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Social Security and

ocial Security is in trouble. The Great Reces-

sion has reduced payroll tax revenues while

increasing the number of workers applying

for benefits. As a result, last year (2010) the

retirement trust fund had a cash outflow of
$41 billion. If the economy recovers quickly, small sur-
pluses could be achieved for 2012 through 2014, but by
2015 the deficit returns — permanently. That’s when
baby boomers start retiring en masse.

According to the 2010 Trustees Report, the re-
tirement “trust fund” will be exhausted in 2037. At that
point, the system will have burned through all the assets
accumulated since the inception of Social Security more
than 70 years ago. It will be unable to pay all of the ben-
efits that have been promised.

The long-term (75-year) actuarial deficit is esti-
mated to be a whopping $7.9 trillion in present value
terms. In other words, Congress would have to raise
$7.9 trillion today and invest it in order to have enough
money to pay all of Social Security’s promised benefits
between 2015 and 2084. This money would be in addi-
tion to what Social Security receives during those years
from payroll taxes.'

But not to worry! Many claim immigration can re-
duce Social Security’s long-term deficit. As we discuss
below, this conclusion is based on flawed assumptions
regarding the amount of payroll taxes immigrants pay
into the system as well as the benefits they are likely
to receive. Moreover the reduction in native wages —
and payroll tax payments — stemming from competi-
tion with low-wage immigrants is invariably ignored by
those who claim immigration can help shore up the re-
tirement system.

Social Security today operates on what is known as
a “pay-as-you-go” basis, in which current worker pay-
roll taxes are used immediately to pay for the benefits of
current retirees and other beneficiaries. In 1950, there
were about 16 workers for every retiree. Today, there are
slightly over three workers per beneficiary, and by the
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time today’s 20-year-olds retire, that number will fall to
two workers for every beneficiary. Furthermore, Social
Security is paying greater benefits for longer periods of
time as life expectancy increases and baby boom retirees
strain the system.?

The Social Security “problem” is largely the result
of an aging population where fewer and fewer young
workers are taking the place of older retirees. In the
short run, immigration can help mitigate the funding cri-
sis, but its impact is slight.
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Social Security’s own analysis shows just how
weak the immigration effect is.

A 350,000 increase in annual immigration (from
1,065,000 to 1,370,000) would reduce the 75-year ac-
tuarial deficit by about 10 percent (from -2.00 to -1.81
percent of taxable payroll), according to the 2009 Social
Security Trustees Report.?

In other words, if we were to admit 23 million
more immigrants than current immigration policy calls
for over the next 75 years, the Social Security deficit
would fall by less than one-tenth.

Think of it: 23 million additional immigrants to cut
the retirement fund deficit by less than 10 percent.

Even this is optimistic. Sure, new immigrants are
generally younger than natives. They pay payroll taxes
long before they collect benefits. But that happy result is
not as common as Social Security claims. Legal immi-
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grants often enter the country years after they first apply.
By then they are well past their prime earning years and
closer to retirement than is commonly believed.

Older immigrants do well by Social Security.
More than one-third of them who arrive after age fifty-
five reportedly receive Social Security income.* The
vast majority of them receive benefits in excess of their
contributions. More generally, typical immigrant work-
ers arriving at any age receive a greater proportion of
their Social Security contributions back in benefits than
native-born workers. The subsidy is greatest for immi-
grants who earn at least $10,000 annually and have
worked in the U.S. for 10 to 20 years. They receive
70 to 80 percent of the benefit received by native-born
workers with comparable wages who contributed to the
system over their entire working lifetime.

Special preference for immigrants? Not at all. It
merely reflects the fact that immigrants make less than
natives, and that Social Security benefits are “progres-
sive,” i.e., they replace a larger share of the wages of
low-income workers than high-income workers.

