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SOCIAL SECURITY FINANCING AND OPTIONS
FOR THE FUTURE

TUESDAY, JULY 7, 1981

U.S. SENATE,
SUBCOMMITTEE ON SOCIAL SECURITY
AND INCOME MAINTENANCE PROGRAMS
oF THE COMMITTEE ON FINANCE, ,
Washington, D.C.
The subcommittee met, pursuant to notice, at 9 a.m., in room
2221, Dirksen Senate Office Building, Hon. William L. Armstrong
(chairman) presiding.
Present: Senators Armstrong, Dole, Danforth, Durenberger,
Symms, Grassley, Byrd, Moynihan, Baucus, and Bradley.
c l[iI‘he] press re{ease and Senator Armstrong’s opening statement
oliow:

0Y] B



Press Release “o., 81-145

PRESS RELEASTE

FOR I'“iZDIATE RELEASFH COMMITTER ON FINANCE
Jure 13, 1981 UNITED STATES SENATE
. Subconmittee on Social Security
and Income Maintenance Prograns
2227 Dirksen Senate Office BlAg.

FINANCE SUBCOMMITTEE ON SOCIAL SECURITY ANND INCOME MAINTENANCE PRNGRAMS
SETS HEARINGS ON
SOCIAL SECURITY FINANCING AND OPTIONS FOR THE FUTURE

- Senator Bill Armstrong, chairman of the Subcomnittee on
Social Security and Income Maintenance Programs of the Senate
Committee on Finance, announced today that the subcommittee will
hold hearings beginning Tuesday, July 7, 1981, on the financing
of social security and options f?x the future.

The hearing will begin at 10:00 a.m. in Room 2221 of the
Dirksen Senate Office Bullding,

Secretary of the Department ot Health and Human Services
Richard S. Schweiker, accompanied by Social Security Comnissioner
John A. Svahn, will be the init{al witness appearing before the
subconnittee.” Tne hearings will continue on the a‘ternocons of -
July 8 and ¥, teglinning at 2:00 p.m, in room 5225 of the Dirksen
Senate Office Building.

Senator Armstrong noted that "the financial condition of
social security has understandahly caused alarm among millions of
people, beneficiaries and taxpayers alike. These hearings will
provide us with a valuable opportunity to thoroughly examine the
nature of the system's financing crisis as well as possible
solutions." Senator Armstrong expressed his hope that the

hearings will air a.wide variety of constructive options for the
future.

Requests to testify.--Witnesses who desire to testify at
the hearing must subnit a written request to Robert E.
Lighthizer, Chief Counsel, Comnittee on Finance, Room 2227
Dirksen Senate Office Bullding, Washington, 0. C. 20510, to be
received no later than the close of business on Friday, June 24
1981, Witnesses will be notified as soon as practicable
thereafter whether it has been possible to schedule them to
present oral testimony. If for some reason a witness is unabdle
to appear at the time scheduled, he may file a written statenent
for the record in lieu of the personal appearance., 1In such a
case, a witness should notify the committee of his inability to
appear as soon as possible,

Consolidated testimony.--Senator Armstrong urges all
witnesses who have a conman position or who have the sanme general
interest to consclidate their testinoay and designate a single
spokesman to presant their comnon viewpoint orally to the
subconnittee. This procedure will enable the suhconmittee to
receive a wider expression of views than it might otherwise
obtain. Senator Armstrong urges that all uitnesses exert a
maxinur effort to consolidate and coordinate their statements.
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Legislative Reorganization AXct.--Senator Armstrong
that the Legislative Reorganlzation Act of 194%, as
, requires all witnesses appearing hefore the conmittees
aress "to file in advance written statenents of their
i testimony, and to linit their oral presentatisns to
mmaries of their arguaent.”

1.

“itnesses scheduled to testify should conply with the
ciinc rulas:

(1) 211 witnesses must su™nit written statenments of
their testimony. :

(2) Written statements must he typed on letter-size
aper (not legal size) and at least 100 copies must
e delivered not later than noon of the last
business day before the witness is scheduled to
appear.

(3) All witnesses must include with their written
statement a summary of the principal points
included in the statement.

(4) witnesses should not read their written statenents
to the subcomnittee, but ought instead to confine
thelr oral presentations to a summary of the points
included in the statement.

(5) Not more than five minutes will he aliowed for the
oral summary.

Written statements.--Witnesses who are not scheduled to
meke an oral presentation, and others who desire to present their
views to the subcommittee, are urged to prepare a written
statement for submission and inclusion in the printed record of
the hearing. These written statements should be typewritten, not
more than 25 double-spaced pages in length, and mailed with five

_{5) copies to Robert E. Lighthizer, Chief Counsel, Committee on
Finance, Room 2227, Dirksen Senate Office Building, wWashington,
D,C. 20510, not later than Tuesday, July 21, 1981, On the first

age of your written statement please indicate the date and
uhject of the hearing.

P.R.%#81-145



Opening Statement of
Senator William L. Armstrong, Chairman
Senate Social Security Subcommittee
July 7, 1981

We are here today to consider the future of the nation's largest domestic
program...Social Security. —.

Social Security is so woven into the nation's economic and social fabric
that ic is hard to grasp its daily impact on 150 million Americans. A typical
American will work 45 years and, with each paycheck, he and his employer will
contribute to Social Security throughout his working life. In retirement, the
average worker and his spouse will get a Social Security check of $568 --
adjusted annually for inflation -- each month for an average of 15 years. For
this couple, and millions of others, this check is a critical, if not the
only, source of retirement income.

This monthly check, however, does not come from the taxes he paid while
working. The check is paid by those who are now working, and paying up to
$3,500 annually in Social Security taxes. In turn, these workers trust the
next generntio; will finance their retirement on a pay-as-you-go basis.

The commitment made to this worker and 150 million others is now on the
line. )

Social Security is going broke.

Unless decisive action is taken, the trust funds will soon be unable to
make ends meet; the Social Security System will be destroyed. Social Security
has been ;perating in the red for six straight years, and now loses $10,000
every minute. Today, the System has enough money to pay full benefits for
only two months. By approximately November 1, 1982, the Social Security

Pension Reserve will be exhausted and the fund will not be able to pay even a

wonth of full pension benefits, according to the 1981 Social Security Trustees
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Report. Long-term, the problem is even worse: Social Security faces & one
and & half trillion dollar shortfall over the next 75 years, according to the
Trustees.

1 doubt anyone can comprehend the disastrous consequences of a bankrupt
Social Security.

Socisl Security is the financial lifeblood for most of its 36 million
recipients. The System is going broke. It must be repaired.

Inescapable facts frame this hearing and are the backdrop for the work of
this subcommittee.

I have with me six charts portraying the Social Security crisis. The
first chart paints -- in red -- the System's mounting deficit. Spcial Security
has operated in the red for six straight years, and by 1982, will not be able
to pay full benefits. For all practical purposes, the System will be
insolvent.

How did we get in this mess? These other charts tell the story. The
second chart shows the explosion in benefit payments since 1950. 1In 30 years,
benefits have been adjusted upward 699 percent. One trillion dollars has been
paid out. Average monthly benefits per person in 1935 were $22. Today, the
average exceeds $370. We are now to the point where in 1985 alone total
pension and disability benefit payments will exceed $220 billion. We are
paying benefits in one year that equal one-fifth of the total benefits paid
out over the last 30 years.

Frankly, Congress has been promising benefits it just can't deliver.

These benefits are financed on 2 pay-as-you-go basis. In other words,
benefits paid today are being financed through today's Social Security payroll

taxes. The third chart shows the radical changes that have reshaped the American
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workplace, and jeopardize Social Security's long-term survival. 1In 1950,
there were some 16 workers paying for each person receiving Social Security
benefits. 1In 198G, only three workers paid taxes for each beneficiary and in
slightly more than one generation, there will be only two workers supporting
each person drawing benefits.

Obviously, fewer people are carrying the burden. The result is dramatic,
though not surprising. Social Security taxes have skyrocketed. This is shown
in the fourth chart. ’

In 1940, the maximum combined employer-employee Social Security tax was a
mere $60 arnually. Today, that tax exceeds $3,000 and will rise to $9,000 by
1990. Incredibly, even with these higher taxes, Social Security will have an
accumulated deficit of $111 biltion by 1985.

Possibly even more dramatic is the chart's inset. Since 1950, real wages
in the United States increased 490 percent, while federal taxes increased
594 percent. And Social Security taxes? They soared 2,011 percent.

Can anyone seriously contend that Social Security payroll taxes can or
should be pushed even higher?

Some believe the cure for Social Security'’s problems is using general
revenues. Social Security trust funds have always been kept apart from the
Federal Treasury. Earlier I said Social Security is losing $10,000 every
miaute. Well, the Federal Treasury is losing $173,000 a minute! Our national
debt has increased 27 timesfaster than our population. Can anyone seriously
cqntend that a federal government with a trillion dollar debt can bail out
Social Security? That would be like asking Amtrak to bail out Conrail.

How much more can Congress increase deficit spending which is the prime cause

of ruinous inflation?
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So there it is. Social Security is very deeply in debt. The System now
lacks the financial wherewithal to pay promised benefits. Incredibly, all
this occurs at a time when benefit payments are soaring.

But therc is reason to hope. Social Security can be lifted out of this
financial qQuicksand. But permanent solvency -- which is our goal =-- can only
be achieved by facing the following facts. )

First. Social Security must not become a political grenade lobbed back
and forth for exploitive purpose. Those seeking political gain at the expense
of Social Security solvency perf;rm a national disservice. I am absolutely
committed to fashioning a fair, non-partisan, compromise bill that will place
Social Security on a sound financial bedrock and that will ensure a piece of
that rock for our retirees.

Second. Congress must learn from its past mistakes in shaping Social
Security policy, and then resolve not to repeat them. Congress has overpromised
benefits without providing the long-term financing necessary to pay for them.

Third. Congress can no longer mislead the American people. Just four
years ago, Congress enacted a sweeping Social Security reform bill that
resulted in history's largest peacetime tax increase. It was hailed by

President Carter 'as the guarantee that from 1980 to 2030, Social Security

funds will be sound." Experience has proven the prediction wrong and this
final chart shows the danger of over-optimistic estimates. In 1978 -- the
same year Congress passed its Social Security "reform bill" -- the Trustees

for Social Security said the System would remain solvent forever. Yesterday's
announcement by the Trustees flatly contradicts the earlier report.

This may be our last, best chance to achieve permanent solvency and
assure the retirement security for the people who pay for the System and rely

on it. If we fail, Congress will lose forever any vestige of credibility on



this issue.

Fourth. Congress must acknowledge that Social Security has the potential
for fracturing American Society by creating a new kind of "generation gap.“
Those now receiving Social Security believe their juniors are obligated to pay
the taxes necessary to support their benefits. Yet younger Americans grow
increasingly bitter about their heavy Social Security tax burden. This
conflict must be squarely faced.

This subcommittee should operate from the premise that all Americans
deserve a financially sound, compassionate Social Security System, and one
that offers reasonable value for the Social Security taxes they pay over the
years.

Unfortunately, pessimism about this is high. A recent ABC-Washington
Post poll reported that 75 percent of the public believe they will never collect
a penny of benefits in their lifetimes.

_Today we will learn more about the dimension of the Social Security financing
crisis from Secretary Schweiker and Social Security Commissioner Svahn. Yesterday
the Administration released its 1981 Social Security Trustees Report. The
findings show the Social Security funds are being depleted at an alarming
rate, and the situation is much worse than was reported just a year ago.

It is critical that this Congress and all Americans understand the exact
nature and depth of the Social Security problem. We Americans have demonstrated
time and again that when we understand our problems we have an amazing capacity
to work together to solve them.

Let us undertake these hearings in that spirit. This is the time for all
of us to join together to save the Social Security System.

I welcome Secretary Schweiker and Commissioner Svahn.
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195e

i
GOOOO0OOOONGHRH"

16.5 WORKERS PAYING
IN FOR
EACH BENEFICIARY

1988

il
Ll

.3.3 WORKERS PAYING
IN FOR
EACH BENEFICIARY

i
i

2 WORKERS PAYING
IN FOR
EACH BENEFICIARY

11



£e8-£8

14

MAXIMUM SOCIAL SECURITY TAX

EMPLOYEE AND EMPLOYER COMélNED

$ 10028

$8000

I
$6000

$ 4000

$2800 ]

SOCIAL sscunxrvl

1940

TAX DEMANDS ON AVERAGE WORKER
CRATE OF INCREASE 19S0-1980)

UAGESE 490%
vcore Tax [ ] soux

1950 1960

1970

1988

1990

[4¢



3—18—0 2848

/ HOW ESTIMATES HAVE CHANGED
C(FUND BALANCE/OUTGO RATIQ PROJECTIONS)

PERCENT
40
30
PERCENTAGE 20 -]
OF YEAR'S
ESTMATED
BENEFITS N
TRUST FUNDS e e e e e e e e
[ASOF JAN 1! INSOLVENCY
1@ 1 THRESHOLD
0—1
{
-1e m T l | T
1981 1982 1883 1984 198S

t
NOTE: BASED ON INTERMEDIATE PROJECTIONS IN SOCIAL SECURITY

TRUSTEES®

REPORTS

g1



14

Senator ARMSTRONG [chairman, presiding). Ladies and gentle-
men, the committee will come to order.

We are here today to consider the future of the Nation’s largest
domestic program, social security.

Social security has become so much a part of the every day life of
150 million Americans, including 36 million recipients, that it is
almost impossible to overestimate the impact of social security on
the lives of these people.

In my judgment, social security is on the line, here and now.

According to information which we are all aware of, released by
the 1981 social security board of trustees yesterday, social security
is on the verge of going broke.

Unless decisive action is taken, the trust funds will soon be
unable to make ends meet. The social security system would, in
that event, be destroyed.

Social security has been operating in the red for the last 6 years.
I am advised that it is now losing $12,300 a minute.

Today the social security system has only enough money on hand
to pay full benefits for 2 months.

By some time next year, the social security retirement fund will
be exhausted, and it will not be able to make timely payment of
full benefits, according to the trustees report.

The long-term problem is even worse. Social security faces a $1.5
trillion shortfall over the next 75 years. }

Social security is the financial lifeblood for most of its 36 million
recipients. If the system is in the kind of serious financial condition
we are led to believe, obviously it must be repaired.

Members of the committee, I have asked the staff to prepare six
charts as a background for this hearing, and for the work we have
ahead. I direct your attention to these charts.

The first chart, which is appropriately etched in red, shows the
mounting deficit of the social security system [indicating No. 1].

For all practical purposes, by November of next year, the system
will be insolvent.

How did we get into this crisis condition? The other charts tell
the story. The second chart shows the explosion in benefit pay-
ments since 1950.

That sharp crag is not Mount Everest. That is the line of benefit
increases which have been adjusted upward in the last 30 years by
699 percent.

Thus far, $1 trillion has been paid out. Average monthly benefits
per retired worker, in 1940, were $22. -

Today, the average exceeds $370 [indicating No. 2].

It appears to me, and I trust that our witnesses this morning and
through this week will help us to zero in on this question; that

.Congress has promised benefits which simply cannot be delivered
under the present ground rules.

The third chart explains why this is so. It shows the radical
change which has reshaped America’s workplace and now jeopar-
dizes the long-term survival of the social security system.

In 1950, there were some 16 workers paying for each person
receiving social security benefits [indicating No. 3].
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By 1980, only three workers paid taxes for each beneficiary and,
in slightly more than one generation, there will only be two work-
ers supporting each person drawing benefits.

Obviously, fewer people are carrying the burden and the result is
that social security taxes have skyrocketed and are predicted to
rise at a very rapid rate.

This is shown in the fourth chart, on my right [indicating No. 4].

Possibly even more dramatic than the line graph in red, is the
inset.

Since 1950, real wages in the United States have increased 490
percent, while Federal taxes have increased 594 percent, and social
"~ security taxes have increased 2,011 percent.

It appears to me, and again, this is something that the commit-
tee will want to make a judgment on, that the prospect of further
tax increases is not a viable or desirable option.

Some may believe that the cure for social security’s shortfall is
using general revenue. Social security’s trust funds have always
been kept apart from the general treasury. With social security
losing $12,300 a minute, before we plan to combine that with the
general revenues or to seek general revenue support of social secu-
rity, I would urge caution. The Federal Treasury is losing at the
rate of $173,000 per minute.

So that is the general picture. This is the summation of where
we are and where the trustees, according to their report yesterday,
believe we will be, as shown in the final chart [indicating No. 5)].

I would especially invite the attention of the committee to this
final chart, because it shows how dramatically the trustees esti-
mate of the situation has changed in recent years.

The top line is their projection in 1978, and the second line
showing a sharp nose dive, is their current best estimate.

It is my understanding that of the five projections, from optimis-
tic to pessimistic, which have been submitted by the trustees, but
even the most optimistic of the five shows a shortfall in the trust
fund next year.

Members of the committee, I would recommend that as we begin
this task of determining the extent of the problem facing social
security and attempting to arrive at an answer, we might be
guided by at least three principles.

First of all, I trust that the social security issue will not become
a political grenade that gets lobbed back and forth between the
Republicans and the Democrats or the House and the Senate or the
Congress and the administration.

In my judgment, if that happens, we will not be able to put
together the kind of social security reform that is necessary in the
long term to protect the integrity of the system.

I am dedicated to saving the social security system. -

We are not, I trust, going to focus entirely on graphs and charts
and numbers and the abstractions of the actuaries. This is a prob-
lem that affects- people and their everyday lives. It is just. too
important to in my judgment to become primarily a political issue.

Second, I think we would be well advised to learn from the
mistakes which prior Congresses have made in overpromising bene-
fits without providing the long-term financing that is necessary.
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Third, I think we ought to be just as frank with the people of the
country and with our colleagues in the Senate as we can.

There is a suspicion in many quarters that in the past we have
made overoptimistic assumptions rather than face clearly a more *
realistic projection of the difficulties.

In my fx) dgment, for us to make that mistake again would be the
height of irresponsibility.

inally, my colleagues, I think we ought to-recognize that if we
fail to achieve a permanent reform of the social security system,
we run the risk of permitting a very divisive generational fractur-
in% of this country.

hose now receiving social security believe that their juniors are
obliged to pay the taxes necessary to su?port the benefits. Yet, I
am encountering an increasing number of younger Americans who
are bitter about being forced to pay the taxes to support a system
which they do not believe will be available and intact to pay
benefits to them when they retire.

So this is the dimension of the problem. I trust that we can move
quickly through this week of hearings and then, at an early date,
arrive at a consensus bill which will be broadly acceptable to both
parties, to the House, to the Senate, to the Secretary, to the admin-
istration, and to the President, and most importantly, which will
have broad public support throughout the country.

Senator Dole.

Senator DoLE. I ask that my statement be made a part of the
record. I don’t want to infringe on the Secretary’s time, except to
indicate my thanks to the subcommittee chairman, Senator Arm-
strong, and Senator Moynihan, for moving these hearings ahead.

[Senator Dole’s statement follows:]

SociAL SECURITY SoLUTIONS WILL REQUIRE “‘STRAIGHT TALK,” DOLE SAys

WasHINGTON.—Senate Finance Committee Chairman Bob Dole (R-Kan.) said
today that finding a solution to the current Social Security problems “will require
straight talk to the American public, and not the rhetoric we have so often heard in
the past.” Dole made his remarks in the Finance Committee’s- subcommittee on
Sgiglal Sect:rity, which today began its first day of hearings on ways to bolster the
ailing system.

“F%n ini| a solution won't be an easl\_!l task, but it is absolutely essential that we
find one that can be supported by both taxpayers and beneficiaries,” Dole said. “I
believe we can do this, but it will re?uire straight talk to the American public. It is
possible that the solution will affect future beneficiaries as we carry out our respon-
sibility to save the system for generations to come. 'm confident, though, that
sooner or later these efforts will be applauded.

A CRITICAL TIME FOR THE SYSTEM

“This is a critical time in the history of Social Security. Never before have so
manY peoples’ lives been affected by the program. One hundred fifteen million
people pay taxes to support the system, 20 million more than in 1970. Thirty-six
million people receive benefits, nearly a third more than in 1970. Yet, the Board of
Trustees reports released yesterday confirm that we are faced with an unacceptable
long-term deficit in the system, one that exceeds a trillion dollars, and a potentially
huge short-term deficit—possible as high as $100 billion—that could threaten timely
benefit payments as early as next year. Further, we learn that there is no conceiv-
able economic scenario under which Old-age and Survivors’ Insurance could pay
benefits throughout 1982.

“We are here for just one reason: to find ways to shore up a failing system.
Unfortunately, this is exactly what brought us together for Social Security hearings
just four years ago. In 1977, the candition of the trust funds had deteriorated
seriously since the last major grogram expansion of 1972, to the point that all three
trust funds (OAS], Disability Insurance and Hospital Insurance) were projected to
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be broke within the decade. Board of Trustees reports had gotten progressively
grimmer as the economy grew more slowly and the program grew more rapidly
than anticipated.

“In an atmosphere of crisis, not unlike today, Congress took steps in 1977 to cut
the long-run cost of the system, while passing the largest peacetime tax increase in
U.S. history. Working men and women were told that their taxes would be in-
creased six times between 1977 and 1990, so that an additional $200 billion in
revenues could be produced during the 1980s. In return, taxpayers and beneficiaries
were ‘assured’ that the condition of the trust funds would improve continuously and
that the system would remain sound through the year 2030.

“And yet here we are today, just four years later. As we begin these hearings, I
hope that we will all be mindful of these facts. Nobody wants to take the kind of
steps we took in 1977, only to find ourselves back here again in 1985,

POSSIBLE STEPS

“Deficits must be eliminated. But further tax increases, when there are already
four more to come by 1990, are obviously out of the question. Using general rev-
enues is not a solution either, since this certainly involves significant tax increases
too. This makes it clear that we will have to carefully consider methods of limiting
the future cost of the system. It may well be necessary to take steps now to ensure
that as the population ages and the proportion of workers supporting each benefici-
ary falls, our current structure of benefits does not produce a tax burden that
becomes unrealistically high. -

“It is my hope that these hearings will provide some fresh ideas for achievinﬁ
both of these goals: trust fund :~1olvent’:ﬁ:l and a system that is politically, socially an
economically viable in the long run. The 1981 rd of Trustees reports underscore
the need for Congress to move quickly.”

Senator DoLk. I think the financing crisis in social security is
something we must and should address very quickly. While there is
a lot of precedent in this committee for a bipartisan approach to
some of the severe prcblems over which we have jurisdiction, this
will certainly be a test of that bipartisanship. We had our exchange
in May, on the Senate floor. We expressed caution on the adminis-
tration’s proposal at that time.

The President was trying to get our attention and that of the
public. He did just that. This was followed by the Secretary and
others who offered to work with us. We certainly appreciate that.

I would also commend Congressman Pickle who held hearings for
weeks on the House side, and I believe is making every effort, with
Congressman Archer and others, to put together a bipartisan pack-

e.
I recall being on this committee less than 4 years ago, when we

were trying to come to grips with the same problem. I think the

committee report reflects the problems we had at that time.

So, we took action. We were going to solve this problem until the
year 2030. We were going to do it by imposing six tax increases on
employers and employees.

e have had only two of these. There are four more tax in-
creases coming between now and the year 1990.

I would just suggest we don’t follow that approach in these
deliberations.

I would also suggest that we don’t have any money in the gener-
al fund so there is no need to talk about borrowing money from
general revenues. At least as far as I know, there is nothing there
to borrow.

I went back just briefly to look at last year’s board of trustees
report, because that report was filed by the outgoing administra-
tion. In the highlights of that report, the trustees suggested that
OASI was going bellyup unless changes were made in the law.
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I think that report along with the 1981 report sets the stage for a
bipartisan approach. We are happy to have the Secretary here. We
are going to work very carefully and very diligently to put together
a package that will have broad public support.

e understand this is an emotional issue. It is controversial.
There is bound to be some politics involved. But in the long-run, in
my view, we will be applauded by the beneficiaries and the contrib-
utors to social security if we solve this problem, once and for all,
this year. -

Thank you, Mr..Chairman.

Senator ARMSTRONG. Senator Moynihan.

Senator MoyNIHAN. Thank you, Mr. Chairman.

I have a statement which I would put in the record at this point,
with your kind permission.

[Senator Moynihan’s statement follows:]

OPENING STATEMENT BY SENATOR DANIEL PATRICK MOYNIHAN

The primary purpose of the hearings we commence today is to find out whether
the administration still wants Congress to enact its Social Security proposals of May
12, 1981, If adopted, those proposals would:

1. Reduce the average future of Social Security benefit by about ten percent,

compared with current law.

2. Reduce the average Social Security benefit for early retirees (those aged 62, 63,
or 64) in the future by about 38 percent, compared with current law.

3. Repeal the principle that ﬁersons who continue to work beyond the age of 65
and who have high earnings should receive smaller Social Security benefits than
persons with no earnings at all.

4 Deny Social Security disability benefits to person who are unable to work for
reasons not strictly related to medical factors, and to disabled persons who were not
covered by Social gecurity for 7% of the preceeding ten years.

The administration proposed these changes, and more. Our first task in these
hearings is to determine whether the administration continued to recommend them
and, if so, to attempt to understand the reasoning behind them, the projections that

ive rise to them, the relationship of these proposals to the administration’s econom-
ic and budgetary strategies, and the alternatives that the administration considerd
and rejected in coming up with these proposals.

