. Third, because social insurance
does affect the level of demand, hence employment of resources in the
economy, effective stabilization policy needs to recognize that these
effects exist in order to better balance demand against the economy's
productive capacity. This last point merits some emphasis. Changes

in OASDHI of the kind in the 1965 Amendments had quite large effects on
demand in both 1965 ($2.7 billion) and in 1966 ($3.6 billion). As the
OASDHI system continues to grow it will have comparable and even larger
future effects on aggregate demand. These must be recognized if

prices and demand are to be effectively stabilized in the economy.

C. Social Insurance and the Stability of Aggregate Demand

Social insurance, particularly unemployment insurance transfer

payments, adds considerable stability to aggfegate démand ia thé economy .

We estimate, for instance, théfhthe impact multiplier of government
expenditures on real GNP is reduced from 2.50 to 2.02 because of

social insurance. As a stabilizer of aggregate demand social insurance
is about seven-tenths as strong as the Federal peréoﬁal income tax. The
stabilizing role of social insurance would be further enhanced 1if Staﬁg
UI weekly benefits were raised, duration of benefits increased, or if
coverage was expanded to include workers now excluded. The stabilizing

effects of unemployment insurance would be further increased if the
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link between State UI transfers and the contribution rate for employers
were to be eliminated. These conclusions are the result of an investi-
gation which was divided into four main parts. We first discuss
automatic stabilizers and how they stabilize aggregate demand. We next
derive estimates of the stabilizing influences of social insurance and
compare these with another automatic stabilizer, the Federal personal
income tax. In the last two sections we discuss possible changes in
State UI benefits and financing. The effect of changing the size of
weekly behefits, ﬁhe maximum duration of benefits, and the extent of
covered employment are all examined. Finally, we estimate how much

the link between State UI transfers and the employer contribution rate

" affects the long~run performance of State UI as an automatic stabilizer.

1. Automatic Stabilizers

When the level of production changes, this generates income and
leads to increases in spending by those receiving the added income.
We can define the coefficient of respending for an economy, call it r,

as the response of these induced expenditures to changes in production,

the change in_ induced expenditures
T - = —— -
(T11-4) g ' the change in GNP

When: induced expenditures rise, this causes further increase in produc-
tion. The eventual result of this process is a multiple increase in
production for aﬁy initial change. r is central to this multiplier
proéess. When it chahges, it affecfs the size of the economy'g
multiplier;

Because the size of r is important in determining the size of the

multiplief,'we néed to examine it in more detail. For simplicity we

- will discuss an edonomy with no'exportshof imports. When production

2
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increases, income is generated which is distributed between households,

businesses and goveraments. Each of these three tends to respend some
parts of the extra income but the respending coefficients are not all
the same. On a year-to-year basis, respending by households is the
highest while respending by governments is the lowest, probably close
to zero., Business respending occupies an intermediate position. The
size of r, then, depends on two things: the income distribution
coefficients and the respending coefficients, We can state this as:
(I11-5) r=nh"- rh+b‘rb+g'rg_

where

the response of disposable income to changes in GNP,

=
I

the response of consumption to changes in disposable income

[g]
=
U}

(the MPC).
b = the response of business cash flow (depreciation allowances
plus after-tax corporate profits) to changes in GNP,
r, = the response of business fixed investment to changes in
cash flow.
g = the response of government tax receipts {net of transfer
payments) to changes in GNP,
r = the response of government'expenditures to changes in tax
receipts.,
h, b, and g are relatedfsuch.;hat.alb neﬁly‘generated“income must be
distributed between households, businesses, and government. Thus, h
plus b plus g is_equal to 1., rh;,,rb,.,and.r.g reflect the spending

behavior of the economy's three main sectors- and we accept these three

as given. h, b, and g, on the other hand, will change when tax rates
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are altered, State UI transfer payments are changed, or when business
dividend wage, and employment policies change. Since Ty is bigger than
Ty and rg and since ry is larger than Fg’ structural changes that reduce
h and b but increase g will lower the respending ratio, hence reducing
the multiplier.