Do older immigrants come because of Social Secu-
rity? It’s possible, even probable. George Borjas believes
that many are well aware of the generosity of Social
Security and other welfare-type programs, and that this
is a factor in the immigration decision. The high welfare
usage among those who enter the country after age fifty
may reflect their inability to qualify for Social Security.
These older immigrants might have entered expecting
to receive Social Security, but with the knowledge that
if they didn’t qualify, other safety net programs would
take care of them.

And these are legal immigrants!

Many foreign workers are not immigrants, but
are stationed in the U.S. on a temporary basis. Many of
them, including the highly skilled (and often well paid)
employees here on temporary H-1b work visas, pay no
Social Security taxes whatsoever.” Since the 1970s the
Social Security Administration (SSA) has concluded
so-called “Totalization Agreements” with about 24 dif-
ferent countries under which foreign workers may have
their Social Security deductions sent to their home
country program (rather than the SSA), and vice-versa.
One of the primary objectives of the agreements is to
eliminate dual Social Security taxation, as would occur
when a worker sent to the U.S. by his employer must
pay retirement fund tax to both the United States and his
home country.

The agreements also protect people who have
worked in both the U.S. and another country, but have
not worked long enough in one country or the other
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to qualify for Social Security benefits. A U.S. worker
employed temporarily in Canada, for example, shouldn’t
lose those quarters of employment when filing for Social
Security. Their contributions don’t end up in the host
country’s coffers, but the employer is still obliged to pay
them.

The U.S. collects the totalization taxes for each
foreign worker who has asked for totalization benefits,
and then a massive transfer of funds is made between the
two governments. Therefore, while workers may have
payroll taxes deducted from their paychecks, when they
return home, those funds go with them. Whether they
pay more or less in pension contributions depends on
the policies of their home country and the specifics of
the Totalization Agreements. It is a sure bet that most of
the time the totalization tax is less than what would have
been paid to Social Security, so that the U.S. employer
saves money also.

The U.S. has entered into totalization agreements
with the following countries:

Totalization Agreement Countries, 2010

Australia France Norway

Austria Germany Poland

Belgium Greece Portugal
Canada Ireland South Korea
Czech Republic  Italy Spain

Chile Japan Sweden
Denmark Luxembourg Switzerland
Finland Netherlands  United Kingdom

Source: IRS website (January 11, 2011)

India and China — the home countries of more
than half of all H-1b’s — are conspicuously absent from
the list, and for a very good reason: They have no Social
Security systems. Exempting an Indian or Chinese from
paying Social Security taxes would mean they would
pay no Social Security taxes at all. That would be an
insuperable competitive advantage for those H-1B’s and
the companies that hire them. American workers with
equal skills would be passed over in favor of tax-exempt
foreigners.

Of course, if an Indian or Chinese national immi-
grates to the UK or Canada and gets their H-1b, they may
be eligible for an exemption. Other techniques under
which H-1Bs avoid paying payroll taxes are described
in The Great American Tax Dodge, by Donald L. Barlett
and James B. Steele:
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Visit most any large American company and
you’ll find two types of people working on
the same computer project. One is a per-
manent company employee who pays taxes
through withholding. The other is a tempo-
rary foreign employee who enjoys the kind
of payday that an American worker can only
dream about — a full paycheck with zero
deductions.®

How is it done? Consulting and contracting firms
recruit so-called temporary workers in other coun-
tries, especially India, and bring them to the United

States under the temporary visa program. They farm out
these foreign workers to large U.S. companies that do
not want to add permanent employees to their payrolls
or to replace higher-paid American workers who have
been let go. Other big clients are state governments that
contract out computer work.

Because they are employed by the consulting firm
that recruited them, these temporary workers are paid
either in cash or by check — and no money is withheld
for U.S. income tax, Social Security, Medicare, or state
or local taxes.

A potentially more important factor — and one
which Social Security actuaries seem to ignore — is
the impact of new immigrants on native wages. Native
workers account for about 85 percent of today’s labor
force, and because they earn more, an even larger share
of payroll tax payments. Any dampening of native-
income growth will worsen the financial condition of
Social Security. But this is exactly what immigration
does.