Our second task is to attempt to ascertain the actual condition of the Social
Security system at present, in the near future, and over the long run, in the context
of various assumptions about the economy, to assess the probabilities of those
assumptions coming true, and to inform ourselves of alternative solutions to what-
ever problems the Social Security system is likely to encounter.

If this week’s hearings are not sufficient for these purposes, we will have more.

Senator MoyNIHAN. Mr. Chairman, I would want to accept on
behalf of the Democratic side of the committee, your proposal that
these be bipartisan and, as much as we can do, nonpolitical hear-
ings, and that we reach a bipartisan conclusion and program at the

end.
_dBut if that is to be done, Mr. Chairman, it has to be done by both
sides.

I am sorry to have to say, Mr. Secretary, that the administration
in the last 48 hours has n conducting a campaign of political
terrorism on this subject.

You have described a basically sound social insurance program
as on the verge of going broke, and it is not.

You have discussed difficulties that will have to be resolved in
the middle of the 21st century as if they were upon us this after-
noon.

You have disavowed positions the administration took with the
utmost political enthusiasm just months ago.
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In the middle of May, the Republican National Committee was
sending out a newsletter entitled ‘“‘Senior Republicans.” Its head-
line was, “President Reagan keeps promise. Retirement benefits go
untouched.” :

Now, the statement that benefits would go untouched was con-
conmitant to a message sent to us bKdthe same people, a message
that you sent us, Mr. Secretary, on May 12, which proposed, on 8
months notice, to cut 40 percent of the retirement income of per-
" sons entering the Sf'stem at age 62.

No such proposal had been made before. It is utterly unjustified,
and the Senate, on May 21, 96 to 0 rejected that proposal.

We are here to ask you, and we have a right to ask you, Mr.
Secretary: does the Administration still propose a 10 percent,
across-the-board cut of benefits?

A 40 percent cut in the benefits of persons retiring at age 62,
leaving them with a retirement income of 19 percent of their
average earnings, an income in most cases that is well below the
poverty line?

Mr. Secretary, we hope to hear from you. Is it not the case that
there are three trust funds, three checking accounts, that only one
will be in difficulty at the end of next year, and that the other two
are in gg;fectly good shape?

Mr. retary, is it not the case that the economic assumptions
which the trustee’s report presented to us yesterday, would repre-
sent one third the growth rate of President Reagan’s budget?

Are you saying that the administration now rejects the state-
ments the President has made to us about his economic assump-
!t)io(zils fg’r the next 4 years? Rejects the assumptions underlying the

udget’

If you don’t reject them, how can you term optimistic, proposals
that don’t even reach that level. :

Finally, Mr. Secretary, is it not the case that you are proposing
these huge reductions in benefits in order to get money for use
elsewhere in the unified budget balance sheet?

Mr. Secretary, is it not the case that the administration came to
office assuming that its tax cut would be self-financing?

The President, May 17, in Flint, Mich., said, “We will take the
increased revenues that come from the decreased taxes to build up
our defense capabilities.” -

You found that couldn’t be so. You found yourself facing a long
series of deficits. Are you not, sir, in all truth, I don’t think it
would be you doing it, are you not being told, ‘Take away from the
retired people of America. Take it out of their household budgets,
gztdtept,l't it into the President’s budget to make that budget look

r.

Those are questions, sir, which I hesitate to put to someone for
whom I have so much respect, but on the other hand, I put them to
you because we know we will get straight answers.

I thank you, Mr. Chairman.

Senator ARMSTRONG. Thank you, Senator Moynihan.

Senator Durenberger.

Senator DURENBERGER. Mr. Secretary, I hope you don’t take that
last as any lessening of the spirit of bipartisanship and nonparti-
sanship that this committee has always displayed. [Laughter.)

S~
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The Senator from New York was very careful to couch those all
in questions and not in comment.

I am just going to add a comment since you were not on the
Finance Committee last year, nor were any of the Republican
colleagues to my left or right, that I learned about a lot of this
from the then junior and now senior Senator from New York.

When he sat on this side of the table, he often educated some of
us new people on that side of the table to the problems of social
security financing.

It was from him I think that I first learned about the 3 weeks
from paycheck withholding to blue check outgo.

He could say it better than I could, but I am indebted to the
Senator from New York for educating me on the near insolvency of
the social security system in the first 2 years. I know that when he
talks about bipartisanship we are going to get it.

Mr. Chairman, I want to make just one comment based on sever-
al months of listening to the American people that you and others
were talking about. -

We may look at this issue through the board over here, in terms
of a problem of financing a bankrupt system or a problem created
by overgenerous politicians and benefits.

But it seems to me that the real issue that is involved here in
the next few months and probably in the next few years is the
issue of a definition of social security.

Those boards and the record of the last at least 8 or 9 years, is a
record of a whole variety of signals being sent to the-American
people about what social security really is, and a lot of conflicting
signals throughout that whole process.

It seems to me, looking at it from the eyes of my retired parents
or surviving orphans or whoever the case may be that the No. 1
mission we have as Members of the U.S. Senate and that the
administration has, is to give some definition to the American
people as to what social security is, what social security will be, so
that they can make plans for all the other things that they do with
their lives and with their earnings, that relate to social security.

It takes some political guts to address that kind of an issue, but I
hope that as we go through these hearings, we are going to remem-
ber that that is really what the American people are asking. .

It isn’t a question about I want more of this or I want less of that
or I want to change this or that. It is a question of what in the
world is it so that I can count on it.

This is not a today system for a lot of people, it is a tomorrow
system. They want to know what form this system is going to take
when they really need it. '

Senator ARMSTRONG. Thank you, Senator Durenberger.

Senator Grassley.

Senator GrassLey. Thank you, Mr. Chairman, members of the
committee.

I think that there have been enough mistakes in the last 30 or 40
years made by both parties to go around.

We are now at a point where blaming anybody else is not a
solution to the problem. We have to look for a bipartisan approach
to what we are doing.
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I think the best thing we can do in this series of hearings and
the deliberations of this committee and this Congress iir=the-next
few months, is not to repeat some of those mistakes that have been
made in the last several decades.

I think that most of those mistakes are centered around the fact
that the Congresses and past administrations have been long on—— ’
promises and we have been short on performance.

I think that that is best illustrated by the debate in 1977, that
the chairman of the committee, Bob Dole, has already referred to,
in which I remember very distinctly sitting in the House of Repre-
sentatives as a Member of that body and listening to the leadership
of the committees at that time say that the bill we passed would
take care of the social security problems for the next 50 years.

Yet, here we are looking—just 6 months down the road—at a
worse financial situation than we faced in 1977.

Those initiatives that were taken in 1977 only came as a result of
the urging of President Ford in his last year in office, when he
suggested a tax increase to take care of a problem he even saw at
that time similar to what we are dealing with here.

So, we have to deliver on what we promise and either promise
less or else, if we are going to promise as much as we have,
perform accordingly, and that means financing the system. That
means, as far as I am concerned, not taking any easy way out, of
borrowing general revenue funds or of using general revenue to
finance the system.

I think one of the other promises we have to remember is that
the whole social system was formulated in the first instance be-
cause people were not saving and forced on welfare and the stigma
of welfare was associated primarily with people in their senior
years.

The whole idea of social security was to relieve people of that
stigma of welfare.

Now, some of the suggestions that have been proposed, such as
. borrowing, and general fund supplement to the social security
system, tend back to that very welfare philosophy that social secu-
rity was supposed to get us away from by having people save for
their retirement.

I think too often social security has been used as a way of solving
unemployment problems. Some of the “increased benefits’’ that we
talk about today were early retirements of 62 and then 60. It was
argued that by doing this, we could help solve the unemployment
problem by opening jobs up to younger workers.

I think what we have to do is look at social security as a system
" in and of itself to give dignity to people who are on retirement, not
to solve any problem other than that of allowing people to provide
for their own welfare and their own security. The pay-as-you-go
system has helped to bring about an intergeneration gap because a
growing number of workers is beginning to resent the burden of
providing for retirees.

So, I hope what we get out of these hearings and the deliberation
of this committee, is performance commensurate with our prom-
ises, or cutting back our promises.
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Ideally, I would like to see us devise a system where people retire
on their own savings as opposed to the welfare concept of people
benefiting from things other than their own savings.

As an end result of whatever we do with the social security
system, I hope we can also bring our generations back together.

I am not talking just about defusing the so-called intergenera-
tional timebomb that the chairman of the subcommittee has re-
ferred to but I am talking about bringing about a meshing of
relationships between generations so that we do not have a segre-
gated society of those who are working and those who are retired,
but one society, a cohesive society of American citizens that are
living together and understanding each others’ needs and joining
arms in arms in meeting those needs.

Senator ARMSTRONG. Thank you, Senator Grassley.

Senator Symms.

Senator Symms. Thank you, Mr. Chairman, and Senator Dole
and members of the committee.

Mr. Secretary, I want to say that I am glad to hear Chairman
Armstrong make the point that he wants this to be a bipartisan
issue. I have found as recently as last week, at home, in my State,
there is no issue that is more on the minds of the American people
than getting the social security system fixed.

I would see that, I think we kind of have two jobs to do here with
this committee. I would urge the chairman to do this rather rapid-

ly.

‘I think we can fix the social security system so that we can save
it from bankruptcy in the near future, to remove this fear that
continues to go out to the population of the country.

I think we need to do that. But then, I think in the long term,
that we need to, as a committee and as a Congress, address the
problem that there is a couple of inherent failures, based on the
premise of the social security system, and try to make a long-term
fix of the social security system. It might take another year or two
of correction.

What I am alluding to, of course, is the basic problem, is that
this system is a chain letter. If you live long enough to get your
na;nef at the top of the chain, you maybe expect to draw something
out of it.

Well, the 19-, 20-, 25-year-old worker can look at this chart and
see that by the time they get to retirement age, the year 2030,
there are two workers paying in for one person taking out.

They don’t have to be too intelligent to figure out that that
means they are going to be carrying one other worker with them.
That becomes a very expensive burden and it simply is a chain
letter. It is not an annuity vested system such as an insurance
program would be.

e Congress of the United States, the State legislatures around
the country, they passed laws against chain letters.

It is illegal, yet we run the biggest one of all right here in
Washington, D.C. We might as well face reality and address that
problem in a long term.

Now I am not suggesting, Mr. Chairman, that you do that in our
first go-around to save the system from insolvency. But I am sug-
gesting as we address this problem, that we look at it in the long
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term, to correct the system so that there will be an element of
ownership on the part of each beneficiary, that they have paid in
so much money and they keep that with all the modern computer-
ization we have today, why every American couldn’t have an ac-
countability of how much money they have invested into the
system, and how much it is worth and have it be something they
own and they know it is theirs.

It would have a much better incentive for people to participate
in. I mention the reason that the interest that people have in it.
Every single place I have been in the last 2 weeks, there have been
at least one young person would stand up in the town meetings
and so forth, in the age of under 30, and ask how can we get out of
the system.

It comes up everywhere. I think Senator Grassley alluded to it.
We do have a problem here that will cause a problem. I think that,
Mr. Secretary, where you received a lot of criticism and the Presi-
dent did, over this, I would have never voted against—I would
never have voted with the 96 people in the Senate had I realized
that that vote in any way would be interpreted as a repudiation of
what you are trying to do.

I viewed that vote as saying that this Congress will not act on
social security without a very careful hearing, to weigh all of the
effects of impacts of how it will affect each person that is affected.

I interpreted that your suggestion was you laid it out on the
table and said, “Here is a suggestion. Now you—Congress take it
and work with it and something has to be done.”

I praise you for doing it because the problem in this country is
there are too many people consuming and not enough producing.

If we are going to continue to encourage everybody to stop work-
ing when they just reached their most productive capability, in
many cases. This is true in many, many jobs that require skills and
some art and thoughful judgment, particularly in agriculture,
many of our best productive agriculture workers are over age 62.

We have often said in some of the sandy ground in Idaho that a
person doesn’t learn how to irrigate until he gets to be 65. It is just
too difficult.

Then, all of a sudden, we try to force him into some kind of a
state of retirement.

So, I personally want to praise you for it, even though I don’t
-agree with the entire package. I certainly do not agree with a
raising of the retirement age without a gradual phase in. I know
that. I think that would just disrupt people’s ability to plan. It
would not be just to those who made plans immediately.

But, I think you are on the right track. I want to praise you and
the President for being willing to address the issue to the Ameri-
can people. I find that the American people are generally, despite
what has been said, are in favor of biting the bullet and correcting
this system for a long-term benefit.

Mr. Chairman, you have my cooperation, as one member of this
side, to try to work with both sides of the aisle, to solve the
problem immediately, to save the system from insolvency, and then
keep on working toward a system of vested ownership and to
hopefully get away from the chain letter system so that the Ameri-



24

cans that invest money in there, then you can get out the same
money you invested in.

If we have a true savings program, then I think that could be
brought about.

I think it is possible and it is doable and that is what I would
like to work toward.

Thank you.

Senator ARMSTRONG. Thank you, Senator Symms.

Senator Baucus.

Senator Baucus. Thank you, Mr. Chairman.

Mr. Secretary, I will somewhat echo what Senator Symms said.
When I was home to my State of Montana last week, I found that
this issue by far was on the minds of more people than any other
single issue.

I had three senior citizen town meetings in three major commu-
nities in my State. Ordinarily, when I call such meetings about 100
people arrive. This time there were in excess of 350 and they asked
very good questions. They were very precise questions. They were
questions that I often do not have the answers to.

The point is, they are very, very concerned.

Also, I think they are concerned in a fair, constructive way. They
realize the trust fund is in trouble. They don’t want their benefits
cut, but they do want to find some solution that makes some
overall long-range sense; that is, they want a solution that is fair.

I frankly, though, have been one of those Senators who voted in
the 96, because I don’t think the administration’s proposals are
fair. Essentially they cut benefits too quickly, and even cut henefits
more than I think need be cut.

I was a little alarmed at the question that Senator Moynihan
raised when he asked you, I don’t want you to respond to this
question now, is it the intent of the administration to lower some
of the benefits so some of the funds are available for other Federal
programs.

I don’t know that is the intent of the administration. I don’t
know whether that is even on the minds of any in the administra-
tion. But, if it is, I strongly suggest you cast that aside and dash it
immediately, because if it turns out to be true, I think you will
agree that the Congress and the people are going to be, to say the
least, outraged.

I just have several questions though, and I won’t ask you that _
last question.

The questions I have are whether you think we in the Congress
should adopt a pessimistic assumption or should we adopt the more
rosy economic assumptions when we formulate some proposal here.

I ask that because in some cases the administration asks us to
enact legislation, tax legislation, based upon what I would regard
as rosy assumptions, rosy economic assumptions.

From the tone of your statement, I apologize I was not here to
hear it, but in reading it, it seems you suggest we enact legislation
based upon pessimistic assumptions.

The more I hear that, the more it leads me to conclude that
perhaps some in the administration are thinking about using some
of the funds for other purposes. -
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I just ask that you be consistent in suggesting whether we adopt
rosy assumptions or pessimistic economic assumptions in all areas,
whether it is social security reform or whether it is tax legislation
or whether there are spending cuts.

I think you will follow that advice and be consistent. But I hope
that everyone in the administration is more consistent in suggest-
ing reform.

hank you, Mr. Chairman.

Senator ARMSTRONG. Thank you, Senator Baucus.

I have good news for you. You have not missed the Secretary’s
statement. You are about to hear it.

Members of the committee, we are pleased and honored to wel-
come the distinguished Secretary, our old friend and colleague,
Dick Schweiker.

I note with pleasure that he is accompanied today by another old
friend, the Under Secretary, Dave Swoap, and by the Social Secu-
rity Commissioner, Mr. Svahn, who brought to the attention of the
committee and the Nation yesterday, the trustees’ report.

We are glad to welcome you all.

I understand, Mr. Secretary, that you have a commitment for a
Cabinet meeting late this morning. I am confident, as I am sure
that you must be after hearing these expressions of interest, that
we will be able to wrap this up and you will be able to report to the
President later this morning that we have the problem well in
hand and a solution in sight. [Laughter.]

With that word of encouragement, thank you for coming. We are
eager to hear your testimony and have your thinking on this
important issue.

STATEMENT OF HON. RICHARD S. SCHWEIKER, SECRETARY,
DEPARTMENT OF HEALTH AND HUMAN SERVICES; DAVID
SWOAP, UNDER SECRETARY, AND JOHN A. SVAHN, COMMIS-
SIONER, SOCIAL SECURITY ADMINISTRATION

Mr. ScHwEIKER. Thank you, Mr. Chairman. I have a presentation
to make to the Cabinet on immigration and refugees at a little
after 11 o'clock, so I do appreciate the Senate’s understanding in
working out this schedule.

Mr. Chairman, in the interest of time, I will ask to put my whole
statement in the record, and just give a 5-minute summary of
where I see us at the present time, if that is agreeable.

Senator ARMSTRONG. Yes, of course. Thank you.

Mr. ScHwEeIRER. I think this particular graph shows where the
problem began [holding up a graph).
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Mr. ScHWEIKER. The problem began back in 1974. In 1974 we
started losing moneir in the old age and survivors insurance trust
fund and the disability insurance trust fund. We have lost money
every year in those two funds since 1974, In other words, the
problem has been pretty apparent for some time.

At the end of 1974, since we operate on a pay-as-you-go basis, we
began running into the red in the sense that we were paying out
more money to beneficiaries than we were taking in as revenues
for the two funds, the disability insurance fund and the old age
survivor's fund. We have lost money on that basis every year since
then, 1975, 1976, 1977, 1978, 1979, and 1980.

There shouldn’t be any mystery about where the crisis has come
g«l){m._ You obviously can’t keep paying out more money than you

e in.

I think that is a very important point because we have actually
depleted the social security trust fund by $19.4 billion in the last 6
years. We have not had a year where we made money in social
security in any of the last 6 years, a pretty good harbinger of
things to come.

Far from cr{ling alarm or viewing with a great distress or cryin%
wolf, this is the truth of the matter. It has been this way for
consecutive years, for a total loss of $19.4 billion.

The second point is that the rate of loss is now so great that with
the latest cost-of-living increase, we are now losing $12,300 every
_gingle minute [holding up a graph].
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Mr. ScHwWEIKER. That is based on estimated benefit payments for
July of $14.7 billion, and revenues of only $14.2 billion. So, the
clock is going. While we are talking here, we are losing $12,300
every single minute.

Now no reasonable person, no person who just objectively looks
at the facts could dispute we are losing money at the rate of
$12,300 a minute or that we have been losing money consistently
for 6 solid years. I think it is important to begin these discussions
with a few facts, rather than some of the obvious differences in
opinion and philosophy and analysis that rightly belong in this
discussion. .

I think there are two problems, Mr. Chairman, that we face in
this regard. One of them obviously is the long-term problem. The
long-term problem I think is summed up by the fact that our
population is in fact shifting dramatically . We have a demographic
explosion taking place with our senior citizens.

Over the next 50 years our population will grow about 40 per-
cent. But the number of people who are 65 and over will more than
?_ouble. So our senior citizen population will explode in this time
rame.

The people who are 85 and over will triple, which is another
significant increase in our older-population.

This phenomenon will have a dramatic impact then on the social
security trust funds. I think the Commissioner’s chart shows it
quite well. Back in 1950, when we had 1 beneficiary supported by
16 workers, nobody minded paying social security taxes.

Currently, we have three workers supporting one beneficiary.
That has substantially changed the taxes, as we see from the chart.
Of course, when the post World War II baby boom generation
retires, we will have only two workers supporting each retiree.

No logic or reason can change these demographic facts that we
have to deal with.

Now on the short-range problem, as I just articulated that, we
lost money every year in the last 6 years from these two funds, and
we are in a situation where we have loaded up the system with a
lot of social welfare programs. )

One of them is disability. The GAO made a study of our disabil-
ity program recently and found out that there was a 20-percent -
error rate, that in one out of every five cases we are paying people
who weren’t disabled or shouldn’t have been found disabled, ‘either
because the administrative law judge had acted too liberally in his
interpretation of the law or because the law was drawn too loosely.
You can take your choice. That has cost us about $2 billion a year.

So, we have made the social security fund into other things, that
is, a welfare fund rather than a retirement fund, which was social
security’s original purpose.

Now, there are no easy choices. I think the chairman articulated
some of them. You can reduce to some extent the cost-of-living
adjustment to everybody, the 36 million people who presently re-
ceive a check. You can raise the retirement age from 65 to 68, as
Congressman Pickle wants to do. You can reduce the incentive to
retire at 62, which is basically our proposal, or you can take the
money from the Treasury.

83-828 0—81—3
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When you see the fact that the OASDI trust funds have been
losing money every Kear for 6 years, it is certainly not a very good
way to begin by siphoning it off the Treasury, when the Treasury
is already losing money. With interest rates high because of Gov-
ernment borrowing and with the economic situation caused by
Government deficits, that will only compound the problem.

The fact that there is a short-term problem is articulated by
Congressman Pickle and Congressman Pepper. They don’t particu-
larly agree with our solution, but they have introduced bills that
would shift funds from the general treasury to the social security
funds. The shift is-about $100 billion, over 4 years in Congressman
ll))'iﬁkle,s bill and $156 billion over 5 years in Congressman Pepper’s

ill, o

So, whether you come from our side or the other side of the aisle,
‘there is agreement that there is a shortfall of $100 to $156 billion
in the next 4 or 5 years. Even though they have different solutions
they define the problem in the same way that we do.

We believe that our proposal does several things. It keeps the
traditional 65-year-old age for retirement. We don’t pull out the
plug on people who figured on retiring at age 65.

No people who are presently retired, who are now depending on
the cost-of-living adjustment would be affected by our plan. The 36
million social security beneficiaries who are out there now fighting
to make ends meet, in terms of inflation, will have the assurance
that their benefits will continue to be adjusted annually for infla-
tion. We think that is a very fundamental point and a very key
point.

In addition, we also eliminate the earnings test so that we en-
courage people to consider working past 65 on a voluntary, not
compulsory, basis which we think will help the situation.

We do not propose to change the cost-of-living adjustment, as I
mentioned a moment ago, and we will permit people to retire at 63
years and 8 months, and get almost as much as they would get if
they retired at 62 under present law. It is not a matter of retiring
at 62 versus 65. It is a matter of saying that if you wait 1 year and
8 months, you will get about 80 percent of your full retirement
benefit the same as you would at 62 under present law. I think
somehow this has been forgotten.

We believe, Mr. Chairman, that this is a logical proposal.'I have
said from the beginning that we are willing to phase in our propos-
al. We recognize the criticism that people should have adequate
notice. We made it clear that we are willing to compromise on the
point of notice and give people time to %epare, time to adjust, in a
time frame that is reasonable and fair. We are open-minded. So, we
are willing to adf'ust and amend that particular part of the propos-
al that would allow a phase-in period so people could be put on
notice and could in essence consider that.

To summarize where the problem is presently, the old-age and
survivors insurance trust fund and the disability insurance fund
actually lost $3.8 billion in 1980. They will lose $4.8 billion this
year. In 1982, they will lose $7.5 billion if nothing is done.

So, this trend of year after year losses beginning in 1974, will
accelerate, will get worse: $3.8 billion in 1980; $4.8 billion in 1981;
$7.5 billion in 1982, and that is in spite of the fact that we had the
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largest peacetime tax increase in history just a few years ago. In
spite of that fact of the largest peacetime increase in taxes in
history, we will still sustain those losses.

So, we feel this is a realistic assessment of the rate of loss and
the problem. We believe that we have a solution. We have made it
very clear that we want to be bipartisan in this. If somebody has a
better solution, we are open to it. If somebody wants to compromise
with us, and work out a reasonable package, we will do that. We
already have a group underway, as this committee knows. We are
delighted that everybody here has indicated their willingness to
join in that effort. We are going to do the same thing in the House.

To conclude, Mr. Chairman, we appreciate the opportunity to be
here to present the facts as we see them and to say that we are
open to compromise. We are open to a reasonable proposal. Nobody
has any monopoly on truth in this particular area.

Senator ARMSTRONG. Thank you, Mr. Secretary.

Thank you for your statement. I especially want to congratulate
you, not only on what you said today but for the fact that you have
been willing to confront head-on, the long-term problem.

There are a lot of people who would have naturally assumed that
it would be easy to just suggest a short-term approach to this
problem and to put off the hard decisions and the tough choices
that you have outlined.

It seems to me that we really owe a debt of gratitude to you for
taking a forceful, long-term look at this and bringing the problem
to the attention of the committee, and for that matter, putting it
on the agenda of the country.

I thank you for that.

Mr. Secretary, I have a number of questions I want to propose to
you. But I think I would first want to recognize Senator Dole for
his questions and the other members of the committee, and then,
consistent with the time available, I will have a number of ques-
tions at the end that I would like to present. -

Senator Dole.

Senator DoLE. It seems to me, Mr. Secretary, that the biggest
problem we have may be one of education.

I have watched some of the interviews of social security recipi-
ents in response to changes suggested. There are a number of
people who are very worried. I should guess everyone would be
very worried, whether they are now receiving benefits or may
receive benefits 10 or 15 years from now or 1 year from now.

You have already indicated your willingness to phase in reduc-
tions in benefits rather than make abrupt change as earlier recom-
mended; is that correct?

Mr. ScawelkeR. That's correct, Senator Dole. I want to say that I
think that was a valid criticism and as much as we wanted to
balance the sheet on the fund as soon as possible, we do believe
there should be fair notice. That is one part we are willing to
change and we say so.