Automatic stabilizers reduce the size of r. An example is the
Federal personal income tax. Because of it, h is smaller and g is
larger than they otherwise would be, In a similar way, the Federal
corporate: profits tax reduces b while raising g. Both taxes redistribute
income towards the sector with the lowest coefficient of respending,
thus reducing r and the multiplier, :Social insurance is also an
automztic stabilizer. The presence of employer contributions slightly
reduces b, while State UI transfers, employee contributions and self-
employed contributions all reduce h ‘and raise g. ‘We can use the
econometric model to estimate the extent of these stabilizing influences.
2. Social Insurance as an Automatic Stabilizer

Sociai insurance adds ccnsiderable stability to the 'U. S. economy.
Removing all of the éocial insurance equations from the econometric
model for the year 1965 caused the govemment expenditures multiplier
to increase from 2.02 to 2.50, This effect on the multiplier is
primarily because social insurance reduces the responsiveness of dis-
posable income to changes in GNP, Social insurance reduces h in two
different ways: First, unemployment compensation offsets, for most
workers, part of the loss in income from being laid off. Secondly, when

wages and salaries, and proprietors' incomes increase, part of the

increase is taxed away in the form of employee and self-employed contri-
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butions for social insurance. Social insurance also slightly reduces
b, the response of corporate cash flow to changes in GNP, Since most
of employer contributions seem to be passed forward as higher pricea
(see the discussion concerning equation (III-~1) in section A), they )

only reduce b by a very smzll amount, Thus if these influences of

social insurance on h and b were not preserit, the impact multiplier in
the:- economy would be 2,50 rather than 2.02, :
Most of the stabilizing influence of social insurance is
attributable to State UI transfer payments, When its equation was
removed from the econometric model, the multiplier rose from 2.02 to
2.38. When the contributions equations were removed, the multiplier
only rose from 2.02 to 2.09., In relative terms contributions, by _ f

employers, employees and the self-employed, are about twenty percent

(2:09-2.02 _ .07
2.38-2.02 = .36

stabilizer. Since contributions rates for OASDHI have been growing

) as strong as State UI transfers as an automatic

and will continue to grow, however, the importance of contributions as
an automatic stabilizer is going to increase.

To ﬁelp gain more perspective on the role of social insurance %
as an autonatic stabilizer, it is instructive to compare it with the -
Federal personal income tax. In 1965, the income tax equation in the
v model had marginal tax rates'of .18 on the taxable parts of personal
2 income, When this equation was suppressed the impact multiplier increased

£ from 2.02 to 2.69. Since the increase when social insurance was suppressed

was 2.02 to 2.50, we conclude that social insurance is about seven-

tenths as strong as the Federal personal tax income tax as an

automatic stabilizer, Removing social insurance causes the multiplier

( o to increase by .48 while removing the income tax raises it by .67.
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3. The Stabilizing Impacts of Proposed Changes in State UI

Many proposals have been advanced to change the benefit features

of the State UI syst:em.7 Three are: (i) to increase the size of

average weekly benefits (to one-half or two-thirds of average weekly
wages); (ii) to lengthen the maximum duration of benefits (to thirty-
nine or fifty-two weeks); and (iii) to extend coverage to certain
workers not currently covered by State UI. If these proposals were to é
be enacted into law, they would directly increase the economic security 5
of wage and salary workers through the increased size and duration of . 1
weekly benefits. From our discussion of State UI as an automatic
stabilizer, we can see that economic security would also be increased
indirectly because the proposed changes would reduce the size of h; hence

the multiplier. 1t is this latter effect which we will examine.

We noted in Chapter II that average weekly benefits are comsiderably
less than one-half of avérage earnings because states have placed upper
limits on the size of average weekly benefits. Removing these ceilings
would cause weekly benefits to rise from their current size, roughly
one-third of average weekly earningr to one-half of average weekly

earnings. If this happened, the multiplier would decrease from 2.02

a2 e AN B b i e e

to 1.90. Raising benefits to two-thirds of weekly earnings would

further reduce it to 1.79.