The relevant rule of thumb: native wages decline
by 3.5 percent for every 10 percent increase in the for-
eign-born share of the workforce. (See wage section for
details.)

Under current immigration policy, the foreign-born
share of the labor force is projected to increase from 6
percent in 2010 to 23 percent in 2050. That 7-percent-
age-point increase will lower native wages by 2.5 per-
cent according to the Borjas rule of thumb. If we should
admit an additional 23 million, as Social Security’s high
immigration scenario suggests, the immigrant share of
the workforce could reasonably increase by 9 percent-
age points; native incomes would fall by 3.2 percent.

Conclusion: admitting an additional 350,000 im-
migrants per year could reduce native wages by an ad-
ditional 0.7 percent. That would more than offset the (al-
leged) reduction in Social Security deficit from higher
immigration.
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An aging population:
Current policy vs. moratorium

It is sometimes said that immigration can “keep
America young” and thereby “save Social Security.”
Immigrants tend to be young adults; many have children
after they arrive. And immigrants generally have larger
families — higher fertility rates — than natives. But,
surprise, surprise: immigrants age at the same rate as
natives. So do their children. Over the long run, immi-
gration has at best a modest effect on the median age of
U.S. residents.

The U.S. median age, 35 in 2000, is projected by
the Census Bureau to rise to about 39 by 2030, even
with immigration of close to 1 million people annually.
A moratorium would push median age up to 41 in 2030
and to 42 in 2050:

Median Age Under Two
Immigration Scenarios, 2010-50

(Census Bureau Projections)

43.0
422
420 @ Current immigration policy
M Moratorium
41.0
40.0

39.0

38.0

37.0

36.0

2020 2030

340

2010 2050

Median age for all races and Hispanic origin groups
will increase from 2010 to 2050 under both moratorium
and current policy. Asians are influenced most. In the
absence of immigration to the U.S., an increase from
38 in 2010 to 51 in 2050 is projected, making them the
oldest group in the United States. Under current policy,
the median age of the Asian population increases from
36in 2010 to 43 in 2050.

For non-Hispanic whites, immigration has a mini-
mal impact on the pace of aging. For them, the median
age is expected to rise to approximately 45 by 2050 in
both scenarios.

The dependency ratio

The relationship between the size of the working-
age population, on the one hand, and the young and
elderly, on the other hand, is called the nation’s “depen-
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dency ratio.” Other things equal, a higher ratio portends
a higher tax and economic burden on workers whose
incomes are needed to care for Social Security recipi-
ents.

Pew Research Center’s “Main Projection” —
roughly equivalent to our Current Policy projection
— shows the dependency ratio rising from 58.6 depen-
dents per 100 working age individuals in 2010 to 71.8 in
2050. There is no moratorium scenario in Pew’s popula-
tion study, but under their low-immigration scenario, the
ratio would rise even higher, to 74.9:

Dependency Ratios under two
immigration scenarios, 2010-50

(Pew Research Center projections)
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The rising ratio is used to stoke fears of Social
Security insolvency and to promote higher immigration
as a potential remedy. Despite all the hype, the reality is
that the dependency ratio at mid-century will be lower
than it was in 1970. As seen in the above graphic, this
is true for both the high- (current policy) and low-immi-
gration projections.

The rise in dependency ratio from 2010 to 2050
is not the issue. What is unprecedented is the source
of the increase. The dependency ratio comprises two
parts: those who are younger than working age (under
18) and those who are older (over 64). The youth
dependency ratio is the ratio of people under age 18
to the number of people of working age (18 to 64),
and the elderly dependency ratio is the ratio of those
over working age to those in their working years.
Since 1970, the aged dependency ratio has risen while
the youth dependency ratio has fallen off. Over the next
40 years, these trends will continue, and even acceler-
ate for the elderly. But this is not an immigration policy
problem:

The Center’s projections also indicate that
between 2005 and 2050, the number of
elderly will increase more rapidly than either
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the number of children or working-age adults.
Immigration and births to immigrants will be
responsible for growth in all other age groups
but will have little impact on the growth of
the elderly, which is affected mainly by the
aging of the post-World War II baby-boom
generation.’