Senator DoLE. I read a book by Mr. A. Haeworth Robertson. He
will be a witness here later in the hearings. He indicated that the
biggest problem with social security is a lack of information and a
lack of understanding of the system.
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Is there going to be any effort made so that those who will be
retiring down the road, will have some easy way to find out what
their benefits may be?

Mr. ScHweiker. Mr. Chairman, they can go to their Social Secu-
rity office now and ask for that information, so that is available
now. While it may take a few weeks to get it, depending on the
computer load at the moment, they can get that information now.

Senator DoLE. That is why I asked the question. In case some of
them may be listening, they now know that these services are
available.

It would seem to me then we have another problem. Many
people believe that social security benefit amounts are a matter of
right. If they paid in, and are covered by social security, benefit
formulas or actual benefits should never again be examined.

I would just hope that during the course of these hearings we
can focus on that.

There is a group called SOS. It has over 100 member groups. The
leaders of SOS indicate that we really don’t need to cut anything.

Have you analyzed their proposals or their statements?

Mr. ScHwWEIKER. Well, Mr. Chairman, most of the people who are
in that group are the same ones who told us when we passed the
1977 act that this would assure that the trust funds would be safe
for 40 years. Of course, in hindsight that turned out to be a
ridiculous statement, but it is the same team whose projections of
what the fund would do and could do were so wrong in the past.
We maintain they are wrong about the future.

Senator DoLE. As I understand it, the reason for concern this
time, in addition to the obvious concerns in the short term, is that
there is fairly broad understanding that in order to preserve the
integrity of the system, we need to make some fundamental
changes.

There have been some who indicate that the administration is
not really concerned about the social security system, but wants to
somehow balance the budget by cutting back benefits.

I would like to have you address that question.

Mr. ScHwEIKER. That is completely false, Senator Dole; absolute-
ly false. The money is put into a trust fund account. It couldn’t be
used for any other purpose. I am a trustee of that account. So is
the Secretary of the Treasury. So is the Secretary of Labor. We are
the trustees. We have to sign and certify what happens in that
fund. The money couldn’t possibly be used for any other purpose.
Anyone who says that is not aware of how the trust fund operates
or of our duty as trustees.

Senator DoLE. Well, again, I think that statement needs to-be
made a number of times. I think there will be a lot of rhetoric
indicating to the contrary.

Can we fset through the short-term crisis by, borrowing from two
of the funds for the third fund that may be a little short right now?
I have heard that suggested as recently as this morning on one of
the networks. We just take a little out of this fund, a little out of
that fund, until the shortage is covered.

Can that be done?

Mr. ScHwEelkeR. Well, first let me say that the figure that I gave
you on the time clock running, where I said that social security
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was losing $12,300 a minute, included the hospital insurance fund.
All three funds combined are losing $12,300 a minute.

It is true that presently the hospital insurance fund is making
money on its own. If you disregarded the two other funds would be
losing $18,000 a minute.

So, even including the hospital insurance fund, we are losing
$12,300 a minute.

The Trustees project that within another decade we will have
similar problems in the hospital insurance fund, I think we should
not kid ourselves about that.

All these funds have problems. The Hospital Insurance Trust
Fund has a lJonger time frame, so we are not immediately con-
cerned about that. But even if you did what you suggest which is to
borrow among the funds, and frankly, our proposal includes that,
you might put off the crisis a year at the most. So, you still have to
face up to the problem. You might delay it 6 months to 1 year by -
(iint.elarfund borrowing, but the net deficit is there. It is getting worse

aily.

Senator DoLE. My understanding is that the deficit in the hospi-
tal insurance fund could be as high as double the deficit of the
OASDI funds in the long term.

So, I think we can’t overborrow from any of these other funds.

Mr. ScHWEIKER. In the long term, the hospital insurance fund
probably has more severe problems than the Social Security Old-
Age and Survivors Insurance and Disability Insurance Trust
Funds, but they just aren’t with us yet.

Senator DoLE. Finally, could you give assurance to those who are
receiving benefits now that the Congress and the administration
will not let them down come next year. We are going to solve this
problem. That is the goal of this administration; is that correct?

Mr. ScHwelker. We have gone all along on the basis that the
people who are currently getting benefits now will be protected.

We are going to do everything under the Sun to solve the real
problem. We gave people some bad news which isn’t popular. That
is why we started out in a very unpopular climate.

The guy who bears the bad news is a very unwelcome person. I
have been the target of that and I understand that. But I think
that is my job as Secretary. We in the Reagan administration feel
that by giving people bad news and taking your medicine, you can
cure the health of the fund and get it straightened around.

So, we are making every effort to promote the health of the fund
and restore it. It begins by taking some bad medicine. But we are

oing to keep the integrity of the fund intact. That is why we are
ere fighting for our proposals or some compromise proposals.

Senator DoLe. My time has expired. Thank you, Mr. Secretary.

Mr. ScHwEIKER. Thank you, Senator Dole.

Senator ARMSTRONG. Senator Moynihan.

Senator MoyNIHAN. Thank you, Mr. Chairman.

Let me go back to your original theme that we want this to be a
bipartisan exercise and we do. It is also proposed that the exten-
sion of the debt limit to $1 trillion be bipartisan.

But today we have heard some things on the other side of the
committee that suggests we are back in the middle of the 1930’s
arguing the principle of social insurance.
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One of my colleagues, who I respect and admire, even said that
he thinks people should retire on their own savings and not rely on
a welfare concept.

Social Security is not a welfare concept. It is social insurance. It
is not a chain letter, a gamble. It is insurance. It insures you
against loss of income.

We have had it with us in good shape for 50 years and suddenly,
its very principles are being questioned.

~-Mr. Secretary would you raise that graph you showed us, your
first chart you were showing us?

You keep pointing out how it is going down, down, down. Mr.
Secretary, there are three social security funds. How many are on
that curve?

Mr. ScHWEIKER. Two.

Senator MoyNIHAN. Why aren’t they all there, sir? It is all social
security money. Why do you present us a chart with only the two
we agree are in difficulty, but not with the one which is not in
difficulty at the moment?

Mr. ScHwEiKER. Well, if we did put the other fund in there, the
fund would soon be even further in the red, further down the line,
Senator. :

Senator MoyNIHAN. I don’t accept that, Mr. Secretary.

That is not what your data show, Mr. Secretary. When the other
one gets to be in trouble, the first two begin to revive.

Mr. Secretary, let me ask you this question. You said you pro-
pose to reduce the incentive for retiring at age 62.

Now, Mr. Secretary, there is not now any incentive to retire at
age 62. There is a reduced payment which actuarily equals out to
the amount that would be received if the beneficiary retired at 65.

Most people who retire early are sick, Mr. Secretary. They get
out of the system no more than they would get had they not been
ill and stayed employed until 65.

Now, sir I ask you this in the beginning, and I am very serious
about it. Is it still your proposal to reduce benefits for persons
retiring at 62, to 49 percent of their age 65 entitlement?

Mr. ScHwWEIKER. Well, they go from 80 percent to 55 percent.

Senator MoyNIHAN. But since everybody else goes from 100 to 90,
you get 55 percent of 90 which is 49.

You are still with that proposal, even though you are prepared to
phase it in?

Mr. ScHWEIKER. Well, [—

Senator MoyNIHAN. I mean, prepared to give fair notice.

Mr. ScHwelkeR. I don't know the exact figures, Senator, but
there is no question we put a disincentive on early retirement.
However, about 1 year and 8 months after age 62 a person could
retire with the same 80 percent rate that he had at age 62 under
current law.

Senator MoYNIHAN. You are reducing those benefits.

Mr. ScHWEIKER. No gIt‘xestion.

u Senator MovyNIHAN. There is no question that this is your inten-
ion.

Mr. Secretary let me ask you one key question in response to the
statement that the chairman made. I give you this situation. Mr.
Secretary, it is 1984, and the budget is $40 billion in deficit. But
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somehow you managed in that year to cut social security payments
by $40 billion and add that money to the fund reserves.

What happens to the deficit? It disappears; correct?

In the unified budget it disappears.

Mr. SCHWEIKER. Senator, you keep mentioning unified budget.
The truth of the matter is——

Senator MoyNIHAN. The budget. There is only one budget.

Mr. ScHWEIKER. I am a trustee. I can only account for the money
that comes in and goes out. I have to take an oath to that. I have
to certify to that. The money can’t be used for any other purpose.

Senator MoYNIHAN. Mr. Secretary, no one is suggesting the
money will be used for any purpose other than social security.
While you are a trustee it will be meticulously maintained.

- T ask you the question, however, if social security payments were
$40 b;llion less, would not the $40 billion deficit disappear on
paper’

The answer, sir, is “Yes.”

Mr. ScHweIKER. Well, I am glad that you answered your own
question, then.

Senator MoYNIHAN. Do you think otherwise? Does Mr. Svahn
think otherwise?

Mr. ScHwWEIKER. I think you are trying to create the illusion that
one offsets the other and it doesn’t. We have to put it in a separate
account.

Senator MoyNIHAN. I am asking you what the deficit would be.

Mr. ScHwEeIkER. We have to dispense money from it. We can’t
take it and use it for any other purpose or we would be violating
our oath and I think even a future trustee——

Senator MoOYNIHAN. Mr. Secretary, the deficit would be zero.

Mr. ScHwEIKER. Your deficit would be zero, but our deficit would
be quite a different proposition.

Senator MoyNIHAN. You would have built up your funds.

Mr. SCHWEIKER. As a trustee of the fund.

Senator MoyNIHAN. That’s right. But the Federal budget would
be in zero deficit. That’s the point we make and no other.

Thank you.

Mr. SCHWEIKER. I don’t agree with your point.

Senator MoyNIHAN. Well, Mr. Secretary—let me ask Mr. Svahn.
Do you think if there is a $40 billion deficit and somehow social
security payments are reduced by $40 billion that the deficit on
paper does not thereby disappear?

Mr. ScHwelker. You are implying that we are using one to
balance the other and we are not.

Senator MoOYNIHAN. I am not implying anything. I am just
asking you if these events occur would the deficit not disappear.
Now, the answer is yes. It would. There would be no deficit.

Mr. ScuwEeIkeR. Not if you went back and read the detail on the
budget of the social security trust funds. It would make clear
exactly where the moneYy was. .

4 ;S_egli:ator MovnNiHAN. You have a surplus in the trust fund and no
eficit.

Mr. ScHWEIKER. I am sure you wouldn’t let us do that, Senator. I
am sure you would be the first one to tell us if somebody tried to
pull that charade. That is all it would be.
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Senator MoyNIHAN. Thank you, Mr. Chairman.

Senator ARMSTRONG. Senator Durenberger, would you like to
pursue this or other matters? [Laughter.]

Senator DURENBERGER. Thank you, Mr. Chairman.

Let me ask you, Mr. Secretary, what elements you do agree with
in the characterizations made by the Senator from New York.

For example, in the beginning of his question he said this is not
a welfare system. This is not a chain letter. It is not a bunch of
other things. He says it is a social insurance system.

Do you agree with that statement, and if you do, would you give
us the definition of what you think a social insurance system is?

Mr. ScHWEIKER. Well, I think, Senator Durenberger, we want to
try to get back a little bit to the more narrow constraints of the
program, A i -

I think in disability insurance particularly it is probably going
too far. I think in terms of student benefits it went too far. I think
in terms of minimum benefits it went too far.

I think that is how I would define it. I think we do want to
provide social insurance, but we want to narrow the definition
because if you look at that chart on benefit payments, what drives
. it up the wall is the fact that we have made the definition for
social welfare so broad that payments have escalated way out of
sight. All we want to do is to restore the social insurance concept
to what it was.

The fund got into trouble in the last decade.

The answer to your question is, if we go back to the provisions in
effect before some of the more recent amendments, we might well
define social insurance correctly.

Senator DURENBERGER. It seems to me there are several implica-
tions that can be drawn from the use of the word “insurance.”

One is that it is a cash form of income security, usually taking
the form of cash that you receive in the event of something hap-
pening to you, death, disability, the death of your sole supporter, or
retirement, whatever the case may be.

That is one form of insurance.

Another form may be just having made a series of payments into
an insurance policy in our insurance policy concept, then you have
a right to take out whatever the payee promised you.

This form of insurance is the version that Senator Symms was
talking about. We have to guarantee people that the payments
made into the system are going to provide them with some repay-
ment should some of these things happen.

I want to ask you principally about the health issues. I consider
you as having been a health expert before a social security expert.

I listened to your comments that the $12,300-a-minute loss would
be an $18,000-a-minute loss if we excluded health insurance from
consideration.

I look at the impact of the withholding tax for health insurance
at 1.3 percent per worker; 2.6 percent for the worker and the
employer combined.

If the health insurance tax were used for the other eventualities,
the cash eventualities, you could reduce this drain down to at least
$6,600 a minute. -
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So there are some substantial savings if you will, to be achieved,
by taking health payments out of the system; is that not correct?

Mr. SCHWEIKER. If you put the hospital insurance fund in, it is
still $12,300. Maybe I wasn’t clear. In other words, if you throw all
three funds together now, today, we are losing $12,300 every
minute from the three funds. If you took the hospital insurance
fund out of the pool we would be losing $18,800 every minute from
the OASI and DI funds. B

Senator DURENBERGER. Then the point is that there is $5,700 a
minute to be saved by not taxing payroll for health insurance; is
that correct?

Mr. ScHwEIKER. Well, the hospital insurance trust fund is gain-
ing about $6,000 per minute at the present time, yes.

Senator DURENBERGER. Now with regard to your comments on
transfer from one fund to the other. You talk about the potential
bankruptcy of the health insurance fund but that is a fund that we
as policymakers can control.

There was an automatic premium adjustment, for example, that
took effect on July 3. B

We can control the amount of premium. We can control the
amount of deductible. We can control the amount of copay, if we
wanted to go copays. We can control, if we ever get our minds to it,
the escalating cost of health care in this country.

We can control, as we tried to do on the floor of the Senate last
week, who gets into the medicare program. In other words, our
efforts to go after the FEHB and make that primary for retired
persons health care rather than secondary.

My question to you is what you or the administration is doing to
look at the issue of medicare and as a way to bring some solvency
to the retirement, the cash retirement program, survivor programs
or disability programs.

Are you taking a serious look at the noncash part of the social
security system to see if there aren’t some changes that could be
made there?

Mr. ScHwEeIKER. Yes, we are. I have appointed a task force in my
dﬁpartment to work in the health area and to focus particularly on
that.

We hope to have some proposals to this committee for making
changes in the health and hospital part of this operation some time
later this year. . -

Senator DURENBERGER. Thank you.

Senator ARMSTRONG. Senator Symms,

Senator Symms. Thank you, Mr. Chairman.

Mr. Secretary, again, 1 want to emphasize that I think what you
are doing to bring this issue up to the American people is good and
not bad. That is going to be the way we are going to get the
problem solved, is by looking it right in the eye.

I want to ask a question—I mentioned about the computerization
we have nowadays and the accountability and the way people can
keep track of their records. .

How much additional burden to the administration of the pro-
gram would it be if every month, on the check that is mailed out to
the recipients, that you put on the check that this recipient, John
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Doe, had paid in so many benefits and has now taken out so many
benefits?

So that you carry a balance for each person so that when the get
up to where they have taken out say twice as much as they have
put in—is it possible to do that at least so that the recipient would
know it and the American people would know it, that this system
isn’t based on ownership or a vesting rights or an annuity?

Mr. ScHwWEIKER. Let me say, Senator, it is possible to do it. It
would entail some extra paperwork and bookkeeping, but I want to
say your point is well taken, because a person who retires today at -
age 65 will get a" his taxes back in about 19 months.

Senator Symms. In 19 months.

Mr. ScHWEIKER. That would not include interest. But in terms of
pure money in and out, he gets it back in 19 months. If you put
interest in there, obviously it is a longer period of time, but 19
months is fairly short.

Senator Symms. Well, another question I would have is that last
week when I was in Idaho, I ran into an 81-year-old constituent of
mine who talked to me about the social security program and
suggested that for those people who were in the top bracket, which
E_his constituent happened to be, that there be no increase in bene-
its.

He looks at the Federal budget and he looks at me as a newly
elected conservative Republicain in part of the Reagan landslide,
and said it is incomprehensible to him that those people, that you
people in Washington, as he puts it, would not have enough com-
monsense to not give—this gentleman happened to be getting his
social security as gi,045 a month.

He said when he looks at the budget and the inflation and all the
problems that have been brought about by excessive Government
spending, he can’t understand why we are raising his benefits
when he said he is getting along nicely as it is.

His house is paid for. His car is paid for. He doesn’t really want
the increase. He would rather have the budget balanced and get
the mess straightened out in Washington as he put it.

What about that person? Is there any way we could do this on a
phase in that the top people don’t get as much and the lower 25
p?t::gnt get the full benefit, and maybe in the middle they get part
of it’ :

Mr. ScHwEeIKER. We could certainly look at that aspect of it,
Senator Symms. The proposition has been that this is social insur-
ance as opposed to welfare. So you would be reversing those con-
cepts. By the same token, that could be studied in terms of cost and
savings. - -

Senator Symms. Well, it seems to me that—the reason I think we
ought to address the cost-of-living increases is we do have a prob-
lem with inflation, but the recipients of social security are com-
pletely shielded from any problem with inflation.

So there is no incentive, at least from that whole segment of the
economy, to worry about inflation. I think that is—that is why I
am happy>you finally brought this to the forefront, because I think
it is a mistake not to address that big population out there.

There is a growing number of people in the retired numbers of
our population and if they are going to get automatic cost-of-living
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increases, in many cases, due to their own personal increased cost,
as the gentleman I referred to, his cost of living doesn’t go up as
much as the CPI does.

Yet, he is going to get an 1ll-percent increase; is that correct?
That will make 100 and some dollars a month. Now that is a
double benefit, a man and a wife. A 74-year-old wife,*81-year-old
husband who has paid in the maximum, obviously, over the years
to get that kind of a benefit.

I would like to go on to one other question on that, if there is
time. I guess there is time.

I talked, at the same time I mentioned the young people bring
this question up. The proposition I am asked everywhere I go is
that these young people say to me that they would not invest their
personal money in-a chain letter as a private investment. That if
they were going to buy a retirement program they would put it in
an account where it was accountable to them and every month if
they put so much money in it, that it would be their money, plus
interest, and upon either death or retirement, that either them as
the beneficiary or their heirs or their family or whoever, would get
that benefit, but they would never invest their money in a chain
letter, hoping that someday their name gets to the top of the list.
. Novg, is this a vested annuity system or is it actually a chain
etter?

Mr. ScHWEIKER. No. 1, it is not a vested annuity system. It is not
like most pension funds. No. 2, up until now, it has been financed
on what we call a pay-as-you-go basis.

By the same token, if we don’t take action now, if we let these
charts go on up through the ceiling in terms of benefit payments
and new beneficiaries, if we let the deficits go on down, it could
turn into a chain letter.

That is exactly why we are here today arguing for some medicine
and for some changes and for some narrowing of focus. Because it

could turn into that unless we have the courage and foresight and

determination to do something about it now.
Senator Symms. Well, now, you have in the chart at the year
2030, there will be two workers paying in for each beneficiary.
Now I heard Senator McClure speak in Idaho in the last 6
months, and he made the statement that in the year 2020, under

our present actuary tables, that there will be one person paying in_

and one person taking out.

Now, is that accurate, in the year 2020?

Mr. ScHWEIKER. No, it is two. Our figures and estimates show it
is two.

Senator Symms. Two?

I:Ir. ScHWEIKER. Two people paying in for one beneficiary taking
out.

Senator Symms. So if the average—what does the average benefi-
ciary take out?

To put this in perspective?

Mr. SCHWEIKER. About $350 a month.

Senator SymMms. About $350 a month. In other words, each
American then would have to figure on carrying $175 a month on
today’s standards. B
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Mr. ScHWEIKER. On today’s standards of benefit payment and
who is eligible and how many programs are piggybacked onto it,
yes, if you count the employer portion of the tax in that figure.

Senator Symms. So I think that is why these 25-year-old people at
the town meetings are asking these very perceptive questions.

Thank you very much, Mr. Chairman.

Senator ARMSTRONG. Senator Baucus.

Senator Baucus. Thank you, Mr. Chairman.

Mr. Secretary, I understand that the administration’s proposal to
solve the short-term problem here is to basically reduce early re-
tirement benefits, also the minimum benefit and that the adminis-
tration’s projections, those short-term solutions will solve their
problems, are based upon pessimistic projections of a 9.1 unemploy-
ment rate in 1984 and a CPI increase in 1984 say at 10.9 percent.

Is that correct?

Mr. ScHWEIKER. Let me explain, if I may, the projection. We
have several sets of projections and we are calling the ones that
you are referring to the worst case projections.

Even though they are pessimistic—and I think it is awfully
important to make this point—even though they are pessimistic,
_ for the next 5 years, they are better than what has happened to

this economy the last 5 years. So, you can say our projections are
too pessimistic;-but in fact, they are better than what has hap-
pened for the last 5 years.

Senator Baucus. They are also the projections that the adminis-
tration is relying upon to show that short term problems of the
trust fund will be solved.

Well, if that is the case, I would like to follow up a little bit on
the point Senator Moynihan is making.

Mr. SCHWEIKER. Yes.

Senator Baucus. Let us say that in 1984 it turns out the econom-
ic results, that is, the CPI and the unemployment rate turn out to
be not these “pessimistic assumptions,” but rather the administra-
tion’s economic assumptions the administration has given us, in
1984, and arguing for its tax cut in essential economic programs.

That is an unemployment rate of 6.4 percent, in 1984, as opposed
to a 9.1, which is the pessimistic rate that you tatk about, and also,
for a CPI of 5.5 increase in CPI in 1984, under the audministration’s
economic program, compared with yours at 10.9.

If it turns out that the economy does perform in the way that the
administration suggested it will, and tells us that it will in 1984,
isn’t the result that the decreased benefit, that is, in the social
security trust fund, result in increased surplus in the trust fund
because the economy performed much better than we assumed it
would, isn’t the result that the administration’s proposed wash of
deficit in 1984 or a slight surplus, will in fact be a big surplus?

That is, isn’t the result that the reduced benefits that we will be
giving to people if we enact the administration’s program result in
an increase surplus or decreased deficit in the budget in 1984?

Mr. ScEweiker. First of all, it gets back to how much should be
in the reserve ratio, Senator. The first time that the OASDI trust
funds went under 100 percent of reserves was in 1971. Even if the
optimistic assumptions come into being, we will just be building
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the reserve ratio back up to what a lot of people in the past said it
should be, and what it was up until 1971.

It was from 1972 on, that we started getting into trouble. After
1974 everything was in the red, going down hill. So, there is some
logic, even if our pessimistic assumptions don’t come true, in build-
ing up the trust funds to what they ought to be. -

Senator Baucus. Let me ask you another question. Is the trust
fund in better or worse shape if the administration’s economic
assumptions come—occur, rather than your economic assumptions?

Mr. ScHwEIKER. Well, don’t say mine, because we have five pro-
jections.

Senator Baucus. But you are saying your proposals are based
upon the pessimistic. I am assuming that you are acting on the
pessimistic one?

Mr. ScHWEIKER. Well, we are in the short run. I have to go back
to a little tradition and history here. The trustees have historically
presented pessismistic assumptions for the short run. But for the
T5-year projections, the trustees have relied on the intermediate
assumptions.

So, we have followed that.

* Senator Batcus. In the short run, won’t the trust fund be in
better shape if the administration’s economic assumptions oc-
curred, than would be the case if the pessimistic projections occur?

Mr. Scuwelker. Well, we still would be only up to 35 percent of
full funding for a whole year.

Senator BAaucus. Could you answer my question, please?

My question is: Won't the trust fund be in better shape——

Mr. SCHWEIKER. A ratio of 35 percent would be better; yes.

Senator Baucus. Better. So if that is the case, then isn’t it true
that the budget, the administration’s budget for 1984 is in a lot
better shape and will show in either no deficit or reduced deficit or
greater surplus, if the administration’s economic assumptions.occur
in 1984, and won’t the result be that we will have reduced benefits
taking from social security recipients, taking the pessimistic as-
sumptions, and using those reduced deficits to show a better ad-
ministration budget in 1984? _

Mr. ScHWEIKER. You know, we keep coming back to the adminis-
tration’s budget. Ii was Lyndon Johnson who unified the budget, so
let’s put it all on the table.

Senator Baucus. That is not the question, who unified it. We are
talking about what the result will be. i

Mr. ScHWEIKER. President Johnson had very good reasons for
unifying the budget. You keep twisting and distorting the purpose
today. He was the one who did it. ~

Senator Baucus. Mr. Secretary, I suggest it is you who is twist-
ing and distorting by evading the question. You are not answering
the question.

Mr. ScHWEIKER. Well, repeat the question.

Senator Baucus. The question is: If we adopt your suggested
pessimistic assumptions and reduce the benefits as you suggest we
do, but if it turns out to 1984, the economy is not performing that
pessimistically, but better, that is, using the administration’s eco-
nomic assumptions in 1984, the result will be that reduced benefits
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to social security beneficiaries will help balance the budget or show
a greater surplus in 1984,

It will be unnecessary to reduce benefits because the economy
f]‘)erformed a lot better than was—than you suggest it would per-
orm——

Mr. SCHWEIKER. Not a penny of the trust fund will go to balance
any budget. Not a penny of that trust fund will go to pay any other
exi)ense of Government. Not a penny of that Government money
will be used for any purpose except the social security checks. We
will be building up a reserve to 35 percent and the trustees say it
should be 50 percent. Some people say it should be 100 percent.