€ e AT

Expanding the maximum duration cf eligibility for benefits from

For a full discussion of these proposed changes ard the arguments
for and against such changes, see William Haber and Merrill . Murray,
Unemployment Insurance in the American Economy, (Homewood, Illinois: ;
Richard D, Irwin, Inc., 1966), particularly Chapters 10, 11, and 12.
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twenty-six to thirty-nine would also reduce the multiplier. To esti-

mate the size of this effect, we took the number of State UI exhaustees

for each year between 1953 and 1966 and extended the average duration
of their benefits from twenty-six weeks to an amount which averaged
thirty-four weeks. The duration varied from year to year depending

on economic conditions; it was longer in recession years and shorter

in boom years. We then used this series of extra manweeks of benefits
to construct a new series of the average number of State Ul beneficiaries.

The relation between this new series and total unemployment was:
39 2

(I11I-6) AU B = .82640U - ,088A°CLF -~ .030
(.052) (.065)
R? = 96
oy = .13
where
i 39 .
U B the average number of State UI beneficiaries when the

maximum duration of benefits is 39 weeks.

U

total unemployment.

CLF

the civilian labor force. ' : §
Comparing (III-6) with (II-14) of Chapter II, we can see that the &
response of State UI beneficiaries to changes in unemployment rises
from ,604 to .826, when duration is extended to thirty-nine weeks,

Replacing (II-14) by (III-6) in the econometric model caused the impact

7 e F i b R

multiplier of government expenditures to fall from 2.02 to 1.90. Thus i
b extending maximum duration from twenty-six to thirty-nine weeks would

have as large a stabilizing impact as increasing average weekly bene-

fits to one-half the size of average weekly earhings.

Q Increasing the coverage of State UI in the economy would also
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increase stability. Following the argument of Haber and Murray,8 we
feel it feasible to extend coverage tc employees of small firms, non- §
profit organizations, State and local government employees, agricultural
workers and domestic service workers. Extending coverage to agricultural
and domestic service workers, it should be noted, would present
administrative problems in obtaining wage records. Also, it would
mean broadening the scope of State UI coverage to include people who
normally do not work at full-time, all-year jobs. The high incidence
of unemployment among agricultural workers and domestic workers makes
it necessary to at least consider such an extension. Extending coverage
would cause the number of State UI beneficiaries to change by larger
amounts than at present for a given change in unemployment.

To approximate this increased respoiisiveness, we first compared
changes in covered wage and salary employment with changes in total
wage and salary employment. For 1958 to 1965 the observed relation was:

(111-7) /e = 1,116 - 054
Y (.050)

R" = .99

., = .14

t=
Y

total wage and salary employment, Bureau of Labor Statistics

establishment series.

EUI

employment covered by State UI,

We then multiplied the slope coefficient for changes in unemployment

(equation (II-14) of Chapter II) of .604 times the slope coefficient in

81bid., p. 171.
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(I1I-7), 1.116. The product of these two, .674, was then used as an
estimate of how much more responsive State UI beneficiaries would be
to changes in total unemployment if coverage were increased. Using.
this coefficient in the econometric model reduced the multipiier from
2,02 to 1,98. Thus of the three proposed changes in State UI, extending
coverage would have the smallest stabilizing impact on the economy.
Large additions to economic stability would be realized if all of
the proposed chénges in Stste UY were enacted. Increasing benefits to
half of weekly earnings, extending duration to thirty-nine weeks and
increasing coverage would cause the multiplier to decrease from 2,02
to 1.74. If benefits were made two-thirds of weekly wages, this along
with the other changes would further “duce the multiplier to 1.59.
This reduction, 2.02 to 1.59, represents about twenty percent of the
original size of the multiplier. Thus, in addition to large direct
benefits to the economic security of workers, these changes in State
UI would also yield a large indirect benefit, a twenty-percent reduction
in the size of the impact multiplier in the economy.
4, The Stabilizing Impact of Employer Contributions for State UI
Having studied how State UI transfers adds stability to the
economy and how increases in coverage, size and duration of'benefits
would further increase thisbstaBilizing influence, it‘is next necessary
to examine how the method of financing these transfer payments affects
economic stability. Earlier (section A-2 of Chapter'II), we examined
the link“betﬁéen $£§£e UI transfers and ;he empioyer contributions rate.
We noted that when transfers rise, this causes the employer contribution

rate to rise in the following two years. Because this response of the
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contribution rate raises unit costs and then prices, the effect of the
employer contribution rate is to reduce real disposable income,
partially offsetting the stabilizing impact of the transfer payments.