While immigration is the most important determi-
nant of U.S. population growth, it has relatively little
impact on the age distribution. Even the most extreme
immigration regime — a moratorium — would barely
move the needle:

According to the UN Population Division’s
Projection Branch, without any immigra-
tion at all between 2000 and 2050, the aged
dependency ratio [elderly population/work-
ing age population] in the U.S. in 2050 would
be 0.389. But having high immigration like
we have now will barely make any difference
in lowering the dependency ratio; continuing
under present immigration policy, the U.S.
will still have an aged dependency ratio of
.355in 2050 — a difference of .034, which is
only 8.7 percent.

This 8.7 percent difference hardly justifies
high immigration as a ‘magic cure’ for the
country’s dependency ratio.®

A long-term rise in elderly dependency is locked
into the system. It cannot be materially altered by immi-
gration. This is explained by the fact that immigrants get
old and “age out” of the working-age population. Like
everyone else, they eventually become part of the prob-
lem.

The only way you can get a permanent immigra-
tion benefit is if you have not just high immigration,
but exponentially increasing numbers of immigrants. In
other words, the only way immigration can affect the
age structure — and possibly “save” Social Security —
is to enact an immigration Ponzi scheme, i.e., bring in
more and more workers every year to compensate for
the increasingly larger cohorts of foreign-born elderly.

That would send population through the roof, fur-
ther erode the environment, and increase dependency
among working-age natives displaced by massive num-
bers of immigrants. The cure would be worse than the
disease.

Take a few steps back and it becomes clear there
are much simpler and less traumatic ways of resolving
the Social Security problem than importing 1.3 million
immigrants a year into our society. What most alarmists



WINTER 2011

THE SOCIAL CONTRACT

fail to mention is that the long-term (75-year) funding
shortfall is equal to a mere 2 percent of taxable payroll.
A payroll tax increase of that magnitude would cover it.
Benefit reductions would obviously reduce the required
tax hike. A means test for Social Security eligibility has
been suggested, though politically this option may be a
non-starter at this time.

It also should be noted that the definition of
“working age” is not fixed in stone. Many Americans
work well into their sixties and seventies not because
they have to, but because they want to. The reality is
that people are not just living longer, they are healthier
longer. Thanks to medical and lifestyle advances, many
people are working — and paying payroll taxes — while
they receive Social Security benefits.

Raising the age of eligibility from 65 to 67 — as
was done recently — is simply a reflection of this trend.
That change reportedly dwarfs any impact that higher
immigration levels would have on long-term depen-
dency. In fact, by raising the age of eligibility two years,
we lowered elderly dependency by more than a com-
plete cessation of immigration would have raised it.

Implication: We can impose a moratorium on all
immigration and still cover the Social Security deficit
by making modest adjustments in things like taxes and
eligibility ages.

lllegal immigrants to the rescue?

Aliens who are not self-employed have Social
Security and Medicare taxes automatically
withheld from their paychecks. Since undoc-
umented workers have only fake numbers,
they’ll never be able to collect the benefits
these taxes are meant to pay for. Last year,
the revenues from these fake numbers — that
the Social Security Administration stashes
in the ‘earnings suspense file’ — added up
to 10 percent of the Social Security surplus.
—New York Times blog.

Background: Starting in the late 1980s, the
Social Security Administration received a flood of W-2
earnings reports with incorrect Social Security numbers.
It stashed them in what it calls the “earnings suspense
file” in the hope that someday it would figure out to
whom they belonged.

The file has been mushrooming ever since: $189
billion worth of wages ended up recorded in the suspense
file over the 1990s, two and a half times the amount of the
1980s. By 2008, the file had risen to nearly $600 billion.

While Social Security does not know what fraction
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of the suspense file corresponds to the earnings of illegal
immigrants, other researchers say illegal immigrants are
the main contributors.’