Senator Baucus. I am not suggesting that social security funds
are going to be used to pay for other programs.

As you know, when we calculate the budget, we look at total
receipts and total expenditures. That includes trust fund receipts
and outlays.

I am just suggesting, whether or not it is intended, as the matter
of fact, the budget surplus would be much greater, if the economy
performs much better, than you suggested it will perform in sug-
gesting what solutions we enact to solve the trust fund.

Mr. ScuwrikeR. Of course, the budget will be whatever Congress
makes it, Senator. In other words, Congress can play games, too.

Senator Baucus. I am assuming everything else being equal.

Mr. ScHWEIKER. Well, the fact is that the trust funds stand on
their own—fiscally, legally, and any other way.

To imply that we somehow use money to pay somebody else’s
bills is just totally false, just totally false.

‘Senator Baucus. Mr. Secretary, that is exactly my point, the
words out of my mouth. We are not implging that: I am not
%)r;;})lying that trust fund money is going to be used to pay other

ills.

I am just trying to establish, and I think you agree with me, but
you are not willing to answer the question fairly and honestly, I
am trying to establish that as a factual matter, once again, if we
enact the proposals that you suggest we enact to solve the trust
fund problem, but also if the economy is performing much better in
1984, that is, according to the administration’s economic data, that
the net result will be, everything else being equal; that we will be
reducing social security benefits to show a greater than necessary
surplus in 1984? -

Mr. ScHWEIKER. Well, the purpose won't be to show anything.
That is where I disagree with you.

Senator Baucus. Whether it will show it or not, that will be the
net result.

Mr. SCHWEIKER. It is not for show.

Senator Baucus. That will be the next result.

Mr. ScHWEIKER.Well, that will be a result that you would inter-
pret, but I would not interpret it that way.

Senator Baucus. How would you interpret it?

Mr. ScHWEIKER. I would interpret it as a way of stopping the
hemorrhage in the fund that is going on at the rate of $12,300
every minute. I would interpret it as a way of saying that after we
have been losing money in those two funds every year since 1974,
this is a way of stopping the loss of money every year.
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That is the way I would interpret it. It is unfair to interpret it
the other way. That is our purpose. That is our motivation. That is
why we are here today. That is why we are taking all the political
heat that we are to restore integrity in the fund and give people
assurance they are going to get their checks.

Senator BAucus. My time is up, Mr. Secretary, but that is all
right. '

Senator ARMSTRONG. I thought Senator Bradley had yielded his
time to you. ,

Iguessnot. ~ -

Senator Bradley.

Senator BRADLEY. Thank you, Mr. Chairman.

Mr. Secretary, I think what Senator Baucus pointed out is that
the administration has two sets of books here.

Mr. SCHWEIKER. No, it was Lyndon Johnson——

Senator BRADLEY. Please, Mr. Secretary.

Mr. ScHwWEIKER. No, no, Lyndon Johnson set it up, Senator Brad-
ley. I was here when he did it. He did it for some other reasons.
But he set it up. Let’s put it where it belongs. -

Senator BRADLEY. What is the question I was going to ask you
that you are now responding to? [Laughter.]

Mr. ScHWEIKER. The two sets of books.

Senator BRADLEY. What does that mean? What was the question
1 was going to ask?

‘Mr. ScHWEIKER. That we had two sets of books here.

Senator BRADLEY. No, we have two sets of books in which there
are two different sets of economic assumptions.

One of the sets is the budget of this administration upon which
all the spending cuts are based, and upon which this ridiculous tax
plan is based. That set says there will be unemployment of 6.6
percent.

That is what the first budget resolution says.

Then we have the pessimistic assumptions for the social security
trust fund which is the second set of books involving completely
different economic assumptions. That set says that unemployment
will be 9.7 percent in 1983, not 6.6 percent.

So, this is your classic case where you can’t have it both ways.
The American people are not going to be fooled by such differences.

Let’s assume that you are acting responsibly, which I would
assume you are. Let’s assume that you want to protect social
security recipients. So you plan with the pessimistic assumption of
9.7 percent unemployment in 1983. That is what these cuts are
based upon, 9.7 percent unemployment.

If the rate of unemployment was 9.7 percent, how much greater
would the deficit be given the first budget resolution? After all, if
your conservatism here is based upon a possible reality, you want
to cover yourself. You are the head of HHS. You are looking at the
trust fund and you want to protect the trust fund. I give you credit
for that.

So, you say, “I must protect against all eventualities, and among
all the possible eventualities is an unemployment rate of 9.7 per-
cent.”
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My question to you is: If you are prudent, which I think you are,
and indeed the unemployment rate is 9.7 percent in 1983, how
much greater will the Federal deficit be?

The question then succinctly is: For every 1 percent increase in
the Federal rate of unemployment, how much loss is that in budg-
etary terms?

Mr. SCHWEIKER. Basically, Senator Bradley, our assumptions, the
worst-case assumptions are still better than what has happened to
this economy during the past 5 years.

Senator BRADLEY. That is not the answer to my question.

In the Budget Committee, and the chairman will probably cor-
rect me if I am wrong, every 1 percent increase in unemployment
is worth about $29 billion in lost tax revenues and increased unem-
ployment payments.

&',nif your budget says you have a 6.6 percent rate, and your
pessimistic assumption says you have a 9.7 percent rate, you have
a slight difference of 3 percentage points in unemployment. If 9.7
percent is closer to the truth, this will have a major effect on the
set of books which is the budget in the first budget resolution.

Mr. Scuweiker. What I am trying to say, Senator Bradley, is
that we use a different standard than the Budget Committee uses,
because we look at the growth in real wages. How much do wages
grow ahead of the cost of living? That is what affects us. That is
what we budget on.

We use an assumption of a negative six-tenths ~f a percent when
actually we had a minus 1.1 percent for the 5 years we have been
through. .

So, what I have been trying to say is that even our worst case is
50 percent better off in terms of the change in real wages than
what we just went through.

Senator BRADLEY. Here is a sheet, prepared by my staff, compar-
ing the first budget resolution assumptions with those underlying
the pessimistic scenario. It says, “First Resolution, unemployment
rate, 1983, 6.6 percent. Pessimistic unemployment rate, 9.7 per-
cent.” Now that is a 3 percentage point difference. For every 1
percent increase in the unemployment rate you are going to have
close to a $29 billion impact on the budget. Thus, if your pessimis-
tic assumptions are correct upon which you are basing your cuts in
benefits to social security recipients, you will have close to a $100
billion deficit to deal with.

Senator ARMSTRONG. Thank you, Senator Bradley.

Senator Byrd.

Senator Byrp. Thank you, Mr. Chairman.

We are dealing, as I see it, with a program which is more
important to more people than any other Government program.

r. Secretary, I have had a chance just to read your testimony
today. As I look it over, you are saying in effect, are you not, that
there is no good solution to the situation in which we find our-
selves with regard to the social security program.

That there are certain basic, certain fundamentals that you and
the administration adhere to; namely, one, that you want to pre-
serve the integrity of the social security system; two, that you want
to hold down the tax burden on current workers who finance the
social security; and three, that you want to revise various benefit
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features of the system. I guess that is fundamentally wheére you
make your suggestions—in the field of various miscellaneous fea-
tures and abuses of the system.

Fourth, finance the primary ongoing benefit provision solely
from visible payroll taxes and not from general revenues. I think
that is a very important point.

If we start financing the social security program from the gener-
al fund which itself is in deficit, I think that jeopardizes the entire
future of the social security program.

I gg.ther that is what you are saying on page 10 of your state-
ment?

Mr. SCHWEIKER. It certainly is, Senator Byrd. In 1972 we went
through this exercise and in 1977 we went through this exercise
again. In both cases we made the same big mistake. The mistake
was that our economic assumptions were too optimistic. We have
done it twice in a row. That is why we are in this mess. So, when
Senator Bradley asked me why do we have worst-case assumptions,
the answer is obvious. We just made two crash dives because we
were s0 wrong in the past.

If we have learned anything, we surely have learned that.

Yes, it is a worst case, but, oddly enough, it is still better than
what we have experienced in the last 3 or 4 years. That is the Point
that doesn’t seem to be getting-across. So, our worst case isn’t all
that far out of line given past history, and we would be derelict in
our duty if we didn’t make a worst case assumption. Traditionally,
the trustees have always made pessimistic assumptions. We
thought we shouldn’t put on rose colored glasses.

So, we are trying to prevent the debacle of 1972, the debacle of
1977. We are trying to be honest and straightforward and also to
make sure the trust fund does get back into balance.

Senator ByrRp. You mentioned the year 1972 a number of times.
As you point out, that is when the real trouble began for the social
security program. Up to that point, I think the facts will show that
the program was doing quite well, and on a sound basis.

But, as we both recall, in 1972, about half of our colleagues in
the Senate were running for President, and that had quite an
effect on the social security program.

Senator DoLE. A lot of early retirees, too. [Laughter.]

Senator Byrp. As I see it, we have—we don’t have many options.
The general fund, I think, would be a very bad option, just for the
reasons you have outlined.

We could do nothing and hope for the best, but that is not much
of an option.

We can modify the benefits or modify the increase in benefits. I
ass&nlnle that is a part of your basic program from reading pages 10
and 11.

Am I interpreting that correctly?

Mr. ScHwEIKER. That’s correct, Senator Byrd.

Senator Byrp. Then, another option would be to increase the
social security tax which you rule out.

Mr. ScHwWEIKER. We do. I think the chart that Senator Arm-
strong worked up to show that social security taxes have increased
something like 2,000 percent since 1940 is a good illustration.

83-828 O—81—¢
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Senator BYrRD. So what we are really getting down to, as I inter-
pret your statement, is tightening up on what you might call
abuses of the program, and, second, to eliminate what you might
call features of the program which are not basic.

Mr. ScHwEIKER. That is correct, Senator Byrd. We also tried to
bring some realistic, pessimistic assumptions into the situation.
Since the trustees and the Congress have erred twice in a row on
being too optimistic, we felt dutybound to bring in a pessimistic set
that at least recognized our past mistakes.

Senator Byrp. Thank you. My time has expired.

Thank you.

Mr. ScHWEIKER. Thank you, Mr. Byrd.

Senator ARMSTRONG. Mr. Secretary, if we have you out of here in
9 or 10 minutes, is that sufficient to meet your schedule?

Mr. SCHWEIKER. Yes.

Senator ArRMSTRONG. I have several questions I would like to
address to you. I also see that Senator Danforth has arrived.

Let me propound four or five and then some others if I may, in
writing, for the record.

First of all, one of the Senators has characterized the crisis in
social security financing as something we could address in the next
century.

Would you respond to that? Is this something we really have to
come to grips with now or could we really put it off?

Mr. Scawelkgr. Even Congressman Pickle and Congressman
Pepper, in their bills, say we need $100 to $150 billion in the next 5
years.

We concur with that. That is exactly what the solution is.

Senator ARMSTRONG. Well now, you have mentioned $150 billion
in the next 4 or 5 years. I am told, at least I have the impression,
thsﬂ; there is a potential deficit in the system of more than §1
trillion.

In fact, a number I hear used a lot, I think by the Commissioner
of Social Security, is $1.5 trillion. Now, where does that number
come from? How is that derived?

Mr. ScHWEIKER. That is the long-range figure. In other words, I
lg)gl\lrp you the short-range estimate. The short range is $100 to $150

illion. :

The 75-year projection is about $1% trillion using intermediate
assumptions.

Senator ARMSTRONG. Now, when we talk about $1.5 trillion, are
we talking about inflated dollars a century from now or are we
talking about current dollars?

Mr. ScHWEIKER. Current dollars.

Senator ARMSTRONG. In other words, a trillion and a half 1981
dollars and it might be, depending upon your inflation assumption,
much more than that in the future?
| Mr. ScHwEIKER. Right. There is a horrendous long-range prob-
em.

Senator ARMSTRONG. Mr. Secretary, let me just ask you this
question, because one of the issues we are coming down to very
quickly in this committee is whether or not we think the problem
is real or whether or not it is just somebody’s pessimistic imagin-
ings.
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Suppose we do nothing? Suppose we just continue the benefits as
they are, leave the eligibility standards alone, and so on. Then out
in the future, we would cover the cost presumably by some in-
crease in the social security tax.

Have you or has the ial Security Administration prepared
any estimates of the tax rate that would be necessary to close that
$1.5 trillion deficit, if in fact it materializes?

Mr. ScHwEIKER. We will have to provide that for the record.

[The following was subsequently supplied for the record:]

Question. What increase in the Social Security tax rate would be necessary to
meet current law benefits payments over the next 75 years?

Answer. Social Security taxes would have to increase by 1.82 percent of taxable
ﬁ:yroll, or about .91 percent for employers and employees, each. e 1981 Trustees

port projects the cost rates—annual cost, or outgo, expressed as a percentage of
taxable payroll—over the next 75 years. Under the II-B intermediate assumptions,
the average cost of the OASDI program over the next 76 years is 14.07 percent of
taxable payroll, whereas the tax rate scheduled under current law averages 12.25
percent of taxable payroll. This difference of 1.82 percent represents the increase in
taxes that would be necessary in order to balance income and outgo in the OASDI
system over the next 75 years.) ’

Senator ARMSTRONG. I think that would be helpful. That is really
one of the central issues—what tax rate would be necessary to
support the projected benefits if your economic assumptions pan
out.

Now, you said this before, but I want to be sure that this is
absolutely clear. Five different projections have been made of the
possible condition of the trust funds in the next several years, from
optimistic to less optimistic to finally, somewhat pessimistic.

- You have said that under all five of these, even the most optimis-
tic, we are going to experience a shortfall some time next year, in
our ability to meet the payments in a timely manner.

Mr. ScHWEIKER. That's correct, under current law. ’

Senator ARMSTRONG. But the shortfall will occur even under the
most optimistic of the five projections?

Mr. ScHWEIKER. Correct.

Senator ARMSTRONG. You have said the most pessimistic of the
five projections is actually predicated on better economic perform-
ance than we have had in recent years?

Mr. ScHwEeIKER. That is an important point. I can’t emphasize
that enough. Regardless of how you break down its components it
assumes a better economy by almost 50 percent in terms of growth
in real wages than we have had for the last 4 years, so it can’t be
all that pessimistic.

Senator ARMSTRONG. Could I just relate then what would actual-
ly happen. We talk about the zone of insolvency and bankruptcy.

What would really happen if we get right down to it, say, in
November of next year, and we didn’t have enough money.

Would payments be reduced on a pro rata basis or would the
payments be sent out late? What would actually happen?

n other words, would people’s checks arrive a week or two late
or would they arrive a dollar or two short or some combination of
those two?

Mr. ScHwEIKER. We would have to go to late payments.

Senator ARMSTRONG. In other words, everyone would be paid in
full, but instead of getting their checks on time, they would get
them a few weeks or a few days late? :
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Mr. Scuweiker. Well, they wouldn’t be paid in full because we
would be delaying benefit checks weeks and then months. Eventu-
ally, unless some action is taken, there would be no benefit checks.

genator ARMSTRONG. Mr. Secretary, for the benefit of the record,
I do have a large number of questions which I would like to submit
in writing and ask that you respond to in writing because they
address questions which I think our colleagues will want to have
answers to. I won'’t take time for those now.

Mr. ScHwEIKER. Thank you.

Senator ARMSTRONG. I would now like to yield the balance of the
time available to the Senator from Missouri.

Senator DANFORTH. Mr. Chairman, thank you very much.

Mr. Secretary, let me apologize for being late. I have only two
questions, and they may be repetitious of what you said previously.

The first question is this, it is well known.that there is both a
short-term and a long-term social security problem. The short term
is the one that has been the most publicized in the last 24 hours in
the press of what is going to happen in 1982.

Is it the position of the administration that it would be irrespon-
sible for Congress to address the short-term problem alone?

" Is it your position that we should address the long-term problem
while we are addressing the short-term problem?

Mr. ScHwEIKER. We believe that both should be addressed simul-
taneously, because the reason we have gotten into trouble in the
past is that we didn't look far enough ahead, and we know we have
a monumental, gigantic explosion of senior citizens coming. We
owe it to them to do that. -

Senator DANFORTH. So, we should be looking down the road
anogher 50 years and not just what happens in the next year or
two?

Mr. Scuweiker. That is right. That is the basis for our proposal
and we hope that any proposal the Congress makes would do that,
too. R
Senator DANFORTH. Second, the administration opposes using
general revenue to finance social security. Some have distinguished
between that general proposition and using general revenue to
finance either medicare or the so-called welfare component of old
age and survivor’s insurance.

Would the administration favor using similar revenue for either
of those two purposes?

Mr. ScHweIKER. No, we are opposed to both for a couple of
reasons.

First, I think we are mortgaging the future of the young people
today by borrowing against them. We are beginning to pay benefits
not out of pay-as-you-go, but based on what the young people will
be taxed in the future. You didn't see it, but I will just point out
again.

[Chart exhibited.]

Mr. ScHwWEIKER. We have a chart here, Senator, that shows that
beginning with the year 1974, the old age survivor’s fund and the
disability fund have been actually running in the red each year,
1975, 1976, 1977, 1978, 1979, and 1980, to the tune of $19.4 billion.
At this very moment, even throw in the hospital fund which is

\
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making a profit, we are losing $12,300 every minute. So the point
is, we do have a serious problem. We can't duck it or hide it.

Senator DanForTH. But the hospital insurance could be financed
out of general revenue, but the administration would oppose that;
is that correct?

Mr. ScuwEeIkER. We do. We have some real problems with that. I
said a moment ago, before you came, that we really have serious
problems with that because in the next decade hospital insurance
18 going to be running in the red as well. It has grown phenomenal-
ly from something like $5 billion in 1970 to $25 billion today.

Senator DaNForTH. If general revenue would be used for either
hospital insurance or for the welfare component of Old Age and
Survivor’s Insurance, that would simply be a back door way of
using general revenue to support social security wouldn't it?

Mr. ScHWEIKER. It would be a copout and actually saddle the
g;lé'den of social security on the young workers even more than

ay.

Ser}?abor DANFORTH. The administration would oppose such a pro-
gram? ,

Mr. ScHWEIKER. We would oppose it.

Senator DANFORTH. Thank you.

Senator ARMSTRONG. Mr. Secretary, we are indebted to you for
your testimony. There may be others who want to submit questions
in writing, as I will. We will be grateful for your prompt response
so that we will have a complete record.

Unless we have something else, the committee will now stand in
recess.

Senator DoLE. Mr. Chairman.

Senator ARMSTRONG. Senator Dole.

Senator DoLE. Could I just ask for the record, that in the event
that there are additional question to come up during the course of
the week, you would be available for additional questions from us?

Mr. SCHWEIKER. Sure.

[The prepared statement of Mr. Schweiker follows:]
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Mr. Chairman and members of the Subcommittee, I appreciate the
opportunity to appear before you today to discuss8 the financial

condition of the Socilal Security program.

As the members of this Subcommittee know all too well, Social
Security faces both a short-range r}nancing crisis and a long-
range actuarial deficit. No matter whoaa economic forecasts or
assumptions you use, the basic Social Security program is going
to be unable to meet its commitments to millions of Americans
unless some legislative action is taken, and taken soon. The
time for bland reassurances and for further studies or stop-gap
measures is over--by late 1982 there Just won't be enough honey
in the OASI Trust Fund to pay benefits to ;etirees, to widows,

and to orphan children and their mothers.

The American people have been told repeatedly over the last
.'several -years by some individuals that Social Security will not
. g0 bankrupt. And the Congress has repeatedly taken action to
shore up the system's financing with large tax increases and
measureaAto help control the growth of benefits. But here we
are again faced with the threat of bankruptecy and & continuing
eﬂreat of insolvency in the long run,-which seriously .

undermines public confidence in Social Security.
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Current Projections and Status of Trust Funds _ -

The attached table, which I Qould like to submit for the record,
shows the estimated operations of the Old-Age and Survivors
Insurance (OASI), Disability Insurance (DI) and Hospital
Insurance (HI) Trust Funds, under "worst case"™ economic
assumptions. In'developing Social Security rinanéing pro-
posals, we bel’zre that the most prudent course is to use

such asswsptions so as to provide an adequate margin of safeﬁy
just in case unfavorable economic circumstances should arise.
These projections show the status of the trust funds if present

law 18 not changed.

Under these very pessihistic assumptions, the OASI Trust Fund
will have insufficient funds to pay monthly benefits, by

the latter part of next year. Under these assumptions even

i1f, as we have proposed, the OASI Trust FPund could borrow

from the DI or HI Trust Punds to meet the deficits, the combined
funds would be exhausted in late 1983. So you can see that
while interfund borrowing may be a valuable and necessary
interim device, by 1itself the problem is only postponed by

about a year. As things stand, without changes, the deficit

of the Social Security program would, under the pessimistic

economic assumptions, be $111 billion during the next 5 years.
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Under the Administration's economic asaumptlong, the exhaustion
of the OASI Trust Fund will still occur in 1982 if no change in
the present law occurs, although deferred for a few months. In
fact, under almost any reasonable economic assumptions, the OASI
Trust Fund will be at an insufficient level to pay monthly
.benefits in the latter part of 1982, or at most in early 1983.

I am pleased to be able to tell you that the Trustees of the
OASI, DI, and HI Trust Punds met on July 2 and concurred in
the respective Trustees Reports for 1981. The reports were
transmitted to the Congress yesterday. I must tell you,
however, that the OASDI Trustees Report that you received does
not differ greatly from the 1980 report with respect to either
the short-range or long-range actuarial status of the 0OASDI

. system. - -Under all sets of assumptions, the 1981 OASDI Trustees
Report shows that, under present law, the assets of the OASI
Trust Fund will become insufficient to pay benefits timely in
the latter part of 1982. You will notice a departure from past
practice this year in that we show two sets of intermediate

. -economic assumptions, reflecting the estimated progress of the
funds under relatively more favorable and relatively less
favorable experience in economic growth. Under the two sets of
intermediate assumptions, the combined OASI and DI Trust Funds
show an average deficlt over the 75-year valuation period of
0.93 and 1.82 percent of taxable payroll. Under even more
pessimistic assumptions, the average deficit in the 6ASDI

system is estimated at 6.25 percent of taxable payroll.
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In examining the causes of the current crisis, a review of recent
experience 1s instructive. The assets of the combined OASI and DI
Trust Punds have fallen continually since 1974. The fund ratio--
the assets on hand at the beginning of the year expressed as a
percentage of the outgo during the year--fell from 103 percent
for 19707to 66 percent for 1975 and then to only 25 percent for
1980 and 18 percent. for 1981. The draw-down of the assets of the
Trust Funds has masked the fact that outlays have exceeded

revenues each year after 1974,

Only 4 years ago, there was the largest peace-time tax increase
in history, which was supposed to have placed the Social Security
system on & sound financial basis for at least the next 40 years.
The grim recital of these figures illustrates the enormous damage
that can be done to the balances in a very short period by
unanticipated downturns in the performance of the economy. Even
while we work to restore growth, we must prepare in advance for
unexpected shocks. There will be no time to react in the future,

because there 1s now no margin for slippage in the trust funds.

The element in the cost estimates with the greatest effect 1s the
projJection of real growth in wages--i.e., the excess of the

increase in wages over the increase ;n the CPI. When wag=s do not
keep up with 1nf1acion,.increases in Social Security i1&x revenues

do not keep pace with the increase in expenditures arising from
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the automatic adjustment of benefits to prices. In 1977, the
Board of Trustees assumed that real wages would grow by an -
average of 2.5 percent per year in 1977 to 1980. The reality,

however, was that real wages actually declined by an average of

1.5 percent during that peried.

This example highlights past difficulties in relying on
predictions of economic performance, that by their very
nature are inexact and volatile, to provide a rationale

‘Fbv taking minimal action to ensure the financial integrity
of Social Security. 1In early 1981, some economic indicators
have been more positive than earlier predictions, but people
can read too much into these short run fluctuations. As -
for the economic predictions themseslves, common sense will
tell you that when they cover such a wide range and change

80 often, you would not want to bet your next paycﬁeck

on them, let alone the benefit checks of millions of American
people. The pru&ent course is to prepare for the worst,

while striving to adopt policies which produce the best.

By using assumptions that allow for real-world domestic and

" ‘international economic contingencies and the range of possible

economic performance, we are acting on the side of prudence.

As yéu know, Social Security is financed on a pay-as-you-go basis.

Current contributions are, on the whole, used to pay current

benefits, and the balances in the trust funds act as a contingency
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reserve. Any discussion about maintaining appropriate trust-fund
levels involves determining the amount of assets that is adequate
to provide a margin of safety against economic variations and
other contingencies, so that benefit commitments can be met

even if payroll tax revenues are temporarily reduced.