Although the response of the employer contribution rate tends
partly to offset the stabilizing influence of State UI transfers, the
size of this effect is quite small, We estimated this effect by
comparing three long-run multipliers generated by the econometric model.
First, we increased real government expenditures in 1960 by $1 billion.
The long-rum, seven-period, multiplier of this increase was 3.06.

That is, real GNP was $3.06 billion higher in 1966 as a result of this
sustained increase in real government expenditures starting in 1960.
Next, we suppressed the response of State UI transfers to changes in
unemployment and again calculated a seven-period multiplier. This was
4.00. TFinally the multiplier when there was a response of transfers but
a fixed employer contribution rate was 2.72. Wé thus conclude that the
response of the employer contributions rate redﬁces by about one-fourth
(Z—%%:—%—% = i—%% = ,27) the long-run effectiveness of State UI trans-
fers as an automatic stabilizer. The long-run multiplier of government
expenditures would be 2.72 rather than 3.06 if there were no response
of the contribution rate to changes in transfers.

This finding has one important implication. It means that the
current operation of the State Ul system lends a strong stabilizing
influence to aggregate demand. Thus changes in the system that would
increase Eﬁ?,??5909§€“°f,transf?r payments to changes in GNP such as
we examined in part C-3 of this Chapter would further increase this

stabilizing influence. This conclusion holds even though the proposed
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changes would increase the year-to-year fluctuations in transfer
payments hence increasing the fluctuations in the employer cortribution

rate for State UI.
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APPENDIX A--GLOSSARY OF SYMBOLS

The symbols which appear in Chapters II and III are listed below

along with their definitions. They are in order of first appearance.

Chagter I1

TFOA = the size at the end of the year of all trust funds associated

with OASDHI. Before 1956 this is the old-age and survivors
insurance trust fund. For years since 1956 the disability

insurance trust fund is also included.

OA
SIrp = private employer contributions for OASDHI.
SISﬁ = State and local government and Army contributions for OASDHI.
SISA = employee contributions for OASDHI.
Slgz'= self-employed contributions for OASDHI,
OA
X = total OASDHI transfer payments.
IYOA = interest-income of the OASDHI trust funds,
ZOA = administrative expenses of OASDHI
FIOA = financial interchange between OASDHI and the Railroad retirement.
account.
OA .
AMB™ = average monthly OASDHI benefits,
OOA = the number of monthly OASDHI beneficiaries.
wgf( = taxable wages under OASDHI,
WgA = wages covered by OASDHI,
ESA = employment covered by OASDHI,
ﬁgﬁ = —%% = average ta..able wages under OASDHI.
E ,
c
OA
=0A wc

=
n
[

average covered wages under OASDHI.
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maximum taxable earnings per employee under OASDHI,

contribution rate for QASDHI for self-employed persons.

ratio of the taxable net income to total net income of self-
employed persons covered by OASDHI.

ratio of net income covered by OASDHI to total net income of
self-employed persons,

net income of self-employed persons.

avérage taxable net income of self-employed persons covered by
OASDHI,

average net income of self-empl&yed persons cove;ed by OASDHI,
the size at the end of the year Qf State Unemployment Insurance
trust fund, |

employer contributions for State Unemplbyment'Insurance.
interest income of the State Unemployment Insurance ﬁrust fund.
Unemployment Insufance transfer payments,

average weekly State UI benefits.