Reality check: Totalization agreements

The assumption that most illegal immigrants will
not collect Social Security — and that the suspense file
money will be available to fund Social Security benefits
for natives and legal immigrants — is unrealistic.

A law called the Social Security Protection Act of
2004 explicitly prohibits benefits to “aliens residing in
the United States unlawfully.” But a loophole in that law
exempts illegals from any country “...that has a social
insurance or pension system under which benefits are
paid to eligible U.S. citizens who reside outside that
country....”

That is exactly what Totalization Agreements do
(see above). They are designed to protect workers who
have divided their careers between the U.S. and a for-
eign country, but haven’t worked long enough under
either social security system to qualify for benefits. The
agreements allow workers to combine (“totalize””) work
credits earned in both countries to meet minimum eligi-
bility requirements.

With the signing of the U.S.-Mexico Totalization
Agreement on June 29, 2004, most of the illegal aliens
living in the U.S. became potential Social Security
recipients.

We say “potential” because the U.S.-Mexico
agreement has yet to be signed by the President — or
even sent to Congress for review. Eligibility and costs
will ultimately depend on specific terms and language
of the final agreement.

Indeed, some observers fear Mexican totaliza-
tion could metastasize into a de facto guest worker pro-
gram, effectively legalizing millions of erstwhile illegal
aliens.'” That devil could be in the details of the final
agreement.

In any event, the Social Security Administration
(SSA)’s preliminary cost estimates for Mexican total-
ization are absurdly low. In 2003, SSA’s actuaries pro-
jected those costs at $78 million in the first year, grow-
ing to $650 million (in constant 2002 dollars) by 2050.
SSA claimed that the agreement would have a “negli-
gible impact” on the Social Security trust fund long-
range actuarial deficit. (As noted above, the trust fund is
expected to be exhausted in 2037 with or without Mexi-
can totalization.)

However, SSA’s projections assume only 50,000
newly eligible Mexican beneficiaries would be added
during the initial phases of totalization, with that number
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growing to 300,000 over time. Amazingly, these are the
same numbers that SSA used to cost out the totaliza-
tion agreement with Canada. Illegal aliens from Mexico
make up about 70 percent of all illegals in the U.S. Ille-
gals from Canada and other totalization countries com-
bined are estimated to account for less than 3 percent of
all illegal aliens in the U.S."

Illegal alien headcounts don’t tell the whole story.
Mexico’s retirement system is rudimentary compared
to those of other totalization countries. Americans, for
example, vest for Social Security benefits after working
for 10 years; Mexicans must work for 24 years before
vesting in their national pension plan. (Mexican aliens
can vest for Social Security after working just 18 months
in the U.S., and make up the difference by “claiming” to
have worked in Mexico.)

Moreover, under the Mexican system, workers
receive back exactly what they paid in, plus interest.
(If it’s not stolen, that is. The men who paid into the
Mexican Government’s Bracero Program in the 1940s
haven’t been paid; the money just disappeared.)’> By
contrast, Social Security is also an income-redistribution
system, with low-wage workers receiving benefits far in
excess of their contributions.

Another federal agency, the Government Account-
ability Office (GAO), warns that the prospect of easy
Social Security eligibility could draw far more illegal
aliens to the U.S. than SSA actuaries have projected:

...Although the actuarial estimate indicates
that the agreement would not generate a mea-
surable impact on the trust funds, an increase
of more than 25 percent in the estimate of
initial, new beneficiaries would generate a
measurable impact. For prior agreements,
error rates associated with estimating the ex-
pected number of new beneficiaries have fre-
quently exceeded 25 percent. Because of the
significant number of unauthorized Mexican
workers in the United States, the estimated
cost of the proposed totalization agreement is
even more uncertain than for the prior agree-
ments.”"?

Bottom line: many illegal immigrants are likely to
become Social Security pensioners after retirement. The
much touted illegal immigration Social Security subsidy
is just a temporary effect of new workers arriving who
have no retired counterparts.

Today s low-wage illegals will be tomorrow s drain
on the Social Security System. m
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