An important, accepted measure of adequacy of the trust funds
is the fund ratio--the ratio of the assets at thé beginning of
a year to the total outgo during the year. For the OASI and DI
Trust Punds, if income 1s exactly equal to expenditures each
month over the course of a year, the fund ratio must de at
least 9 percent to assure that there will be sufficient funds
to meet current benefit commitments. A considerably larger
ratio is required, however, to assure adequate funds in the
course of normal fluctuations in income and outgo, and to

provide a margin of safety if economic conditions worsen. -

. The 1979 Advisory Council on Social Security recommended that a.
ratio of at least 75 percent be present before the start of a
recession, in order to provide an adequate cushion and allow-
sufficient time to take remedial action. The National Commission
on Social Security recommended that a ratio of 100 percent be
developed over time. Naturally, we all wish that the trust funds
were now at these levels. As a matter of prudence, I personally
believe that a level of at least 50 percent is reasonable, and
that once the financial integrity of the system 1is restored,

a fund ratio of at least 50 percent should be maintained

as nearly as possible.
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Long-Range Considerations

While it is possible for analytical and discussion purposes
to separate the short-run and long-run financing of Soclal
Security, as a practical matter the two are inseparable. What
we do for the short run has impact, obviously, on ehg‘long run,

and so it 1s necessary to view them together.

Of course, there are different factors affecting the long-range
picture which do not affect the short run. The primary cause of
the long-range financing problem is the anticipated demographic
changes. Some 50 iears from now, the Nation wil} have a very
large ret;red population 5e1ng supported by a smallér relative
number of workers than at present. Intermediate projections
indicate that, by 2030, there will be 2.0 workers per Social
Security beneficlary, as compared with a ratio of 3.2 workers

per beneficiary today. Put another way, while the total
populétion 18 estimated to grow by about 40 percent over the next
50 years, the population aged 65 or older will increase by about-
150 percent. Growth in the very oldeast portion of the population
will be greater still--those over age 85 will triple. .o

This change in the age structure of the population will have a
growing effect on Social Security. Despite cash-flow problems
in near-future years, under the more optimistic intermediate

assumptions of the 1981 Trustees Report, the OASDI system will

have an excess of income over outgo averaging 1.27 percent of
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taxable payroll over the next 25 years. However, the picture
changes drastically when the post-World War II baby boom reaches
retirement age. A deficit of 0.67 percent of payroll is shown
for 2006-2030, while for 2031-55, it is 3.39 percent of payroll.
Under the less optimistic intermediate assumptions of the 1981
Trustees Report, these figures would be 0.43 percent, =1.47
present, and -4.41 percent, respectively. Under the pessimistic
assumptions, there is a deficit of 5.10 percent of payroll for
2006-30 and 13.03 percent for 2031-55. These deficits would
1ntenairy and continue beyond the end of the usual 75-year.

planning horizon, representing an ongoing concern. -

One point to bear in mind 1s that these are projections, not -
certainties. They represent the best estimates of capable
actuaries, based on the best information available. As I said
earlier, economic and actuarial forecasting -is an inexact
sclence. However, despite many uncertaintiea; there is no doubt
that a major demographic shift will occur ir the next four
decades. Therefore, it is important to act now to ensure the . -
integrity of the Social Security system for -the relatively large,
aged population which will be present in the 21st century.

Restoring the system's financial integrity will not be easy,
populapr, or painless. There are really only two basic solu-
tions avallable: restrain the growth of benefit outgo or increase

taxes.
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Increasing the Soclal Security tax rates to cover whatever the
current program requires would be doth unfair to current taz-
payers, who have to bear the tax burden, and & serious drag

on the economy. The apparent alternative of turning to general
revenues for additional financing is not really a viable or proper
option. The current congressional budget process makes it very
clear that there really are not any uncommitted general
revenues present to turn to for Social Security. Any general
revenues for this purpose would have to come from new

or increased taxes of other types. This would mean that
additional taxes would need to be paid by--and be a burden
on~--the same people who now pay Social Security taxes.

The remaining option of slowing the growth of the benefit

outgo under the program is the only real choice.

The Administration's initial budget proposals were a rirst step .
toward that goal. Subsequent to these proposals, the Adminis~
tration has developed further proposals to reform the pragram.
These proposals will overcome Social Security's serious funding
problems by eliminating excessive incentives to claim benefits
early, by removing penalties for continued work efforts, and by
lessening the emphasis on the social-adequacy or welfare aspects

of the system at the expense of its baslc purposes.

We are prepared to work with interested parties to improve our
set of proposals to deal with the fundamental problems.

However, we are committed to the following principles:
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l. Preserve the integrity of the Social Security system,
;he basic benefit structure that protects older

Americans.

2. Hold down the tax burdens on current workers, who

finance Social Security.

3. Eliminate the anomalous features and abuses in the

system.

4, Finance the permanent, ongoing benefit provisions
solely from visible payroll taxes--and not from
general revenues, which in reality involve other,

pidden taxes.

. Generally, our proposals would restore Social Security to program

and financial soundness by:

1. Relating disability benefits more closely to a worker's
recent work history and medical conditions. For example,
we propose a requirement of, in essence, 7 1/2 years of
covered work (rather than the present 5 years) in the

.. 10-year period preceding disability and the elimination
of vocational factors in determining disability.

- ° 2. Encouraging workers to stay on the job at least until
the traditional Social Security retirement age of 65.

For example, this would be done by reducing to &
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greater extent the benefit amounts for people who retire
early and by not paying benefits with respect to their
children.

Reducing the social-adequacy (or welfare-oriented)
elements that duplicate other programs. These have
been over-emphasized in recent years. For example,
we propose the same maximum family benefit for
families of retired and deceased workers as 1is

now provided for families of disabled workers.

~—

Lowering by about 3 percentage points the future-
replacement rate of a worker with average covered
earnings-~-that 1s, the initial benefit as compared -~

with recent preretirement earnings. This would be

~ done by moderating, for the next 6 years, thelindexins

of the initial benefit formula computation. This
would be done so as to-adJust for benefit over-
liberalizations-made in the early 1970s, which-
substantially exceeded the increases needed then

to keep pace with changes in prices.

Reducing the opportunity for "windfall" benefits--
that is relatively high benefits payable to persons
who spend most of their working lifetime 1in noncovered
employment, and only a short time in covered_

work. .

83-828 0—81—5
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These reforms would have very little effect on the 36 million
beneficiaries now on the rolls or on the several million persons
now aged 62 or over who are eligible for benefits but not

receiving them dbecause of employment or other reasons.

Conclusion

If these proposals and those that we proposed in April reflecting
the Administration's budget are enacted, the Social Security
system will be financially viable in the short range and well
into the-next century. This can be stated without qualifications
concerning the state of the economy in the short run. Under

the pessimistic economic assumptions, the comhined.Sooial-
Security trust funds will not decrease below 17 pepcént of
annual expenditures in the next few years. Quite naturally, the
program would be in more favorable financial condition in the
short run according to the estimates based on the economic -
assumptions which reflect the effect of the Administration's
‘Program for Economic Recovery. Under these more realistic
economic conditions, the low po;nt for the fund ratio would

be reached next year, at 22 percent.

It will be possible, even under pessimistic economic assumptions,
to have a somewhat smaller Social Security tax-rate increase in
1985 than that now scheduled. Then, in 1990, the Social Security
tax rates can be decreased below the current level. The present
tax rate for employers and employees of 6.65 percent each is

scheduled to go to 7.05 percent in 1985, and thia rate could be
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decreased to 6.95 percent. Similarly, the 1990 scheduled rate

of 7.65 percent could be 6.45 percent. If the economy improves at
a more rapid rate--as we anticipate that 1t will under the
President's Program for Economic Recovery--the tax rates could be

further reduced.

If strong actions are not now taken,'the Social Security system
faces financial insolvency. The economic aecuﬁity of the millions
of people who now receive Social Security benerits, and the many
more milliona who expect to receive them in ‘the’ coming decades, 1s
threatened. Under the Adminsitration's propoaals. these future
benefits will be paid, even under the peusimiatie economic assump=~

tions.

We recognize that there are other possible ways tO‘deal with the
- financial problems ot Social Security- We are worklng nith =
congressional leaders to develop nutual;y agreeable aolutions.go
the soéial Security rin;ﬂéin;-;;aais- Iash;hid emphasize thaif
although there may be room for debate over the specirie deta11;
of our proposala, we strongly bellieve chat any alterngtives must

meet the rundamental objectives mentloned earlier. - - - E



Estimated operations of the OASI, DI, and HI Trust Funds under present law,

based on pessimistic economic assumptions,

calendar years 1930-36

(Amounts in billions)
Income Outgo
Calendar
year OAsI DI OASDI _HI Total OASI DI OASDI _HI_ _Total
. 1980 $105.8  $13.%  $119.7  $26.1  $185.8 $107.7 - 515.9 $123.5 $25.6 $109.1
1981 122.7 7.0 1397 35.3  175.0 126.7  17.9 144.6 29.4 17%.0
1982 132.7 2.9 15%.7  40.3  19%.9 197.7  20.0 167.7 .6 202.2
1983 143.0 271 1702 4.7 218.8 17,5 228 193.9  80.5  234.%
1984 159.7 3.3 1910 50.3  241.8 196.8  20.8  221.2  47.9  269.1
1985 184.9 4.0 2259 59.2  285.1 222.6 27.8  250.0 56.2  306.2
1986 205.1 7.3 2523 70.6  322.9 29.0  30.1  279.1  65.8  344.5
Net Increase Funds at end Assets at beginning of year as a
in funds of year percentage of outgo during year
OASI _DI_ OASDI _Hi_ Total oOAst DI 0asDR ni Tota® ‘oast _pi_ oaso® Wi Tota/
1980 $-1.3  $-2.0 $-3.3 $0.3 $-3.3  $22.8 $3.6 $26.5 '$13.7 $40.2 2% 5% 5% 2% 29%
1981 .40  -.9 4.9 5.8 1.0 18.8 2.7 21.6 19.6 &l.2 135 20 13 07 2
1982 -15.0 3.9 -1l.1 3.8 -5.2 3.9 6.6 10.5 25.4 35.9 13 1 13 57 20
1983 -28.5 4.8 -23.8 4.2 -19.6 IaTRY *+ 29.6 16.3 2 0 5 6 15
198  -3%6.8 6.5 -30.2 2.9 -27.3 » 179 . 325 . » w6 ! e &
1985 -37.7  13.6 -26.1 3.1 -21.0 T . 353 . » 65 s 58
193  -43.9 17.2 -26.8 5.2 -21.3 + 3.3 * 403 » s 105 » % o

# Trust fund Is exhausted, and so benefits could not be paid.
a/ Assumes intericind borrowing Is In effect.
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Senator ARMSTRONG. We will stand in recess until 2 o'clock.
[Whereupon, at 11:15 a.m., the hearing recessed, to reconvene at
2 p.m,, the same day.]

AFTER RECESS

Senator ARMSTRONG. The committee will come to order.

This morning, we had some extraordinarily interesting testimon
by the Secretary of HHS. Those of you who were here will recall
that there was some disagreement agout how serious the projected
shortfall in the social security’s trust fund really is.

This afternoon we are particularly glad to welcome Dr. Peter A.
Morrison who is director of the Population Research Center of the
Rand Corp., who I hope and believe is going to address some of the
underlying demograpE‘iEc issues on which the projections are based.

Dr. Morrison, we are very glad to have you with us and appreci-
ate very much your giving us your insights about this problem.

STATEMENT OF DR. PETER A. MORRISON, DIRECTOR OF
POPULATION RESEARCH CENTER, RAND CORP.

Dr. MoRrisoN. I am a demographer with the Rand Corp.’s Popu-
lation Research Center.

My testimony describes demographic changes that will impinge
on tKe social security system's financing over the long term. First
is the rise in the fraction of elderly people in the population.
Second is the shift of wives into paid employment outside the
home. Third is the lengthening of lite expectancy. Fourth, changes
in the average age at retirement; and finally, some uncertainties
about future immigration. .

In addressing these toPics I have drawn on research and exper-
tise at the Rand Corp.’s Population Research Center, which I
direct. But the views and conclusions expressed here are my own,
not those of Rand or agencies that sponsor its research. -

My message can be summarized as follows.

First of all, the long-term demographic outlook is uncertain in
important respects. Demographic surprises have occurred in the
past; we should look forward to such surprises in the future and be
prepared for them.

Second, as long as social security payments are financed by
intergenerational transfers rather than by the contributions of the
recipients themselves, the system will be vulnerable to demograph-
ic shifts that legislation cannot fully anticipate. -

Third, the element of demographic surprise can be reduced by
continually reappraising the assumptions that underlie projections
of the numbers of donors and recipients.

But early warnings are useful only if linked to a procedure for
acting on them, and therefore, I have two recommendations.

The first is to set up procedures for monitoring demographic
trends more closely, especially to detect early warnings of signifi-
cant departures from past trends. :

Second is to institutionalize a more thorough and ongoing reap-
praisal of the demographic assumptions underlying long-range pro-
Jections of social security’s financing.

Both steps could be accomplished through interaction with de-
mographers who have the appropriate specialized expertise.
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Now, in the body of my .prepared testimony distributed to you, I
have focused on five aspects of demographic change that bear
centrally on the social security system'’s long-term financing. I will
simply highlight several of these.

First, of course, the rising elderly fraction of the population from
now into the next century. The overall impacts of this so-called
graying of the population will be, first, an eventual near doubling
of the dependency ratio, that is, the ratio of prospective retirees to
prospective wage earners; and second, a rising fraction of older
persons over the age of 72—hence exempt from today’s social secu-
rity earnings test.

Now, the fertility trend in the ei%hties and nineties is of particu-
lar importance here, because it will govern changes in the number
of working-age persons early in the next century, and it may
indirectly affect the number of wives paying into social security as
wage earners during the remainder of this century.

Most demographers are hesitant to predict R;e fertility rate's
future course, however, not only because uncertainties cloud the
outlook, but also because there are genuinely conflicting scholarly
views on what determines the long-term trend in fertility in this
country.

The message again is that we have been surprised before and we
anticipate future surprises. But by monitoring ongoing fertility
trends more closely, it is possible to reduce the element of surpise.
After all, babies horn in 1981 will not join the workforce for an-
other two decades.

The second trend that I have discussed in my prepared testimony
is the shift of wives into paid employment. As you know, in the
traditional American family—the one that the originators of social
security envisioned when tiey first started the program—the hus-
band was the sole income earner. The wife’s eligibility for social
security benefits derived from her status as a dependent, not a
wage earner.

For the majority of today's couples, however, all that is
changed—the wife earns income outside the home. As of 1980, the
labor force participation rate of married women exceeded 50 per-
cent.

So, the tﬁpical couple today is one in which the wife works
outside the home and earns income.

This is a trend of profound significance and one with consider-
able built-in demographic momentum. One impetus behind this
trend is the change in how wives are ordering their careers as
mothers and income earners. They are going to work earlier in life
and continuing to work after children arrive. .
- Another i§ the sharp rise in the age-specific labor force participa-
tion rates for each succeeding generation of wives. Unfortunately,
time does not allow me to elaborate on these points, but I do want
to call your attention to a newly issued Rand study, prepared at
our Population Research Center, by my colleague, Linda J. Waite.
It is entitled, “U. S. Women at Work.” I am furnishing a copy and
ask it be entered in the written record to make it available to the
subcommittee.
t,ee[Ttble niaaberial referred to was made a part of the official commit-

iles.
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Taken together I believe these developments in the rapidly in-
creasing labor-force participation of wives foreshadow higher labor-
force participation rates in the future, perhaps well above current
Federal projections. Earlier generations of nonworking women are
being replaced by more recent generations who, early in their adult
}ife, have developed the foundations of lifelong careers in the work
orce.

This shift of wives into the work force carries two important
implications for social security.

First, we are going to have more wage earners paying into the
system. That means more dollars being generated by wives earning
income—the only question is how many dollars?

Second, in future years, many more women reaching retirement
age will have worked long enough to qualify for benefits based on
their payroll contributions, not as dependents.

Of course, that will restructure social security in terms of how
much is being paid out at that time.

How extensive will the shift of wives into the work force be?
Once again, we are vulnerable to surprise. Previous projections
have persistently underestimated actual levels. Bureau of Labor
Statistics projections issued in the seventies with a time horizon of
10 years were realized in a matter of only several years.

We are in a position to reduce the element of surprise. Demogra-
phers are in a better position today than ever before to monitor the
trend, to analyze its structure, and hopefully to foresee its future
course.

I am going to skip the lengthening of life expectancy and early
retirement in order to turn to the fifth important topic on which I
want to focus your attention—uncertainties about the future
course of immigration. Here I have questions, not answers.

The United States, of course, will continue to feel the effect of
the changes in immigration policy wrought by the 1965 reforms
and the pressures to accept a rising flood of worldwide refugees.

The magnitude of legal immigration, of course, is dwarfed by
that of illegal or undocumented immigration; which we can scarce-
ly measure let alone forecast.

However, the future level of immigration—both legal and il-
legal—is not the most important aspect. No less important is the
composition of this immigration—the age, skill level, national ori-
gins, and so forth.

These uncertainties pose, important unanswered questions, such
as:

How much are the future immigrants likely to earn?

How many immigrants will be around to collect Social Security
benefits when they retire?

How many of those retirement dollars will end up being spent in
other countries?

Finally, what will happen when those undocumented immigrants’
whose contributions are presently being credited to counterfeit or
duplicate social security numbers retire and demand their benefits?

I don’t have the answers to these questions, but I hope someone
is looking into them, because I think they have important {uture
implications.

Let me now state my conclusions and recommendations.
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Our understanding of these demographic trends has been ad-
vanced considerably in recent years, thanks in large part to the
National Institute of Child Health and Human Development's
Center for Population Research, and its sustained program of scien-
tific research. That understanding strengthens the basis on which
demographic trends can be monitored and foreseen.

Moreover, current population trends are delineated with greater
precision and in greater detail than ever before. We have at our
disposal a wide array of technical indicators that can signal demo-
graphic “early warnings”.

Certain aspects of the long-term demographic outlook neverthe-
less are shrouded in uncertainty and are likely to remain that way
for some considerable time. Demographic surprises have occurred
in the past. Recent examples include the “surprisingly” steep de-
cline in the fertility rate and the “surprisingly” rapid shift of wives
into the work force. .

As long as social security payments are financed on a “pay-as-
you-go” basis, the system will remain sensitive to these unforesee-
able shifts that cannot be anticipated once and for all in legisla-
tion. The element of demographic surprise can be reduced through
more effective use of existing capabilities to monitor these areas of
demographic uncertainty. -

My recommendations, again, are as follows: First, to set up pro-
cedures for monitoring demographic trends more closely, especially
to detect what I call “early warnings” of significant departures
from the past trends.

Second, I recommend institutionalizing a more frequent and
thorough reappraisal of the demographic assumptions on which
social security financing is based.

Both steps can be accomplished through interaction with demog-
raphers having the appropriate specialized expertise. Such outside
expertise is available through the demographic profession. Brief-
ings and information fact sheets, like the one distributed to you,
are available on request.

Thank you.

Senator ArRMSTRONG. Thank you, Dr. Morrison.

You posed a number of very thought-provoking questions. I will
make the same confession that you did, that I don’t know the
answers either.

But we are in a position in this committee and in the Senate
where we are going to have to make some decisions. We are going
to have to have some assumptions in mind.

So, I want to come back to a couple of questions that you raised.

You pointed out, correctly no doubt, that we could be fooled. We
could have a demographic surprise. Have you had a chance to look
at the demographic assumptions which were Tsed by the trustees
in preparing their 1981 report?

Dr. MorrisoN. Yes; I had an opportunity to scan it very briefly.
If you are referring to the demographic assumptions concerning

" fertility, the pessimistic assumption as I recall, is a total fertility

rate of 1.7 children per woman.
The optimistic assumption, I believe, is 2.4 and the middle-range
assumption is 2.1, Are those the assumptions you are referring to? '
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Senator ARMSTRONG. Yes. My question is this. As an expert in
this field, is this a reasonable range? In your opinion, if we adopt
this range as a guideline, are we recognizing all the uncertainties
of fertility and work force participation and so on?

Are the demographic assumptions that have been presented here
reasonable in your opinion?

Dr. MorrisoN. I regard them as overly narrow. I believe that the
downside assumption, 1.7, does not fully capture the possibilities
for fertility to go lower.

I would regard the upper and lower boundaries of these assump-
_ tions as quite plausible in terms of our experience and what we

‘know about fertility.

If you want a “worst-case” assumption, that is to say fertility
sinking lower than we think it will but still including the outer
limits of plausibility, I think 1.7 is not low enough.

Senator ARMSTRONG. Why?

Dr. MorrisoN. One reason it is not low enough is that women’s
wage rates may increese sharply in the future, encouraging many
women to remain childless.

There is, at present, a convergence on the two-child family, but
there could emerge in our society 20 or 30 years from now—and I
am stating this simply as a possibility—a substantial fraction of
women who choose not to bear children at all. That could bring the
fertility rate down to 1.6 or 1.5. -

Senator ARMSTRONG. Is 1.5 the lower limit of what you would
regard as plausible?

Dr. MorrisoN. I would feel more——

Senator ARMSTRONG. That is absolutely the lowest that you can
see under any foreseeable circumstances?

Dr. MorrisoNn. I would regard 1.5 as a better choice of the lowest
plausible limit, if one is referring to many decades into the future.

Senator ARMSTRONG. 1 am not quite clear. Were you saying that
2.4 is a reasonable upper limit, but you would increase-it?

Dr. MorrisoN. I would feel more comfortable with a slightly -
higher upper limit, perhaps 2.6, but I am more concerned about the
possibilities for fertility going lower than for it going higher. There
arelr"?oi-eG piasusible scenarios whereby fertility might drop to as low
as 1.7, 1.6, -5,

Senator ARMSTRONG. I think that is very helpful. I don’t want to
put words in your mouth, but let me see if I understand your
testimony.

You are saying that the range of 1.7 to 2.4 is reasonable, but that
you would personally be more confident of the final outcome falling
within the range, if the range were adjusted?

Dr. MorrisoN. Especially on the downside.

Senator ARMSTRONG. Let me ask this. How did the assumptions
that have been made in this year’s trustees’ report compare with
prior years?

Dr. MorrisoN. The prior years’ assumptions?

Senator ARMSTRONG. Yes. -

Dr. MorrisoNn. I am afraid I can’t answer that question. I don't
know what they were. If you can tell me what they were, I can
react. -
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Senator ARMSTRONG. I think it would be helpful. Perhaps we
could confer on that by mail or in some way to get your further
thinking on it.

Doctor, I have one other question before I yield to my colleagues.
On page 9 of your testimony, you cite the life expectancy of men
and women at different times through history.

I note that the total life expectancy, that is, the combined expec-
tancy for men and women in the year 1300, was 47.3 years. In 1950,
68.2. In 1978, 73.3.

It is my understanding, and I have been meaning to verify this,
that the notion of retiring at age 65 was first popularized by
Bismarck sometime before 1900.

Do you happen to have any idea what the life expectancy was,
say, 100 years ago, in Germany? :

Dr. MorrisoN. I believe it was less than 65 years. So Bismark
could anticipate that many people would not reach retirement age.

Senator ARMSTRONG. Well, could I jump to the conclusion that it
was less than 47 years? -

- Dr. MorrisoN. I am not sure.

Senator ARMSTRONG. Well, am I misinterpreting what I am read-
ing here. Isn’t that what this chart portrays that in 1900 the life
expectancy was 47 years?

Dr. Morrison. Yes.

Senator ARMSTRONG. Are you saying it may have been higher
than that in Germany?

Dr. MorrisoN. It could have been.

Senator ARMSTRONG. But something close to that?

Dr. MorrisoN. Something in that general vicinity, plus or minus
a few years.

Senator ARMSTRONG. Are records of that kind of a thing availa-
ble? Is that something we could look up?

Dr. MorrisoN. Yes; records of that are available. Unfortunately,
I don’t know what they are, but they are readily accessible.

Senator ArRMsTRONG. We will pursue that.

Thank you very much.

Senator Durenberger.

Senator DURENBERGER. Thank you, Mr. Chairman.

One question on your presumption relative to fertility. Your
concern about the low side of the fertility ratio had to do with
economics, as I recall.

I think you said that if we could ever get the 59 percent up to
something close to 100 percent in terms of the equality of pay
between men and women, this might encourage more women to
remain childless; is that correct?

Dr. MorrisoN. It might encourage them to remain childless, or it
might encourage many to have only one child rather than two.
Essentially, higher wage rates would create a situation in which
women would have much more remunerative things to do with
their time than bear children.

Senator DURENBERGER. What if, in addition to doing that we
eliminated all the economic inequality that exists which has noth-
ing to do with level of compensation. If we eliminate the inequality
in determining when and at what age pensions begin to accrue.
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I could go down a long laundry list of discrimination that exists
in private pension plans and private employment and in Govern-
ment policy.

But, it would seem to me, it keeps the woman, once she has
entered the work force, in the work force, rather than giving her’
an incentive to remain out and have two children knowing she is
in effect protected in her role as mother.

How might that impact if we adopted those policies on the low
side projections?

Dr. MorrisoN. The honest answer is we don’t know what kind of
effect that would have or to what extent it would lower fertility.

I would call your attention to what we do understand, which is
as women’s involvement with the work force and their rate of
compensation converge toward that of men, fertility is likely to go
down and stay down.

Now, if one starts to change other kinds of econoimic incentives
that might encourage or discourage continuation in the work force
or exit from it, that could affect fertility as well.

Indeed, I think most demographers would agree that we are
likely to see much more short-term fluctuation of fertility rates on
a year-by-year basis, because of changing economic circumstances.

So, when one talks about a total fertility rate of 1.7 versus 2.1 or
2.4, we are going to see that rate bounce that are going to be
bouncing up and down within those limits in the future. That is my
expectation.