the average number sf weekly Staﬁe UI beneficiaries (in miliions).
unemployment,

the civilian labor force

the average contribution réte’for_employérs coveféd by State UI,
the ratio of taxable to total wéges and salaiies péid.by
employers covered by State UIL, | | |

the ratio of wages éna salaries 6f emplo&eré covered by‘State
UI to total wageS'andfsala:iesvin the private non-farm}secﬁor of
the economy, |

average taxable wagés'and”salaries of workers covered by State UI,
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average wages and.salaries of workers covered by State UI,
average maximum wages per employee taxable under State UI
markup of price over wages plus material costs for all
manufacturing industries,

markup of price over wages plus material costs plus supplements
to wages for all manufacturing industries,

corporate dividend payments, in billions of dollars,

corporate profits after taxes, in billions of dollars.
expenditures for nonresidential fixed.investmen;, in billions of
1958 dollars.

non~-imputed privately produced, non-farm output, in billions of
1958 dollars. |

non-imputed private, non-farm productive capacity, in billions
of 1958 dollars,

coréorate retained earnings, in billions of 1958 dollars,

capital consumption allowances, in billions of 195¢ dollars.
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Chapter III

P*¥ = the price deflator for. private, non-farm GNP.

ULC = unit labor costs in the private, non-farm sector. This is
employee compensation (wages and salaries plus. other labor
income plus employer contributions for social insurance) divided
by real GNP,

CU = capacity utilization,

-}
1

the consumer expenditures price deflator.
P_ = the farm GNP deflator.
CP = corporate profits plus the inventory valuation adjustment,

private, non-farm national income,

=z
(=
u

W = private, non-farm wages and‘salariesiplus'other labor income.
s1P = private employer contributions fbr;social insurance,
r = coefficient of respending = the change in induced expenditures
divided by the change in GNP,
h = the response of disposable income to‘chénges in GNP,
r, = the response of consumption to changes in disposable income
(the MPC),
b = tﬁe response of business cash flow (depreciation allowances plus-
after-tax corporate profits) :to changes. in GNP,
r, = the response  of business fixed investment to changes in' cash

flow.

~ to changes -in GNP,

g = the response of government tax-receipts: .(net of transfer: payments):
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the response of government expenditures to changes in tax

receipts,

= the average number of State UI beneficiaries when the maximum

duration of benefits is thirty-nine weeks.

total unemployment,

the civilian labor force.

total wage and salary employment, Bureau of Labor Statistics
establishment series,

employment covered by State UI,
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Data: Determinants of Contributions and Transfer Payments under

OASDHI and State UI,
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Definitions, Derivations, and Sources
D——— (1) AMB® - Average monthly benefits of all OASDHI beneficiaries.
| Source: Averag: monthly benefits for each year was derivéd by
dividing total OASDHI transfer payments by the average monthly | E
number of OASDHI beneficiaries. | “ ,
(2) 0% . Average monthly number of OASDHI beneficiaries (in millions). ;
Source: U, S. Social Secufity Administration, Social Security ,
- Bulletin, Annual Statistical Supplemeat, 1965 (Washiagton: U, S.
Government Printing Office, 1967), Table 7. {
, (3) o = Employer and employee contribution rate for OASDHI. Source: 1‘
Ibid., Table 19, {
&) b= oA - Ratio of taxable wages and salarie‘s to total wages and : l
sala‘;:]?.es covered by OASDHI in the private, non-farm sector of the f 1
* U. S. econonmy, “
| LOA ’ ‘
: (5) = ::lr - Ratio of wages and salaries covered by OASDHI to tccal (
wages and salaries in the private, non-farm sector of the U, S. ;
) ecrnomy. - '
6) W,?A - Wages and salaries taxable under OASDHI in the private, non- )
: farm sector of the U, S. economy (in billions of dollars). Source: 1
i : :
p | (a) For 1950-1963, U. S. Social Securd ty Administration, Quarterly ff
J Summary of Empl.ovmentLEarnings__and Benefit Data, XXI (Washington: %
| U. S. Governuent Printing Office, September, 1965) Table 10; }
l (b) For 1964-1965, U, S, Social Security ‘Administration, Social 1
; Security Bulletin, XXIX (Deceinbef, 1966). Table Q3. (
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These sources give taxable wages and salaries for the non-farm
sector of the economy, Taxable wages and salaries of siate and
local government employees and members of the armed forces were -
removed from this figure to yield private, non-farm wages and
salaries taxable under OASDHI, Taxable wages and salaries of
state and local government employees and members of the armed
forces are estimated each year from contributions data given in:

U. S, Social Security Administration, Social Security Bulletin,

Annual Statistical Supplement, op. cit., Table 35,

WSA - Wages and salaries covered by OASDHI in the private non-farm
sector of the.U. S. economy (in billions of dollars). Source:

Same as for taxable wages and salaries, Covered wages of state

and local government employees were estimated by assuming B for
these persons was the same as for private wage and salary employees
and then dividing taxable wages by B. Covered wages of members of
the armed forces were estimated by assuming B = .93 and fhen
dividing taxable wageslby .93.

WP - Wages and salaries in the private non-farm sector of the

U. S. economy (in billions of dollars). Source: U, S, Department

of Commerce, The National Income and Product Accounts of the United

- States, 1929-1965 Statistical Tables (Washington: U, S. Government

Printing Office, 1967), Table 6.2, line 87 less line 3.

EOA - Wage and salary employees covered by OASDHI in the private,

c
non-farm sector of the U, S. economy (in millions of dollars).

Source: Averages based on the calendar week in the months of

I3
1
Q
n3
[~
=
)
2
[
5
0
&
<
(1}
«

March, June, September and December when Curren

.
i

Ca

9 '.:".

RN




e Y

e

86

was taken, Except for 1950, all data was supplied to the author
by the Social Security Administration. 1950 employment was

estimated by the author,

OA
(10) WTx = ;az - Average taxable wages of private, non-farm employees
c
covered by OASDHI (in thousands of dollars).
o
(1) wc = i - Average wages of private, non-farm employees covered
' E
[+

by OASDHI (in thousands of dollars),
(12) TM = Maximum taxable earnings of a person covered by OASDHI
(in thousands of dollars). Source: U, S, Social Security

Administration, Social Security Bulletin, Annual Statistical

Supplement, 1965, op. cit., Table 19,

(13) &' - Contribution rate for self-employed persons, Source: Ibid.
PYO}
(14) B' = oa - Ratio of taxable net income to total net income of

PY

C.

non-farm self-employed persons.

R

(15) v' = Ei;;"-'Ratio of net income covered By OASDHI to total net
income of non~farm -employed personms.

(16) PY@;_- Taxable net income of non-farm self-employed persons under
OASDHI (in billiong of dollars). Source: Ibid., Tables 23 and 24,

(7) PYSA - Net income of non-farm self-employed persons covered by .
OASDHI (im billions of dotlaxs). Source: For 1951-1954 Ibid,,

Table 233 For 1955-1965 covered net income was estimated to be
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This percentage figure was estimated from the long-run ratio of

covered to total net income of self-employed personms,

(18) PY - Net income of non-farm self-employed persons (in billions of

dollars). Source: U, S, Department of Commerce, The National

Income and Product Accounts of the United Staies, 1929-1965

Statistical Tables, op. cit., Table 2,1, line 10,

(19) E; - Non-farm self-employed persons covered by OASDHI ( in

millions)., Source: U, S, Social Security Administration, Social

Security Bulletin, Annual Statistical Supplement, 1965, op. cit.,

Tables 23 and 24,

0A
—oa N

(20) PYpy = ETEK" Average taxable net income of non-farm, self-
c

employed persons covered by OASDHI (in thousands of dollars).