The long-term trend, however, is one that I think could go lower
than many people anticipate today, in my opinion. -

Senator DURENBERGER. Thank you.

Senator ARMSTRONG. Senator Moynihan.

Senator MoyNIHAN. Thank you, Mr. Chairman.

Dr. Morrison, we are all much in your debt for bringing the
basics to our discourse, which was perhaps not as reflective this
morning.

I would like to ask some of the possible implications for what we
call the middle term which begins in 1985 and seems to go to about
2010 in our thinking.

I can remember” when the labor force participation rate was
referred to as one of the great ratios in economics. It was a con-
stant that 59 or 60 percent of the population was in the work force,
whether in business, child labor, on a farm, and then suddenly it
rose in the 1960’s.

We are now about 63.8 percent as I remember. To the degree ~
that labor force participation rises or stays high, you could expect
to have more social security payments, contributions in the course
of this next 40-year range. -

Wouldn’t you agree with that?

- Dr. MorrisoN. That’s correct.

Senator MOYNIHAN. So we ought to get a very clear idea from
the administration of what rates it does project and see if it just
picks one and runs it out or if it makes it curvilinear in some
respect. I think we could—we should ask the administration’s
views on this, Mr. Chairman.

Demographers are just about the only people in the country who
can tell you anything. They can tell you how many people will be
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17 years old 16 years from now, with a pretty good degree of

acc1]xracy. What can anybody else tell you in this country? [Laugh-

ter. -

The only thing I would like to ask you is, If immigration should
rise, or perhaps even continue its present trend, which is with -
some episodic events rising, we should also expect more contribu-
tions to be made to the system. ]

~ Dr. MorrisoN. That’s correct.

Senator MoyNIHAN. That immigration will rise whether we wish
it or not seems to be the case.

So in that sense there is a probability in the next 40 years would
see higher rates of payment into these funds than the past 40
years; wouldn’t you think that?

Dr. MorrisoN. That’s correct. Some people point out that immi-
gration over the next several decades may provide an infusion of
dollars into the social security system that will help out.

But, of course, these immigrants eventually will retire. The cru-
cial questions are: Will they retire in this country? Will they claim
their benefits? And what kind of a bargain is it to have money paid
in now in exchange for obligations incurred by the social security
to cover the immigrant’s retirement later on.

Somebody should work out the calculations to see whether there
is a net advantage or disadvantage.

I would like to underscore the point you made about the assum
tions, because you have pinpointed a critical part of this whole
process—this twilight zone of actuarial assumptions which very few
people myself included, are qualified to judge. '

This is an area where one needs specialized expertise. The as-
sumptions being adopted have to be subjected to the review of
outside experts who bring specialized expertise and are qualified to
judge the reasonableness and plausibility of the range of uncertain-

ty.

Senator MoyYNIHAN. I know there are many of us who are con-
cerned about this intergenerational conflict that seems to be loom-
ing-in the next century. We look to the year 2040 here, when
something like 18 percent of the population will be 65 and over.

Well, Switzerland has an 18-percent ratio today.

Great Britain has 16 percent.

The Federal Republic of Germany has 14.

There doesn’t seem to be intergenerational conflict in those soci-
eties. They don’t seem to have this problem.

Dr. MorrisoN. No, they don’t and there is no necessary reason
for such conflict in this country.

Senator MoyNinaAN. That’s right.

Dr. MorrisoN. I think it is the transition to an older population
that will be difficult. The more time we have to make that transi-
tion, the easier it will be.

Senator MoyNiHAN. Well, would you think a half century is

. about as much time as we usually set aside for these large issues?

Dr. MorrisoN. That would be ample time if we had an economy
that was performing well.

Senator MoyNIHAN. You are a hell of a witness, I will tell you.
[Laughter.]

Dr. MorrisoN. Thank you.
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Senator MoyNIHAN. Thank you very much, Dr. Morrison. Your
testimony has been very important.

Mr. Chairman, could I suggest that we need to hear from the
actuaries of the system. Bring them in and have them talk about
their assumptions and the points Dr. Morrison raised and see what
their judgments are.

It has to be a judgment. I am sure they are very good. But we
ought to look at them and see.

nator ARMSTRONG. Senator Byrd?

Senator Byrp. I haven’t had a chance yet to digest these state-
ments. I would delay momentarily. i

Senator ARMSTRONG. Of course. I think we could come back to
Dr. Morrison for further questions, if he could stay.

I think we will go ahead and call on our panel of economists.

I thought you were a little tense, Senator Moynihan, when you
said actuaries or demographers were the only people who could tell
you anything.

Senator MOYNIHAN. Ask any economist. [Laughter.]

Senator ARMSTRONG. We are very happy to welcome a panel
consisting of Dr. Rudolph Penner, director of tax policy studies, of
the American Enterprise Institute, Dr. Robert Kaplan, dean, Grad-
uate School of Industrial Administration of Carnegie-Mellon Uni-
versity, and Dr. Henry Aaron, senior fellow at Brookings.

STATEMENT OF DR. RUDOLPH PENNER, DIRECTOR OF TAX
POLICY STUDIES, AMERICAN ENTERPRISE INSTITUTE

Dr. PENNER. Thank you, Mr. Chairman. - _

I \;_vould like to thank the subcommittee for this opportunity to
testify.

In 1977, the Congress created the social security benefit structure
that was too generous to be financed by the schedule of payroll tax
rates enacted at the same time.

At the time, the Congress knew that it was creating a deficit for
the full 75-year period traditionally used for social security plan-
ning purposes.

However, the Congress thought that the 1977 amendments ear-
marked sufficient resources for social security to maintain financ-
ing at an adequate level for the rest of this century. g

nfortunately, this belief was based on the assumption that real
earnings in the United States would grow at rates not far below
those experienced through our past history.

In fact, because of a dismal productivity performance and the not
unrelated need to transfer real income to foreign oil producers,
real hourly wages in 1981 will be significantly below those of 1977
when the new law was passed.

While other factors have played some role in depleting the social
security trust funds, the lack of growth of real average hourly
earnings is of overwhelming importance in explaining our current
difficulties.

Since economic growth has been lower than expected, I believe it
clear that we cannot afford the degree of generosity implied by the
benefit structure created in 1977.

It would certainly be perverse to respond to the current situation
by raising payroll or income taxes on declining real hourly wages.
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I also believe it important to minimize borrowing from the public
under current circumstances since current spending and tax pro-
gosals are already likely to lead to very high deficits over the next
J years.

Yet, reductions in benefits must be tempered by the fact that
recipients have made longrun work and savings plan: on the as-
sumption that benefits will be close to those promised.

Therefore, benefit changes cannot be abrupt and must occur
gradually, unless reduced benefits will be replaced by benefits
under some other welfare system for those least able to tolerate
declines in real income. :

That means two things to me. First, it will be very hard to avoid
some shortrun borrowing by the trust funds. -

Second, the fact the change must be gradual means that we must
immediately begin addressing the problem emerging in the early
21st century when the members of the baby boom of the forties and
the fifties retire.

Indeed, this should have been done in 1977, because our current
shortrun problem pales in significance relative to the longrun prob-
lem and the long run shortens every day.

Nevertheless, in an effort to minimize shortrun borrowing, I
would suggest the following actions, some of which accord with the
proposals made by President Reagan in his March budget.

First, eliminate the minimum benefit. This benefit is primarily
of interest to fairly well off individuals who work most of their
lives in the Federal Government or in some other uncovered occu-
pation.

To the extent that the poor are affected, the benefit would be
replaced by SSI.

Eliminate student adult benefits. Again, educational support
from other programs will be available to those with modest in-
comes.

Third, eliminate the lump sum or death benefit, while creating a
similar benefit under SSI for low income recipients.

Fourth, index the benefits of the retired population to the lower
of the wage index or a CPL

SSI benefits should continue to be indexed to the latter.

This proposal is also part of my preferred longrun solution and
will be discussed in more detail later.

Fifth, postpone the date of cost-of-living increases from July 1 to
September 1. This will result in a modest decline in real benefits,
but those benefits have recently risen unjustifiably because of
upward biases in the CPI.

Unless we are extraordinarily lucky with the economy, these
proposals are unlikely to cure the entire shortrun problem and
some borrowing will probably be required.

It is often suggested that additional revenues could be obtained
by taxing one-half of benefits. This is a fair, reasonable proposal
which seems to have absolutely no chance politically, even if it was
phased in.

On the other side, it is popular to propose spending more money
by eliminating the retirement test. While this has much appeal, I
do not believe that this is the time for money spending proposals.



75

It would probably be feasible to remove the test and to solve the
whole shortrun problem with the taxation of one-half of benefits.

But the two proposals should be considered as a package.

The longrun problem, which is really the serious problem, has
two components. It has already been noted that the ratio of the
retired to the working population will begin to soar early in the
21st century.

In addition, the current benefit formula implies that average
r}e;al benefits per retiree will grow significantly between now and
then.

Under current law, a worker who worked at the maximum wage
base throughout his or her career and who retires with a depend-
egg spouse, received a tax-free benefit of a little over $11,000 in

0.

In the year 2030, the same person, with maximum earnings
throughout their career, would receive tax free, $26,714, under the
intermediate assumptions.

I can’t resist pointing out that with the 5-percent inflation rate
the benefit will be over $300,000 a year. I love compound rates of
growth. [Laughter.]

In my view, there isn’t justification for such benefit growth in a
mandatory pension system, which at such benefit levels, must only
crowd out private pensions almost dollar for dollar.

It therefore seems reasonable to reduce the growth of average
benefits in order to avoid tax increases beyond those scheduled by
current law.

This means that the ratio of benefits to lifetime earnings must be
reduced over time.

I want to emphasize that that does not mean that average real
benefits must be reduced below current levels.

With economic growth, average real benefits can continue to
grow. It only means that the growth must be slowed below the
rates implied by current law.

There are a number of ways that the ratio of benefits to lifetime
earnings can be lowered. I do not feel strongly that any one ap-
proach is far superior to all others.

However, the choice is, of course, very important to longrun
income distribution, both within generations and between the gen-
erations. :

One can identify three major lines of attack.

First, the Congress could undertake periodic discretionary ac-
tions, each slightly reducing the generosity of the formula which
determines the benefits of future retirees.

This would be politically difficult and the discontinuous nature
of the approach is somewhat disturbing.

Second, retirement ages should be increased gradually. Retire-
ment could still be allowed at age 62, but with a fair actuarial
reduction from the full benefit paid at say age 68.

The replacement ratios for people retiring at ages 62 through 67
would be lower than implied by current law. .
Third, the indexing of the benefits of the currently retired and
the formula determining the benefits of future retirees could be
altered to slow the growth of average real benefits below the

growth of average real earnings.
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Obviously, the three approaches can be combined in an infinite
variety of ways. As I stated previously, I have no strong preference
regarding the approach taken. However, I do see certain advan-
tages in the last approach, that is changing indexing.

I believe that indexing should be modified because I think that
the approach taken in 1977, aside from being too generous, also
implied some peculiar value judgments.

That approach strives to insure that on average the ratio of
benefits to preretirement earnings remains constant through time
for each cohort of retirees.

That is accomplished by indexing the width of the brackets in
the benefit formula, what has come to be known as the “bend
points,” to average wages. -

But once a person retires, his or her benefits are held constant in
real terms by indexing to the CPI.

As a result, the retiree shares none of the benefits of economic
growth after retirement and since retirements of 15 years are no
longer uncommon, the long-term retiree falls further and further
behind the standard of living of the rest of the population com-
pared to where they were when they started retirement..

It seems to me that it would make more sense t6 follow an
approach which starts the retiree off at a lower benefit level, but
then lets the person have some share of subsequent increases in
the general living standards of the working population.

In reforming indexing techniques, it is not practically possible to
find one that will be fair to both taxpaying workers and retirees
for all time.

It is not feasible to devise an index providing a perfect measure
of inflation or wage growth, and even if we could, the system will
be hit with economic and demographic surprises which will over
time, change our notion of what is an adequate and affordable
benefit level. -

Therefore, we must resign ourselves to the fact that both index-
ing and discretionary actions will be necessary in the future.

ince discretionary actions which increase benefits are less pain-
ful than those which lower benefits, the indexing .part of the
system should be downward biased.

Or, in other words, the automatic part should provide lower
expected benefits than we think we can afford in the long run.

This can be accomplished by indexing both the bend points in the
benefit formula and the benefits of the retired population to the
lower of price or wage growth. ‘

To the extent that economic growth made higher benefits afford-
able or lower taxes possible, the growth dividend could be shared
between the currently retired population, future retirees by widen-
ing bend points, and taxpayers by reducing some of the future tax
increases scheduled in current law.

In any system that leaves part of the determination of benefits to
automatic indexing, future economic events will play a large role
in determining the relationship between the living standards of
retirees and the working population.

More certain reduction in replacement rates can be achieved by
graduallg, extending the retirement age and some small extension
may be desirable to complement the above indexing proposal.
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Well, I see I have exceeded my time limit. The remainder of the
testimony discusses the issue of including Federal employees in the
system.

Senator ARMSTRONG. Thank you, Dr. Penner. We will have some
questions for you in a few moments.

Dr. Kaplan.

STATEMENT OF DR. ROBERT KAPLAN, DEAN GRADUATE
SCHOOL OF INDUSTRIAL ADMINISTRATION, CARNEGIE
MELLON UNIVERSITY

Dr. KapLAN. I am very pleased to be here today to speak with
the Senators and their staff on the problems of social security
financing.

These problems will not go away by themselves. They need con-
gressional action, preferably this year, to address the financial
difficulties of the system.

These problems are not insoluble and prompt action will provide
assurance to both workers and beneficiaries about the security of
current and future benefits. :

Unfortunately, there are no simple answers to solve the prob-
lems of short- and long-term deficits in the social security system.

Anything that Congress does will make some people angry, and a
few people quite angry. But if Congress fails to act in a responsible
manner this year, then many more people will become very angry.

They will be angry because of the continued financial deficits
and the scheduled large tax increases in the social security system.

In addition, current and future beneficiaries will remain highly
uncertain about the security of their promised benefits.

The traditional answer for dealing with social security deficits
has been to increase the taxes on current workers.

The implementation of this policy, during the past decade, has
led to sharp increases in the payroll taxes of covered workers.

As with Rudy Penner, I agree that we should not follow that
path this time. We are trying to reduce the share of Federal
expenditures as a percentage of gross national product and to allow
for more initiatives in the private sector.

I believe that continuation of the higher tax strategy would run
counter to the wishes of the American people as they expressed it
in the last election.

It would also prevent Congress from carefully reexamining all
the benefits and formulas and levels that have evolved during the
past 45 years.

Congress has many options that will maintain the current bene-
fit levels to current and future social security beneficiaries, while
at the same time curing the financial deficits of the system and
eliminating the need for further increases in the payroll tax rates.

At present, as we know now, large increases in the payroll tax
rate are scheduled to be implemented during the next decade.
These higher tax rates are still inadequate for financing the long-
term deficit of the system.

I will talk more about the short-term problem, since 1 believe
that Rudy Penner covered the long-term problem and my approach
to it very well.

83-823 O—81—6 "
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The current deficit, for which we have various projections rang-
ing between $5 billion and $10 billion a year and perhaps increas-
ing in the next several years, has been caused by two factors.

One is the decline in productivity so that prices are going up
faster than wages. The second factor is the great overstatement of
the inflation rate caused by inadequacies in the Consumer Price
Index which has been overstating the true rate of inflation in the
economy.

Because of this decrease in productivity, during the past several
years, as well as the overstatement of the inflation rate by the
Consviner Price Index, benefit levels have been increasing faster — —
thar :he ability of the working population to pay the payroll taxes.

There is an obvious solution to this problem. Benefit levels
should not be allowed to increase at a rate faster than the ability
of taxpayers to meet this burden.

Therefore, benefit increases should be limited to the lower of
wage increases or the inflation rate.

Had this policy been in effect during the past several years,
gocial security would not be in the financial difficulties that it now
aces.

This policy can be implemented immediately, starting in the
1982 benefit increase and should be recognized as a sensible
scheme since the system cannot expand benefits at a rate faster
than it is expanding its taxable earnings base.

A second action should be to obtain a better measure of the rate
of inflation than is now available from the Consumer Price Index.
_There are a number of known problems with the Consumer Price
Index having to do with its failure to recognize the substitution of
goods and services which are rising in price less rapidly than other
goods and services,

There are also problems in picking up quality improvements in
goods and the fact it omits the benefits to consumers from the
introduction of entirely new products into the marketplace.

But these types of technical and well-known limitations are com-
pletely overshadowed by the CPI treatment of housing which has
cg‘gatei*d a very large distortion in the true cost of housing to indi-
viduals. -

This comes about because the CPI counts not only the cost of the
ilxew house, but also the mortgage rate necessary to finance the -

ouse.

If you purchase a house for $100,000, and got an $80,000 mort-
gage, in effect, it would count the cost of housing at $180,000.

A related issue is that the interest rate that is used in the CPI to
calculate the carrying cost of the house is the actual rate, what we
call the nominal mortgage -rate, which has been running at 15, 16
percent or even higher, recently.

Now we believe that interest rates are the result of inflation, not
the cause of it. Therefore, when using a carrying cost for financing
purchases of durables, such as housing, automobiles, and appli-
ances, we should use an interest rate after taking out the rate of
inflation, what we call the real interest rate, the real interest rate
is much closer to say 1, 2 or 3 percent than it is to the high interest
rates that are now being used to compute the CPI.
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Many of these problems of the CPI could be avoided by shifting
to an alternative index and a number of them have been suggested,
such as the Personal Consumer Expenditure component of the
GNP deflator.

This does use a rental equivalent for measuring housing costs
which is more appropriate, I believe, for measuring the price of
housing. '

Had we been using the PCE index and the proposed rule to limit
benefit increases to the lower of average earnings or the increase —
in the PCE, the system would have saved up to $7 billion in 1980,
and perhaps up to $10 billion or more in 1981.

Therefore, virtually all of the short-term deficit in the social
security system would have been avoided had these measures been
in effect.

Unfortunately, we now have the problem that we have a short-
term deficit and even moving to the proposed indexing changes will
not solve the short-term deficit. :

It is not an easy problem to solve. I believe that one method for
dealing with the short-term deficit is to consider, in 1982, limiting
the increases in social security benefits to current retirees, to make
up for the overindexing of benefits that occurred in the 1980 and

1981 increases.

"~ If we could perhaps reduce by three or four percentage points the
increase that would otherwise occur in 1982, that would make a
substantial savings in the short-term deficit and perhaps eliminate
it entirely.

Rudy Penner discussed some variety of other proposals that the
administration has put forth. I have no independent comments on
those, except to endorse the idea of extending universal coverage
for all wage earners.

Right now the Federal workers are excluded from coverage in
social security. Were they to be included we would get a short-term
benefit from the inclusion of new workers.

I believe that a combination of these proposals, solving the over-
indexing problem, perhaps the one-time limit on benefit increases
in 1982, and an expansion of social security coverage, will solve the
short-term financial deficits of the social security system without
requiring increases in payroll taxes.

It will not produce any harm to beneficiaries in that no benefits
now being granted will be cut.

It will enable Congress to retain options to expand social security
benefits in the future, should the economic environment prove
more favorable than we now anticipate.

There have been a variety of other proposals for solving the
short-term problem.

I would like to talk specifically about them, since I believe they
are ill-advised and I do not recommend their adoption.

One proposal would reallocate funds from the hospital insurance
trust fund to the OASDI trust fund.

At present, the HI program is running a modest surplus and
therefore, provides additional funds that could bail out the OASDI
system.

I believe that such a reallocation would be a big mistake.
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First, it suppresses the real problem that benefit levels in the
OASDI program are increasing faster than the tax base available
to pay for them.

It would only for a short time suppress the previously discussed

roblems in the defects in the Consumer Price Index for adjusting
nefits for inflation and the previous granting of benefit increase
in excess of wage growth.

It does nothing to either increase the taxes available to pay for "
social security programs or contain the increase in benefits for
those programs in the future.

Finally, perhaps most important, while the HI trust fund is now
running a modest surplus, the actuarial projections we have seen
in the last 2 days show very large deficits occurring in this pro-
gram starting in the 1990’s.

These large deficits in the HI program must also be looked at by
Congress in the near future. But certainly, Congress should not
aggravate these problems by eliminating the few resources now
being accumulated in the HI trust fund ‘o pay for sharply in-
creased benefits that will come due in several years.

The second ill-advised proposal to deal with the short-term finan-
cial prcolem has been to infuse general revenues to supplement the
payroll taxes. .

This proposal can be accomplished either by a complicated set of
triggering events as recommended by the Carter administration or
by shifting some or all of the financing of the hospital insurance
program from the payroll tax to general revenues. ‘

The problem with this proposal is that, as Congress knows all too
well, there is no excess of general revenues. Despite the active
efforts of the Reagan administration and Congress, the Federal
Government is still running large deficits in its budget, deficits
that would only be aggravated were $10 billion to $30 billion of
new financing required to bail out the social security system.

As in the previous suggestion, the infusion of general revenues to

the social security system does nothing to address the substantial
problems of unintended benefit increases that have crept into
zlsocial security. General revenue financing would mask these prot-
ems. :
More seriously, once the link was broken between benefit in-
creases on the one hand, and the need to finance them with payroll
taxes on the other hand, I believe the fiscal discipline of the social
security system would be seriously compromised.

There are constant pressures to increase social security benefits
and one of the few ways we have of containing them is the link to
finance-these increases by increasing payroll taxes.

Having the opportunity of increasing benefits just by increasing
the deficit in the Federal budget would not be a healthy develop-
ment for social security and, more broadly, for the country at

large.
. I’ighe third course of action that I do not recommend is to change
eligibility requirements of benefit levels over a short period of
time.

There should not have been much surprise to the widespread
opposition to the Reagan administration proposal for sharply re-
ducing-the benefit levels for early retirees starting in 1982. - .
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Workers and their employers have done much planning for re-
tirement benefits. It would be unfair and highly costly for there to
be sudden changes in benefit levels or eligibility requirements.

Such actions should be phased in slowly over a 10- to 20-year
period so that individuals and their employees have a chance to
adjust to any new provisions.

The proposals to increase the retirement age or decrease the
benefits paid to early retirees are plausible for solving the long-
term financial deficit of the social security system.
| They are not good options for dealing with the short-term prob-
em. -

For the long-term problem, the options we have are well known
and discussed: A gradual increase in the retirement age, the gradu-
al decrease in the replacement ratios. Both of these proposals
should be looked at very seriously.

There is a possibility of taxing some bf social security benefits
and that might also be looked at.

I think whatever options you choose, it is important that Con-
gress deal with the long-term problems now. I believe it would not
be responsible for Congress to delay acting on this problem for 20
or 30 years.

It seems to take a short-term crisis for Congress to seriously
consider further amendments to the social security system.

Congress had one such opportunity when it had to eliminate the
double indexing problem in 1977 that was introduced by the 1972
amendments,

At that time, Congress did nothing to deal with the long-term
financial deficit in the social security system.

Congress has another opportunity before it this year because of
the shori-term financial deficits now being incurred by social secu-

rity.
Iy hope that it does not also let this op‘l)ortunity pass without
deatléng with the very serious long-term financial deficit in the
system.

I have a few remarks about the treatment of spouses and the
spouse benefit which I will not go into,_ but I believe that again,

iven—that we are discussing social security, that Congress should
look at the spouse benefit and consider a plan of moving to an
income-splitting plan that would reflect the types of demographic
trends that Peter Morrison pointed out in his testimcny.

Finally, I would just like to endorse Rudy Penner’s philosophy
that Congress should retain flexibility to grant benefit increases
should future conditions prove more favorable, rather than try to
make generous commitments today.

I believe that we should take conservative and perhaps even
pessimistic economic and demographic assumptions for the future
so that we can be sure that we can pay for these benefits within
the existing tax structure. .

If, after 5 or 10 years, we learn that social security beneficiaries
are not sharing in the real productivity gains of the economy and
that the trust funds are accumulating more reserves than we had
anticfi_pated, Congress would then be in a position to liberalize
benefit increases so that the beneficiaries would obtain a fairer
share of favorable economic and demographic experience.
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Senator ARMSTRONG. Thank yo;x, Dr. Kaplan.
Dr. Aaron, you are a person who has had great experience with
the social security system. We are looking fcrward to your testimo-

ny.

STATEMENT OF_AARON, DR. HENRY, SENIOR FELLOW,
BROOKINGS INSTITUTION

~——--—-~~ Dr. AARON. Thank you very much. I made the mistake of writing
my dissertation on social security and I have not been able to get
sway from it since.

Let me say at the outset that I agree with almost everything that
Rudy Penner said. I am not sure he will agree with everything I
say, but he will be able to tell you that himself.

- My statement consists of a main portion and three supplements
which I submit for the record.

It is by now very well known that the immediate financial pros-
pects of the social security system are going to require this Con-
gress to take some kind of action during this session.

- The unexpected excess of price over wage increases caused by the
productivity slowdown and the necessity to transfer funds abroad
to which Rudy Penner referred have caused a substantial OASI

~—deficit.

At the same time, the disability and health insurance systems
are in substantial surplus.

- Neither of those situations was forecast in 1977, when I think
Congress did a good day’s work in eliminating 80 percent, approxi-
inately, of the long-term deficit that was then projected under prior

aw.

What has happened since then is that the forecast underlying
the UASI fund has proved overly optimistic and those underlying
the DI and HI fund have proved overly pessimistic.