0A
—oa N

(21) py = E$ - Average net income of non-farm, self-employed
c .

persons covered by OASDHI (in thousands of dollars),

(22) AWB - Average weekly benefits of State UI beneficiariés. Source:

for 1950-1953, U, S, Bureau of Employment Security, Handbook of

Unemployment Insurance Financial Data, 1946-1963 (Washington:

U, S. Government Printing Office, 1966), pp. 1-22; For 1954-1965,

U. S. Bureau of Employment Security, Unemployment Insurance

Reyiew, III (March, 1966), p. 23,

(23) UB---State.UI-beneficiaries,.annual average. Source: Same as for

AYB,

(24) Q" - Average contribution rate for private employers covered by

State UL, Source: U, S, Bureau of Employment Security, Unemplov-

ment Insurance Review,'III (July, 1966), p. 1.
99
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WU.[

(25) "= -%% - Ratio of taxable wages and salaries to total wages
W
c

and salaries of private non-farm employers covered by State UI.
WUI

(26) y" = —%~ - Racio of wages and salaries covered by State UI to
W .

total wages and salaries in the private, non-farm sector of the
economy,

(27) 'Wg; - Taxable private non-farm wages and salaries under State UI,
Source: For 1950-1962, U. S. Bureau of Employment Security,

Handbook of Unemployment Insurance Financial Data, op. cit.,

pp. 1-50; For 1963-1964, U, S, Bureau of Employment Security,

Unemployment Insurance Review, III (March, 1966) p. 22. For

1965, estimated by author by dividing collections by the avérage
employer contribution rate,
(28) ng - Private, non-farm wages and salaries in industries covered

by State UI (in billions of déllars). Source: U. S. Bureau of

Employment Security, Employment and Wages (December, 1966),

Table 2B,
(29) EEI - Private, non-farm employment covered by State UI (in
millions). Source: 1Ibid.
UL
1 _ "rx
(30) Wow = 5T ° Average taxable wages of persons covered by State UI
c

(in thousands of dollars).

- WvI , v
o
(31) W;‘ = -%i'u Average wages of persons covered by State UI (in
_ E , i .
c

thousands of dollars).
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(32) ™ - Average maximum taxable wages of persons covered by State
S UI (in thousands of dollars). This is a weighted average of the
h taxable maximums for the different states., The weights are each
state's relative share of personal income for the year in questicn.
Source: For 1950-1963 the taxable maximums for the different

states in each year appear in U, S, Bureau of Employment Security,

Handbook of Unemployment Insurance Financial Data, 1946-1963,

op. cit., pp. 1-130. For 1964 and 1965, they appear in: U, S,

Bureau of Employment Security, Unemployment Insurance Review, III

(November~-December, 1966), p.2.
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APPENDIX C

Manufacturing Markups, 1952-1965,

Data
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Definitions, Derivations, and Sources

These sales and cost data were used to compute the manufacturing
markups shown in Figure II-5., The two markups appear in columns (8)

and (9) of Table C-1,

(1) Corporate sales in manufacturing. Source: U, S, Department of

Commerce, The National Income and Product Accounts of the United

States, 1929-1965 Statistical Tables (Washiﬁgton: U, S. Government
Printing Office, 1967), Table 6,19,
(2) Manufacturing GNP. Source: U, S, Department of Commerce, Survey

of Current Business, XXXXVII, (April, 1967), p. 21.

(3) Cost of purchased materials and services in manufacturing. Source:
Corporate Sales less Manufacturing GNP (Column 1 less column 2),
(4) Manufacturing wages and salaries. Source: U. S, Department of

Commerce, The National Income and Product Accounts, ..., op. cit.,

Table 6.2,
(5) Manufacturing wages, Source: U, S, Department of Commerce, Annual

Survey of Manufacturers (Washington: U, S, Government Printing

Office, 1965), Table 2.
(6) Supplements to manufacturing wages and salaries., Source: U, S,

Department of Commerce, The National Inccme and Product Accounts, ...,

op. cit., Table 6.7,

(7) Supplements to wages in manufacturing. Source: Suppiements to
wages and salaries in manufacturing times the ratio of wages to
wages plus salariee (column (6) times column (5) divided by column

@)).
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(8) m, - Markup of price over wages plus materials costs, Source:
Corporate manufacturing sales divided by the sum of wages plus
material costs (column (1) divided by the sum of columns (3)
plus (5)).

) m, - Markup of price over wages plus material costs plus supplement
to wages, Source: Corporate manufacturing sales divided by the
sum of wages plus material costs plus supplements to wages

(column (1) divided by the sum of columns (3) plus (5) plus (7)).
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