To the degree that those surpluses and deficits offset each other,
I can see no sense whatsoever to panicking over the deficit.

It is time to reallocate either reserves or incoming revenues so
that that imbalance is eliminated.

There are long-term problems to be dealt with and I fully agree
with Professor Kaplan that those need to be addressed.

~---———We do not need to exacerbate them by maintaining a fictitious
separation among the reserves of the funds.

Now, turning to the short-run problem, which I believe is really
quite distinct from the long-run problem and should be treated as
such, I made a series of recommendations in an article in the
Washington Star a week ago Sunday that I have attached to my
statement and submit for the record.

Briefly, I suggest that there are several ways to protect social
security over the short run from economic events less favorable
than those the administration projects in its economic game plan.

First, there are the kind of benefit changes already contained in
the reconciliation bills that have gone through each House of Con-

gress.
Second, as both of the preceding witnesses have suggested, it is

time we take very seriously the proposal to index benefits to the
lesser of the rate of growth of prices or wages. -

e
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If - we had that provision in effect in 1977, there would be no
short-run financial crisis today.

Third, Congress has contemplated in the Fast, granting social
security trust funds the authority to borrow from each other and
from the Treasury if reserves sink to unacceptably low levels. I
think this authority should be granted, provided that explicit ar-
rangements are made for repayment of such borrowings when
economic conditions warrant tax increases and certainly within a
stipulated number of years.

ourth, I think it would be desirable to inject some general
revenues into the social security system in a carefully limited
manner, either to offset the effects of fprotracted high unemfloy-
ment or to pay for part of the costs of medicare, along the lines
that has been recommended by the last two advisory councils, one
appointed by President Ford and one appointed by President
Carter and by the National Commission on Social Security.

Had any one of those four proposals been in effect since 1977, we
would not have a shortrun crisis today.

If you enacted all or any two of them, the system would be able
Fo weather even relatively pessimistic economic events in the
uture.

Now, once {ou deal with the short-run problem, I think, as
Professor Kaplan suggested, it would be a grave mistake not to
address the long-run problem as well.

We are going to face a period of about 30 years-during which the
cost of social security is not going to rise materially.

Last year’s trustev’s report suggested that the cost would actual-
ly drop over the next 30 years.

This year’s report gives you so many alternatives, it is hard to
tell whether they stay flat, trend up slightly, or trend down slight-

ly.

But we don’t face a social-security problem over the next 30
years because the baby boom generation is going to work and
staying at work during that period.

er the baby boom generation retires, we do have a problem we
need to address. I think it would be desirable to begin our planning
now.

This fact leads to the conclusion that it is intellectually dishon-
est, although it may be politically expedient, to use the short-run
problems that the Social security system faces today, as the basis
for making changes in the system that are more relevant to the
long-run problem.

Let me stress that attention should be paid to both of those
problems. The short-run problem is critical and demands our atten-
tion now. The long-run problem potentially much larger can be
handled best if it is addressed now.

It is important to recognize though that the solutions to those
two problems are quite different in character.

Page 4 of mx testimony and a copy of testimony that I delivered
to the House ging Committee, contains some specific criticisms of
the administration’s proposals.

I would like to suggest a set of actions which is sufficient to deal
;ith each of those problems and to deal with them each on its own

rms. 8
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Congress, in my opinion, should immediately provide for inter-
gungs borrowing and/or reallocate revenues among the three trust
unds.

In addition, it should authorize the trust funds to borrow from
the Treasury under specified conditions and with carefully stipulat-
ed rules for repayment of these loans. -

It should base the annual adjustment of currently payable bene-
fits on the lower of the consumer price index or wage index rather
than on the consumer price index alone.

The time has come to pay for part of medicare hospital insurance
out of general revenues.

I would also favor, as I think both preceding witnesses indicated,
including in taxable income, some fraction of social security bene-
fits and the returning of resulting revenues to the trust fund. I
recognize that proposal is controversial, but this committee needs
no reminder that Con%ress recently took the step, unthinkable
until it was made, of subjecting part of unemployment insurance to
income tax. -~

I would suggest that a similar model might be appropriate to
social security.

Adoption of all or some of these changes would prevent any
short-run financing problems under existing law with plausible
economic fluctuations and economic activity until the next century.

To deal with the long-term problem, I would urge Congress to
choose either, but not both, of two solutions.

One is a gradual increase in the retirement age beginning in
about the year 2000 by about 3 years, provided that such a change
is combined with some supplemental benefit payable to workers
between the ages of 65 and 68, working in physically burdensome
occupations, for whom an extension of the working life would
constitute an undue burden.

Alternatively, Congress might elect to replace the present
method of adjusting the benefit formula with an alternative, along
the lines suggested by Professor Hsaio, in a study for this commit-
tee several years ago. In support of this position, I submit a supple-
mentary statement to the 1979 advisory counsel supported by five
members, myself, Gardner Ackley, former CEA chairman, two busi-
ness representatives and one public member that supported the
replacement of the current wage-related index -with a price index
beginning in about the year 1995.

The reason for the deferral is our belief that the principle that
Professor Kaplan embraced, that major changes should not be en-
acted until recipients have had ample notice, should be honored
and stressed.

Furthermore, the financial problems of social security don’t
begin until some years after that. I see no evidence at the present
time that the average benefit, now about $350 a month for current
retirees, is excessive.

In addition to those changes, other modifications in benefits
would be desirable that would not necessarily reduce benefits or
increase them.

The 1979 advisory council report urged an offsetting benefit.
change which would have liberalized benefits for very high wage
workers and for very low wage, long service workers, matched with
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a reduction in benefits for short service workers in all categories,
On balance such a change would have not increased total costs of
the program at all, but it would have accomplished three equity
objectives which have been widely discussed recently.

Again, joining the Frevious witnesses, I think that the time is
ripe for enactment of universal coverage, a move that has been
supported by every study group that has examined the question in
recent years.

If you took these proposals altogether, you would put social
security on sound financial footing for both the short and the long
run and you would improve the ability of the system to serve as
the basic retirement program for older Americans.

In closing, let me suggest that it is more than a little misleading
to read history as saying that the social security system has
become a sufficient retirement program for middle-income Ameri-
cans. .

Social security, since its inception, has been regarded as a foun-
dation upon which people could build retirement protection with
their own savings and private pensions. ,

The average retirement benefit of .$350 a month, I think you
would agree, is not an adequate income for middle-income Ameri-
cans to retire on. We are not looking at a large, munificent pro-
gram paying large benefits to the bulk of retirees, but a-floor on
which they can build.

Senator ArMsTRONG. Thank you, Dr. Aaron. Thank you, gentle-
men.

Senator Durenberger.

Senator DURENBERGER. Thank you, Mr. Chairman.

Dr. Aaron, let me start with you and with regard to your com-
ments on the wage-price alternative index. I am going to ask you—
I am going to read you a statement and ask you to react to it.

Despite the logic of the rationale for mixed wage price adjustments, this method
would be particularly harsh on the elderly.
gof)td }:il:ges them in a no-win situation, penalizing them when the economy is both

When times are good, price adjustments keep them at the same standard of
liv‘i‘?hg, while everyone else’s living standard rises.

en times are bad, however, through wage adjustments, they share with every-
one else, an erosion in their standard of living.

The difference between the elderly and everyone else is that when good times
return, everyone else’s living standard rises again, making up for earlier losses.

The elderly, on the other hand, remain fixed at this lower standard of living, with
each genodlc down swing in the economy, the elderly fall further and further
behind.

Dr. Aaron. I think there is some merit in that statement. If we
get into the situation where on a sustained basis money wages rise .
aster than prices, as they have in thifaSt’ I think it would be
appropriate to restore at that time, reductions that occurred in
years during which wages rose less rapidly than prices.

I believe it is important to inject a degree of automatic flexibility
into the system so that at the present time, because of the fact that
the reserves of the system are at a very low level. Given that fact,
we face a choice between large cuts in benefits forced upon us for
reasons that really have nothing to do with the system itself, or
injecting some degree of automaticity in the adjustment mecha-
nism along the lines I have described.
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My own (Fersonal preference would be to continue price indexing
year in and year out for those people currently receiving benefits if
there were sufficient reserves.

I would favor that because social security is the only source of
income for the elderly that is fully protected against inflation.

I think we would pay a cost, a serious cost, and the elderly would
pay a cost if we surrender that feature of the system.

K‘ly concern is that a greater cost may end up being paid if we do
not build this kind of flexibility into the system.

Senator DURENBERGER. Let me ask all three of you one question
that I think a couple of you spoke to. What are your reactions to
including social security and taxable income with an exclusion, a
dependent exclusion for survivors which we could agree on as a
matter of policy, and a similar exclusion for retirees, perhaps de-
pending on their age, but include all income, earned and unearned
income, remove the earnings limitation and include social security
payments in taxable income, but with appropriate exclusion?

What might that do to the system?

Dr. AARroN. It depends on where you set the exclusion.

The principle that I hold in the background is that we ought to
treat social security just like we treat privaté pensions. That is, we
should allow individuals to recover without tax contributions they
have made out of after tax income. We should tax that portion of
the benefit that is payable out of untaxed income.

Unfortunately, consistent application of that principle would
lead to the taxation of something onthe order of 90 percent of each
person’s benefit.

Consequently, it seems to me, political realities and the need for
gradualism would dictate a less draconian initial approach than
that rigid principle would imply.

But I believe that eventually it is desirable to treat social secu-
rit{ as much like private pensions as you gentlemen believe it is
politically feasible to do.

Dr. PENNER. Well, 1 agree with everything that Henry said. Just
to clarify one point. I think you meant that 90 percent of benefits
go into adjusted gross income.

Dr. AARON. Yes.

Dr. PENNER. They wouldn’t necessarily be taxed. We already do
give the elderly two exemptions. So that a couple both over 65,
;vith the zero-bracket amount, would have $7,400 of income tax
ree.

That. would mean that if you approximated-Henry’s rule of just
taxing the amount above what has been contributed out of after-
tax income, if you approximate that by a half of the benefit, then
thei\l' could be up to over $14,000 in benefits without paying any tax
if that was their only source of income.

That is a higher benefit than someone would get today if they
worked all their life at the maximum wage.

No one living entirely on benefits would be affected by their
taxation. I think it is an eminently fair thing to do.

A colleague of mine at the American Enterprise Institute named
Mickey Levy, has written a detailed monograph on that issue.

His estimates suggest that you could, I think, solve the whole
short-run financing problem that way.
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Dr. KarLaN. I also agree with the proposal as Henry Aaron and
Rudy Penner have said, though I guess I would be uncomfortable
should more than 50 percent of the benefits be included in the
taxable income.

Again, I don’t see how this could solve the short-term problem,
because you would not want to phase that in right away. That
would be a big penalty to existing beneficiaries.

It seems like one of the options for the long-term problem, some-
thing you might phase in, as I say in my statement, starting 5
years from now, taxing 5 percent of the benefits. and then move it
up by 5 percentage points a year. Over a period of 10 years you
would eventually have 50 percent of the benefits included in tax-
able income.

I think it has the right distributive properties and could help
finance the system in the future.

Senator DURENBERGER. Dr. Penner, there was some agreement
here on universal coverage, but on a portion of your statement that
- you quit just before you got to for the sake of time, you make
reference to its undesirable properties.

Bob and I had an experience last week on one of the undesirable
properties. [Laughter.]

Trying to force secondary medicare coverage on Federal employ-
ee health benefit program.

What are the other undesirable properties that might relate to
universal coverage?

Dr. PENNER. Well, I think two. One is relatively minor. The
revenues flow in immediately and the liabilities accrue gradually.
It'r;lay fool us into thinking that the fund is more healthy than it
truly is.

The second one is purely political. As you just suggested, the
political constituency consisting of the Federal workers is very
powerful. Adding them to the already powerful constituency of the
elderly just creates a system of political incentives that make it
even more difficult to change the system than it is today.

Senator DURENBERGER. Thank you.

Mr. Chairman, I have other questions, but I will wait until
others have asked theirs.

Senator ARMSTRONG. Senator Moynihan.

Senator MayNIHAN. Thank you, Mr. Chairman.

I thank Dr. Penner for an unaccustomed bit of political science
in the testimony of a veri distinguished economist.

. Mr. Chairman, I just have two questions by way of confirming
what I think we have heard.
Could I ask all three of the economists and Dr. Morrison too, if

he wants to join in.

Dr. Aaron pointed out that as best we make of projections, the
proportion of gross national product that goes to social security
payments will decline in every decade until, I believe, the second
decade of the 20th century-

Is that not so? It is 4.79 today. In 1990, it will be 4.55, down. In
2000, it will be 4.35, down. In the year 2010, it rises to 4.59, but is
still below today’s level. Only in the year 2020 does it go to 5.66
which is above today.
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Now, I don’t expect you to have these numbers in your head, but
this is your understanding?

Dr. PENNER. Yes; that is_correct.

Senator MoyNIHAN. So I am not trying to make any large conclu-

sions, but those charts tend to suggest all sorts of runaway phe-
nomena.
- The proportion of GNP going to social security benefits is higher
now than it will be at any time before the year 2020. This suggests
a fairly stable phenomenon. This is not a runaway, out-of-control
program. - -7

Dr. PENNER. Except, Senator, it is a result of a very peculiar
combination of the demographics, the depression babies retiring
before this—— |

Senator MOYNIHAN. Right. -

Dr. PENNER. The problem comes eventually.

Senator MoyNIHAN. I don’t deny we have a very funny demogra-
phly in the next 40 years, but it is the case that we have a manage-
able problem.

At least I would take that position.

lgr. AARON. It seems to me that fact cannot be overstressed. It is
lost so frequently in reports that suggest that the costs of the social
security system are going to go up without limit almost immediate-

y.
The fact is that we have a problem, but it doesn’t occur for about
30 to 40 years. As you suggested in your earlier question, such a
period is usually sufficient for the deliberative processes to work.
Senator MOYNIHAN. It better be enough if they want to get the
benefit of the wisdom of Senator Dole and Senator Moynihan and
Senator Durenberger. -

I think Senator Byrd and Senator Armstrong would be around.
But I am not sure about some of us. [Laughter.]

I want to thank Mr. Aaron for his contributing to the growing
lexicon on this subject with the term automatic flexibility. I like
that. That shows a man who served at least one term in HEW.
{Laughter.) ‘

Forgive me, was it Dr. Kaplan or Dr. Penner who spoke of
income splitting. I think it was you, Dr. Kaplan.

Dr. Karran. I did.

Senator MoyNIHAN. Would you tell us what—how you see that?
Is that the proposition that would entitle a husband and wife at
retirement to half of whatever their combined benefits might be
and that is the way it stays? You tell us.

Dr. KapLaN. It might work out that wa{, but it is ti.e process of
how earnings are credited during the employment of either spouse.
If the husband is working, has a wife, then half of his earnings
would be credited for him and half to his wife.

Similarly, if she was working, he would be entitled to a—

Senator MoyNIHAN. So it is a 50-50 split for both. -

Dr. KarLaN. Then each would develop an earnings record in his
or her own right. Theretore, if there was a divorce, then each party
would take away its own earnings record and you don't have to
deal with all the special problems of divorced spouses.

Senator MoYNIHAN. It seems to me a subject we might want to
talk about. It is a rather helpful idea. .
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I want to thank the panel, Mr. Chairman. I think we got very
solid, competent, careful advice.

I guess I would note that Dr. Penner and Dr. Aaron are in favor
of interfund borrowing, in the near term situation; Dr. Kaplan is
not.

. The vote is 2 to 1. That is the way that they run things around
ere.

Dr. KarLAN. We didn’t hear from Mr. Morrison on that subject.

Dr. MorrisoN. I am against borrowin%.o

Senator MoYNIHAN. You are against borrowing. That is my luck.
{Laughter.]

Senator DURENBERGER. Come back tomorrow. [Laughter.]

Senator MoyNIHAN. Thank you, Mr. Chairman.

Senator ARMSTRONG. Mr. Byrd. -

Senator ByYRD. Is there a consensus among the members of the
panel as to the program outlined by the administration to take
care of this problem?

Dr. KaprLAN. It is probably a complex program with many fea-
tures. Maybe you would want to highlight some of the more impor-
tant aspects; we could talk about them individually.

Senator Byrp. Well, I don’t think I am in a position to summa-
rize the administration’s program. I thought perhaps you might be
familiar with it.

Dr. PENNER. Yes, there were a very large number of elements to
that program. I endorsed some of the elements in my testimony;
for example, the moving of the date for the automatic benefit
increase from July 1 to September 1.

I think the part of the program that is too harsh is the part
which would immediatell); reduce the benefits going to the early
retirees without giving those people who planned on early retire-
ment more notice.

If you look at their longrun estimates of costs savings, one of the
most important elements of the Reagan program was this increas-
ing the so-called bend points in the formula by only 50 percent of
wage growth.

Really that is a variant on the theme which I was recommend-
ing. I was going to increase those bend points by the lower of wages
or prices.

o, in a sense it is a very similar kind of proposal and don’t feel
too sirongly about one variant versus another. .

There are 13 proposals in all. - ‘

Senator Byrp. Let me ask this without going into the merits of
the individual proposals. Do you feel that assuming the administra-
tion’s program were enacted either in whole or substantially as
recommended, that that would take care of the near term problem?

Dr. AaroN. Could I comment on the program itself?

Senator ByYrp. Yes.

Dr. AAroN. I believe it is a seriously flawed program and that
Congrens would be ill-advised to enact it. -

Let me give you an example of some of the-effects that would
flow if that program were enacted. I go through these in the part
of the testimony that I didn't cover before.

There wculd be a 43-percent reduction in benefits for age 62
retirees, starting in 1987.



90

Starting in January 1982 no person, no matter how much the
had earned in their working life, if he or she retired at age 62,
;ﬁtéld receive a benefit even as high as the official poverty thresh-

old.

The eligibility for disability benefits would be tightened signifi-
cantly although 70 percent of applicants are now refused benefits
when they apply. And of those who are refused benefits, 80 percent
never work again regularly.

They would deny eligibility for disability benefits for a period of
7 years after she returns to work to a woman who has a baby and
stays home until the child is 3 years old. Such a woman does not
lose eligibility under current law.

The formula proposed by the administration for cutting initial
benefits is defective. It would cut benefits for 75 years in a fashion
that depends on what the rate of inflation is over the next 5 years.

That would -be, Senator Moynihan, an example .of automatic
rigidity. Incidentally, the term automatic flexibility is drawn not
from my HEW years but from the debates of the 1960’s over
whether tax rates should be adjusted by formula based on econom-
ic conditions.

Dr. KarLAN. I have not had a chance to look at these proposals
in detail. Let me just indicate what I feel the defects are. I agree
with the other two panelists that a sudden drop in benefits for
eﬁrly retirees is not a desirable program and would not recommend
that.

Relative to my own testimony, the program proposal does noth-
ing to deal with the circumstances when prices are rising faster
than wages which leads to many of the problems we are now facing
and does nothing to deal with the defects in the Consumer Price
Index as the index uséd to-escalate benefits.

So, in those three areas I find the program deficient.

Senator Byrb. So the panel seems pretty much unanimous that
the aspect dealing with the age reduction is an undesirable part
and is perhaps the most undesirable part of the administration
proposal. -

Dr. Karran. It is not only undesirable from the part of the
individuals, it is undesirable for their employers who frequently
have integrated with social security. Were there to be a sudden
drop in the benefits for these individuals on early retirement, that
would make a very heavy demand on employer pension plans
which they had not anticipated either. N

‘Senator Byrp. For clarification, when you speak of the short
term, that is the 1980’s I assume. -

Dr. KarLaAN. Yes.

Senator Byrp. Now in regard to universal coverage, as I visualize
that, that would help only on a temporary basis, wouldn’t it?

It would not help the program on a permanent basis?

Dr. AARON. Actually, it would help a slight bit on a permanent
basis, although, as you dp'oinl; out and as I think Dr. Kaplan pointed
out, the revenues would flow in mostly early on and benefits would
accrue later.

Some money is saved overall because, at present, people in non-
integrated employment are viewed by social security as low-income
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workers when they retire because they have a lot of years during
which their covered social security earnings are recorded as zero.
Consequently, they receive the high replacement rate intended
for truly low-earnings workers. That effect is unintended and that
cost would be eliminated even over the long run.
Senator Byrp. Thank you.

Dr. PENNER. Could I {,ust make a general point, Mr. Chairman? -
es. '

Senator ARMSTRONG.

Dr. PENNER. I think that in a number of our answers that we
have been slipping into something I would like to correct.

In Senator Durenberger’s question about the wage or price index-
ing and Mr. Aaron’s comment about the administration’s adjust-
ment to bend points, the same problem arises.

We have a tendency to-think that indexing is supposed to do the

whole job. Instead we should begin to look at the social security

system from this time onward in a way which would involve you-
gentlemen doing a bit more work.

That is to say, opening it up for discretionary action from time to
time.

Therefore, my proposal to index the bend points by the lower of
wages or prices is admittedly arbitrary. It is an arbitrary way of
building a downward bias into the system.

I regard the administration’s proposal as an arbitrary proposal in
the same sense. But I don’t think that is necessarily bad. It just
makes very explicit the assumption that you all are going to have
to adjust the system maybe every 3, 4, or 5 years.

Senator Byrp. What you are saying is regardless of how you do
- it, you need a downward bias?

. KAPLAN. Senator, it is better to have a downward bias be-
cause it is easier for you Congressmen to be liberal*than it is to be
nasty. .

If we make it too optimistic, then we get in circumstances like
we ::ire today. Where no one is going to be very happy with what
you do.

Senator DoLk. Is the opposite of liberal, nasty? I didn’t know
that. [Laughter.]

Dr. AaRrON. Let me suggest that the term “downward bias” may
not even be a correct descr?tion. The proposal that Rudy Penner
suggested would still provide that workers at different earnings
levels would receive higher benefits over time than they are receiv-

today.
mgo, benefits would continue to be liberalized, although less quick-
ly than they are under current law.

I share his view that it is important for Congress to be put in a
position to make discretionary changes periodically.

Senator Byrp. Just one final question. How large a surplus, I
don’t know if that is the word to use, but how large a surplus
should the fund have? A 12-month surplus? A 6 months? A 4
- months? It is 2% months now, I think. -

Dr. AaroN. That is a much-studied question, Senator Byrd. The
answer, I rzflret to say, is it all depends.

What it all depends on is the nature of the benefit commitment
that you have and that was the thrust of my reply to Senator
Durenberger’s question. :

- -
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If the system is structured as it is today, with commitments to
indexing benefits on the basis of prices, with no provision for
borrowing authority, with no circumstances at all under which
general revenues could come intp the system, then I think gradual-
ly, we should return to a reserve of approximately 75 percent of 1
year’s outlays. :

That amount would be sufficient to see the system under its
current, relatively rigid form, through a recession about as severe
as we had in 1974,

But we are not going to get there for a long time, even under an
aggressive program of building up the reserves. For that reason, I
think it is very important to build some flexibility into the system
for the next few years, so that if our economic projections turn out
to be unduly optimistic, if we get hit with another oil price in-
crease, if there is another crop failure somewhere in the world, if
some serious event occurs which causes revenues to fall or outlays
to rise, we won't be thrown into a crisis by events that are in a
certain very basic sense extraneous to what our long-term social
security policy ought to be.

For that reason, it seems to me, it is important to build in these
elements of flexibility as we build up gradually that trust fund to a
level of perhaps 50 to 75 percent.

Senator Byrp. Fifty percent you don’t think is too low?

Dr. AAroN. With the kinds of flexible provision that I outline in
my testimony, I don’t think it is. But if somebody wanted to go to
76 or even a considerably larger reserve, toward the end of this
century, in anticipation of the needs we are going to have for -
retirement benefits later on, and provided that those funds in
effect led to higher rates of national savings, I could see an even
larger reserve being quite desirable.

My point is, it is going to take us a while to get there.

Senator Byrp. Thank you. .

Senator ARMSTRONG. Senator Dole.

Senator DoLE. Thank you very much, Mr. Chairman.

. As I understand it, there is some difference, not extreme, in the
views of Dr. Aaron, Dr. Penner, and Dr. Kaplan. I think each of
you would use general revenue funds in a carefully limited way.

If the three of you got together with those differences, could you
come up with a program?

Dr. AARoN. I think very easily.

Senator DoLE. We might try that. We would like to see any such
proposal. We have pretty much the same problem on this commit-
tee. I think we all recognize that there is a need to do something. —.

We are looking for expertise and assistanceé. I say that seriously.
Anéd recommendations the three of you could make would be appre-
ciated.

As I understand-it, none of you would recommend additional tax
increases; is that correct? .

Dr. AaroN. I would not.

Dr. PENNER. I would not. -

Dr. KapLAN. I make it unanimous.

Senator DoLk. I assume most of you would probably say Congress
will not tax benefits. In fact, we have a race around here every
even numbered year, depending upon who is up for reelection, as to
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who introduces the resolution first—the resolution that we will not
tax social security benefits.

Last year it was Gaylord Nelson. [Laughter.]

This year John Heinz won the trophy. We all voted not to tax
benefits.

Now, noboay really believes that is going to happen in the fore-
seeable future on the panel; would that be a fair statement?

Dr. PENNER. Yes. -

Dr. AARON. I would have said the same thing about unemploy-
ment insurance. I wonder what made that a different kind of
benefit to tax.

Fewer unemplolyed, perhaps? [Laughter.]

Senator DoLE, I think we have to say that taxing social securit,
benefits is probably not going to happen. I don’t mean we don't
have the appetite for it, but we have so many appetites these days
that we can't touch everything.

I get a lot of mail asking, “Why aren’t you on social security?
You are a Member of Congress. Why isn't the Social Security
Administration covered by social security?’

With the exception of Dr.” Penner’s 3ualification, I guess you
each believe that universal coverage could be of some help. Senator
Byrd indicated that the help for the system would be limited and it
would not be lasting.

The last time we voted on that in this committee, I think it was

14 nays and 4 yeas. That indicates a problem there.

* Dr. Kaplan. -

Dr. KarLaN. I would like to say just like the issue of the spouse
benefit and the income splitting, it is a proposal that may not only
introduce some cost savings, certainly in the short run, a lesser
amount in the long run, but it just improves the equity and effi-
ciency of the system.

But the statement that Rudy Penner said, which I concur with,
is we would not want to have a social security bill held hostage to
that particular provision if that is the real stumbling block of .
getting it through Congress.

It is not that important that it should prevent some sensible
other reforms to be made this year.

Senator DoLE. Dr. Penner? .

Dr. PENNER. Well, I think it is a horribly complicated issue
because if you include Federal workers you have to separate out
their work-related pension system from the social security system.
That is very hard to do justly.

I think the more important thing to do is simply to prevent the
Federal worker from exploiting the progressive nature of the social
security benefit structure. You have to take away what the admin-
istration calls windfalls.

Now I think that can be done in a variety of ways. I have not
seen the details of their particular program.

Senator DoLE. I hope we could do that. I know that a former
Member of Congress will testify later. He tells me he receives
$1,000 a week from his congressional retirement program, $900 a
month from social security, and his wife also has a pension.

They never had it so good. He thinks it is wrong and he wants to
change it. He will be here with Mr. John Macy, former Commis-
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sioner of the Civil Service Commission. In cases where there are
windfalls, they should be addressed.

Dr. AARON. There are also some holes in the system as it is now
constituted which people focus on a bit less. But if you move in and
out of say Federal employment or State employment in Ohio or
Colorado, you are going to spend a substantial period of time
ineligible for social security disability benefits, even when you are
working in supposedly covered employment.

That is because of the fact you are not working in covered
em loyment when you are in these Government plans.

&, don’t think one should view universal coverage solely as a
program to cut unintended benefits, but also as a way to improve
the coverage and protection.

Senator DoLk. | assume that you have thought about the ideas
we have discussed, in connection with the tax bill, of using individ-
ual retirement accounts. IRA’s, for example, to encourage savings
as a supplement to the social security benefits.

I don’t know whether you have addressed that potential in your
statements, That is grobably beyond the scope of this hearing, but
it is an area over which this committee has jurisdiction. We have
an interest in it.

Dr. AAroN. That is, I think, in some ways an even more impor-
tant question.

I would commend to you a plan that was developed jointh by my
colleague at Brookings, Joseph Pechman and myself which would
provide a generalized incentive to savings in whatever form it
would occur based on either a credit or deduction for savings.

It would entail a modest but not by any means an insuperable
addition to the income tax form. It would be free from a serious
flaw that I think the all savers plan, or variations on that theme
have, which is encouraging people simply to move their funds
around in order to take advantage of a savings incentive.

What we want to do is encourage more savings not encourage
people to move funds to secure a tax advantage, without increasing
their overall savings.

Senator DoLE. I agree that the all savers plan may be less than
perfect, but it is a substitute for one that was even less perfect.

We hope we can find ways to modify it or maybe find a better
approach.

r. Morrjson, peogle are living longer, of course, as you under-
stand better than the rest of us. We are going to have a larger
older population.

Based on that, do you support recommendations to encourage
later retirement as a way of dealin% with some of the financial
problems of the social security system?

Dr. MorrisoN. Based on the demographic trends that one sees
occurring over the long term, I think there is a very persuasive
rationale for a gradual phasing in of incentives for people to
remain in the work force if they are in good health and wish to
remain productive for future generations.

Now that does not mean changin%lthe rules of the game as was
discussed this morning for those who are verging on retirement.

What it does mean 1s that the generation of 65-year-olds, 20, 30,
40 years from now are going to be in much better health than
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today’s 65-year-olds who in turn are in much better health than 65-
year-olds of a generation ago.

The fact is that we have better health in older years and that the
linking of social security to a chronological age counting forward,
fails to keep pace with the demographic shifts that are resulting in
improvements and in the existence of several years of life in the
late sixties when people could remain productive.

I see this demographic rationale as being one factor that would
argue in favor of a gradual increase in retirement age, however
that is accomplished.

Senator DoLE. Is it fair to say to anyone who is in the system—
there are 115 million people paying social security taxes and 35
million receiving benefits—particularly to the 115 million who are
paying, you will pay more and receive less when you retire.

Is that an overstatement? If we do what we should do, will they
actually pay more and receive less if they are 45 or 50 years of age
now or younger?

Dr. PENNER. I think it is just inevitable because of the demo-
graphics and because of the apparent slowdown in the rate of real
wage growth. The current working generation will get a lower
ratio of benefits to their taxpayments. There is just no way of
avoiding that unpleasant fact.

Ser}?ator DoLE. Is that pretty much-agreed to by the three econo-
mists?

Dr. KArLAN. Also the current beneficiaries got the benefit of the
expanding covered employment that went on during the sixties
when we included more people in the system to pay taxes. Some
people may not have been in the system that long but are getting
the benefits.

But you can only expand the coverage to your population once.

Dr. Aaron. Could I go back and respond to your previous ques-
tion, Senator Dole, regarding early retirement and indeed, I think
the same principle applies to increasing retirement age.

It is true that life expectancy is increasing. It may be true that
the elderly are healthier than they used to be. But those are
averages.

Inside those averages are people like you and me who don’t have
to lift heavy things or to work at numbing machinery all day long.

There are still millions of workers who are engaged in those
kinds of activities. I think if we move to discourage early retire-
ment or to raise the normal retirement age, we should provide as a
backstop a liberalized disability benefit or an extended unemploy-
ment benefit or some kind of special early retirement benefit for
people for whom continued work is an undue hardship. ‘

Then by all means, encourage people like me to work lohger and
encourage other people who sit and have desk jobs or relatively
lightweight jobs to work longer.

We can, and I think the incentives ought to be changed to
encourage us to do so.

But, be careful, I would only urge, in legislating for averages.

Senator DoLE. Thank you.

Thank you, Senatoy Armstrong.
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Senator ARMSTRONG. Dr. Penner, I believe that you engaged with
Senator Moynihan in a discussion about the portion of the gross
national product accounted for by social security benefit payments.

I was not sure that I understood that discussion with the Senator
or perhaps it was with one of your colleagues. What I thought I
heard was Senator Moynihan explaining that the actual percent-
age of gross national product which constitutes social security
benefits would remain stable or decline for the next 2 or 3 decades.
There seemed to be some agreement on that point at the table.

Is that correct?

Dr. PENNER. That is correct, because of the peculiar demographic
history we are going through.

Senator ARMSTRONG. Now then, if you asked same the question
about the percentage of the gross national product which is ac-
counted for by social security taxes, could we make the same
observation?

Dr. PENNER. Well, the taxes are now set by law out far into the
21st century. If we take that schedule seriously, then that ratio
goes up constantly. a/

Senator ARMSTRONG. You know, I almost thought that I had
misunderstood what I was hearing. I regret that Senator Moynihan
has departed, because you will recall he gestured toward those
charts and made some noises of derision as if to say the sky is not
really falling.

That is why I thought there was some confusion. There is really
nothing painful you know, about réceiving benefits. The fact that
that percentage of our economy is declining doesn’t mean anything
in terms of the tax burden on our Nation’s economy. It is that red
line that goes up through the roof that is the tax burden. That line
on the graph, by the way is not expressed as a percentage of GNP;
it is just expressed in dollars.

I will have to check signals with him on that, because I think
perhaps he hasn’t thought that through to its conclusion.

Dr. KarLaN. I have not studied the statistics. I can’t comment.

The taxes should really be staying level with expenditures be-
cause the program is self-financing.

But I think what Rudy was saying that the demographic shift is
that if we tax current workers heavily for the next 30 years to pay
for the increased benefits, it may stay as a constant or slightly
declining portion of GNP, but when that cohort retires some time
in that 21st century, there is an enormous liability that has been
built up based on the taxes. That liability is not unrelated to the
point Senator Dole was making.

If we raise the taxes on these people now and we have no way of
paying them higher benefits when they retire, then their rate of
return on these contributions is going to be extremely low.

It,tfis very unfavorable and that is something you have to watch
out for.

Senator ARMSTRONG. You make a good point. I want to talk
- about the impact of that liability.

Dr. Aaron, did you wish to make a point?

Dr. AaroN. Yes, I did. The real burden that the elderly consti-
tute for the active population is the goods and services they use up
that are not available to the rest of the economy.
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If one is looking for the portion of those goods and services that
are financed by social security, it is the benefit side you should
look at as measuring the burden on the economy as a whole.

Now, the fact is that the fraction under the assumption under
which comes closest to the administration’s economic scenario in
1981, is 4.97 percent of GNP.

That drops to about 4.2 percent in GNP in the year 2005. It
reaches a maximum of 6.02 percent of GNP in the year 2030.
. Stgdthat is about 1 percent of GNP higher 50 years hence than it
is today.

As one who knows that our GNP is quite large, 1 percent of GNP
is not a number to sneeze at and I would not want to minimize it.

But as you also know, Senator, the fraction of our gross national
product taken by the budget fluctuates from year to year by simi-
lar amounts.

Indeed, we are now a point or two higher than we were in 1978,
If the President’s program is successful we will reduce the fraction
of GNP taken by the budget by 4 or 5 percentage points.

So, I think that to put this long-term problem in perspective,
that 1 percent of GNP is a revealing number. It does show the
amount of goods and services for the elderly and the disabled that
we are going to pay for with social security benefits. It is not a
small number, but we have 50 years to adjust to a 1 percent of
GNP change.

Senator ARMSTRONG. Well, let’s talk about that for a minute.

Dr. Penner, did you want to comment on that as well?

Dr. PENNER. Just to interject that obviously all of these numbers
depend crucially upon what assumptions you raake about the econ-
omy and the demography. If you put all of the pessimistic ones
together, what Senator Moynihan said is not true.

Under the pessimistic path, the share goes up slightly in the late
eighties and remains roughly constant for the eighties and nineties.

Senator ARMSTRONG. Well, this is not the moment to argue that
point. What Dr. Aaron has said about how best to measure the
burden that social security credits on the economy may be an
economist’s viewpoint.

People who are wage earners think the correct measure is how
much it is costing them in taxes; they are furious. They are out-
raged at the tax increases. In fact, there is almost an element of
desperation in many people you talk to about the rising cost of the
social security program to them as individuals.

I want to talk about two or three other things quickly. I am
conscious of the passage of time.

One is this question of how imminent the problem is. It seems to
me we have had a kind of a logical inconsistency here today.

We talked about the fact that part of the problem occurs in the
next couple of years, but that a big portion of the problem occurs
way down the line, maybe 30 or 40 years, as if to say, well, we
don’t have to do anything about it for 30, 40, or 50 years. This is
something the next generation of Senators can look at.

We have also been told and I believe all three of you have
testified to some degree that the worst thing that could be done
would be to make drastic changes soon.
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Now, it seems to me we can’t have it both ways. Either we are
going to make very gradual changes or more abrupt ones. For
example, one gradual change that is talked about is to increase the
age of retirement by 1 month for each year for the next 36 years.

Now that is certainly a gradual change. But if the problem really
begins to arise 30 years from now, that would imply not that we
can delay, but that we are already 6 years too late in getting
started on the problem.

What do you say to this? In your judgment can we put another
patch on the balloon and get by next year’s short-term problem
an;i‘fhen let somebody who gets elected to the Senate in 1996 start
to worxfy_ about the long-term problem or do we really need to get
on with it?

Dr. KAPLAN. It is certainly not too late to start dealing with the
long-term problem now. I would not get that discouraged. The long-
term problem doesn’t hit until until 2005, 2010. We have 30 years
to plan it. If we are not all the way where we want to be, we are
close enough.

I would not get discouraged that it is too late to do anything
about the long-term problem gradually.

Senator ARMSTRONG. Do you think it is too soon?

Dr. KarLaN. No.

Senator ARMSTRONG. I don’t think personally there is any danger
that we are going to act too soon. The danger is exactly the
opposite. Some may find it is convenient to put off the solution for
one reason or another and that somebody in 1990 is going to be
sitting in this room saying, “Ten years ago they could have solved
this problem easily without resorting to drastic measures and
failed to do it.”

Dr. AARON. My view is that the retirement is really one of the
basic life events, a major passage, the decision about when to retire
and under what circumstances. People plan for decades ahead.

I am 45 and I am planning already setting aside funds for my
retirement.

If you are going to change the rules of the game under a retire-
ment program, it is important to give people very long notice of
what you are going to do.

Now what that means is that since the problem is not going to
hit us for about 30 years, it is important now to legislate and
announce and inform people what you intend to do at the time
when the problem does hit.

Put that on the books now.

If events unfold as our best guess now suggests they will, you
will have given them the notice. You will be prepared at the time
it occurs.

If good luck strikes and the birth rates rise or some other eco-
nomic event relieves us of the burden at that time, I don’t think
that your successors or yourselves if you are still here, would find
it unduly burdensome to tell people that you weren’t, after all,
going to increase the age at which unreduced benefits are paid.

Senator ARMSTRONG. Or we could just declare a dividend.

Dr. AAroN. You might just do that.
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Senator ARMSTRONG. I would like to ask Drs. Penner and Kaplan
to comment on Senator Byrd’'s question on the proper level of the
reserve funds.

It was Dr. Aaron’s suggestion that 75 percent was reasonable. A
hi%b'xer ﬁ(fure might even be in order under certain circumstances.

hat do you say to that, Drs. Penner and Kaplan?

Dr. PENNER. Well, in a sense, the fund is simply an accounting
device that tells us how we are doing relative to certain past
assumptions.

I pretty much accord with everything Mr. Aaron said. Ironically,
because of the dearth of depression babies retiring in the 1990’s, if
we stay on the current path, the fund will actually accumulate,
according to the intermediate estimates, to more than 300 percent
of outlays just at the turn of the century.

I think the danger then is that we will think of ways of spending
that money when the deluge is just about to hit us.

If you look at the actuaries’ estimate of that fund, it just soars
and then goes on a steep downhill after that.

But, from the point of view of just cash flow purposes, I think we
need a fund at least equal to 9 percent of outlays to go from month
to month without checks bouncing. Then to take care of more
major recessions, 50 to 60 percent is probably adequate. But we
wou’t be there for a long time.

Dr. KarLaN. I don’t have a strong recommendation on a particu-
lar level, except I would like to comment on something that Dr.
Penner just said. I think it is more than just an accounting device.
There are some real assets that are in those trust funds.

So it is more than a way of keeping score. I believe it does make
a difference.

Senator ARMSTRONG. Well, your point, it seems to me, is well
taken. This morning, we looked at some charts which show how
much the trustees’ estimate of the near-term future of the fund has
changed this year versus just 2 years ago.

hThat is shown by those two lines that are divergent in the first
chart.

[Indicating.]

Senator ARMSTRONG. You gentlemen have testified that a 50- or
75-percent reserve ratioc would be in order. That a 6- or 9-month
reserve would be in order is a source of concern to me when I look
at the fact that the present ratio is 20 percent, not 50 or 60 or 70 or
300 percent.

I think you are correct that there is some minimum figure. I
would have said more than 9 percent is necessary just to get by
from one month to the next.

It seems to me that a ratio of 9 percent is far from having
anything like an acceptable degree of surplus and that we are
skating on very, very thin ice.

Now, presumably, if there were something totally unforeseen, we
could make some short-term emergency borrowing arrangements,
but that doesn’t sound to me like a very prudent way to approach
the problem.

I tend to agree with what you say about the need to have a
larger reserve fund of some kind or another.

nator Durenberger, anything further?
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Senator DURENBERGER. If I may, I would like to conclude two

ieces of practical advice in terms of what we ought to do in 1981.
Br. Aaron surprised me by saying he was 45 and thinking about
his retirement.

I made the mistake at a recent senior citizens’ gathering as using
myself as an example of someone who doesn’t think about retire-
ment, having practiced law before Keogh and not saved anything
other than a dinky little insurance policy.

Then having gone into State government for 4 years and taking
out my money when I left and then gone into a business that didn’t
vest until 10 years. I got out in 7 years and so forth.

I guess my question is this: How much can we really do to tell
the American people what social security really is and what it is
going to be like when they retire, until we address issues like
portability and the way private pension plans force early retire-
ment. )

Until we take a look at all the income security systems we have
developed in this country around particular accidents ¢f circum-
stance and sex and age and workplace injuries and so forth, until
we do something about IRA’s and LIRA’s and the savings that you
talked about, is it even feasible to tell the American people we are
going to make any sense out of social security?

We may reverse some trends and buoy up some financing, but is
it practical to suggest to any of us up here that we really deal with
what social security ought to be to Americans 30 or 40 years from
ni)w, ;Nithout a whole lot of other policy changes that ought to take
place?

Dr. AARroN. I think it is possible to deal with the basic program
without in effect putting right everything that is relevant to retire-
ment.

Social security was originallf' conceived, as you know, as the
basic program on which people would build voluntary savings,
private pensions, and other forms of retirement income.

I think it is entirely right, necessary and proper for you to try to
set that system on a sound financial footing so that for the millions
of Americans for whom social security is the principal scurce of
income, so that a needless fear is erased, so that each person knows
that he or she will receive a social security benefit next year.

I am sure each of you now receives, as I did when 1 was advisory
council chairman, fretful and worried letters from people who
needlessly are concerned about the receipt of benefits 6 months, 1
year, 2 years, 3 years hence, benefits that you know Congress will
take every necessary step to make sure get paid.

So, I think it is important to set the system on a sound financial
footing in the short run and in the long so that people can plan on
that basis, so that private pension planners can plan on that basis
and so that indeed, you yourselves, in thinking of legislation for
other areas can plan on the basis of a sound, underlying retirement
program.

Dr. KarLAN. I completely agree. I think after the report came
out yesterday about the impending deficits in the social securit
sﬂstem and the headlines about going broke, I listened to tal
shows in Pittsburgh. All the workers calling in were convinced that
they would never get a nickel of benefits in the future.
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So, there is a great deal of concern now that has been engen-
dered about their future benefits. If we could set the system
straight, put it on a sound financial basis, based on conservative
assumptions, with the option for benefit increases in the future, if
things work out better than we thought, there would be a great
number of people in the United States that would be reassured.

Dr. PENNER. I would just like to emphasize the same point. I
think it important to note that all of our solutions to the long-run

robllem do not involve cutting benefits at all compared to current
evels.

They just involve slowing down the rate of growth of benefits
that is built into the current system.

I think you can deal with social security separately and think
about the rest of the private pension system adjusting to the basic
social security system.

The main problem that the private pension system faces today is
inflation. It is very hard for private pensions to deal with inflation.

If we can conquer inflation, then we can expect private pensions
to replace any slowdown we engender in the social security system.

Senator DURENBERGER. My last question is along this general
line, but I think it has more immediacy. [ was going to ask you a
whole series of questions that came up this morning when we were
trying to determine whether various elements of social security
were either an actuarily based insurance benefit or, as Senator
Moynihan called it, a social insurance benefit, or as the Secretary
of HHS called it, welfare.

Senator ARMSTRONG. Or chain letters.

Senator DURENBERGER. Or chain letters as it was also referred to.
Obviously, if you want to in some way reform the system, you
might take that track.

I have chosen to take the track in exploring possible reforms
that raise the question about health insurance and retirement. Can
we divorce health insurance from retirement ard if we can, is this
an appropriate reform to make?

We have built up a very substantial subsidized health care
system in this country that now delivers about $100 billion in
services and is about $80 billion in governmental costs.

Only a part of that, the hospital part of medicare, is funded out
of the payroll tax. _

Yet, my colleagues on the Republican side are saying we can’t
get into general revenue. We can'’t get into general revenue. There
is no leverage in general revenue.

Well, we leverage about $2 billion worth of reductions here in
this committee about 2 months ago into the system, not with a lot
of benefit changes, but with copayments and deductibles and pre-
mium increases and a whole variety of other things.

So, I guess I would like your advice. I heard what Dr. Kaplan
said in his speech about the fund. I would cast the third vote to
break the tie here on interfund borrowing, but I would just ask
you, why it is important public policy to fund the hospital portion
of medicare out of the payroll tax as part of social security?

Dr. KAPLAN. My feelings on that were to maintain a mechanism
fcirbc%ntrolling increases in benefits or deferring them in the Feder-
al budget.
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You say let’s cut out from the payroll tax whatever is now
allocated, I don’t know what the percentage is, for medicare.

Senator DURENBERGER. It is 1.3.

Dr. KarLaN. Let's just reduce that and make it u{> in general tax
revenues. I suspect I would not find that strongly objectionable
because it is not an earnings related benefit.

I was a consultant to the 1975 advisory council that first raised
this ibility of tapping general revenues.

at I would object to is keeping the payroll taxes the same rate
and then taking out the hospital insurance program or a signifi-
cant fraction of that and burying that into general revenues. That
would be a de facto increase in taxes.

Senator DURENBERGER. I don’t know if you followed the argu-
ments we went through here on the floor last week and earlier in
this committee on FEHB and making medicare a secondary to the
health insurance programs for Federal retirees. '

But the argument was made on the floor and I suppose legiti-
g\oz(aibe‘}y, why pick on Federal employees? Why not do it to every-

Why don’t we have a system in which private insurance pro-
grams are taking on the burden from an employment base for
retirees health care.

It seems to me we are not going to get to that point if that is a
good point to be. I happen to think it is because we can leverage
more cost containment in that area, than through medicare, as
long as we guarantee everyone who reaches retirement age that
their hospital bills will be paid.

Dr. Aaron. I share your belief. I must confess that although I
recognize it is universal appeal, the idea that payroll tax financing
is somehow a strong fiscal discipline, whereas general revenues
lea\lre us free to do anything, strikes me as a triumph of myth over
reality. - -

Over recent years, the portion of the budget that we finance with
payroll taxes has grown rapidly, relative to the portion that is
financed with general revenues.

You gentlemen have just gotten through voting large reductions
in general revenue financed expenditures and voting 96 to nothing,
a resolution that at least put a small amount of distance between
yourselves and the administration’s proposal to cut social security.

Payroll tax financing not only is used as a mechanism, allied
with trust fund financing, to pay for social security, but also gener-
ates the sense, on the part of millions of Americans that they have
an earned right to benefits. That fact makes them very, very
appealing benefits and very, very hard ones to cut.

ndeed, it is the reason why many supporters of medicare and
social security in general defend payroll tax financing even though
it falls most heavily on many people whom they represent.

Dr. PENNER. I am not sure I agree with that. There is no more
politically popular Erogram than social security and the pension
part 1of that and the medicare part of that are both especially
popular.

suspect that earmarking the payroll tax has helped discipline
the program somewhat. In other words the programs may have
grown faster if we didn’t have that discipline.
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I would agree that the argument for payroll-tax financing of
medicare is much weaker than for the payroll tax financing of
pensions, but I do think it would be a mistake to go to general
revenue financing of hospital insurance just as a way. out of this
shortrun problem.

I think that whole issue should be judged on its own merits. If I
am right that payroll tax financing exerts some sort of discipline, it
may push us more quickly toward the kind of health insurance
reforms that you have advocated and I am a fan of your basic
approach to the whole thini.

nator DURENBERGER. Thank you very much.

Senator ARMSTRONG. Gentlemen, we are indebted to you for your
participation, even though you haven’t agreed on every point. I
think that the theme of your testimony is pretty clear; that is, we
better get on with finding the solution, if we don’t, we will all
regret it later, and we ought to work out some kind of a package
we can agree to and present to our colleagues.

That is certainly my feeling. Your testimony has been helpful.

Dr. Kaplan, I just want to make one kind of hitchhike observa-
tion on your comments about how people are feeling and about the
call-ins from Pittsburgh.

I wasn’t sure what point you were making. If the point was that
you wish ever%rbody felt better about the future of the social secu-
rity program, I would respectfully disagree. I think it is wholesome
for the public to understand that the fund is in trouble and that if
we don’t do something, they may not get their checks.

There is a popular assumption that Congress will always step in,
shore up the system, and make everything turn out all right.

Indeed that is my own feeling up to a point. But, at some point,
if we put off that decision too long, we lose control of the outcome.

I think, for example, of all the assurances that committees of
Congress have heard from economists that inflation would not get
out of hand.

In fact, I remember being told by economists that there was a
tradeoff between unemployment and inflation. When one went up,
the other went down. .

Then all of a sudden it quit working that way. I want to say, I
think we are going to save the system. I am dedicated to that end—
my colleagues are also. We are going to make the hard decisions,
but you know the Titanic did sink, the Hindenberg did burn, the
stock market did crash, and inflation did burst into double digits,
these disasters do occur, despite all assurances to the contrary.

So, I think the public should not be haunted by the problems
facing social security but they should be genuinely concerned. We
do have to take corrective action.

Dr. KapLaN. I think what I heard expressed is mnre than con-
cerned. What is now a 5 percent shortfall in taxes relative to
benefits is made out to sound like the system is broke and almost
irretrievable.

Senator ARMSTRONG. Well, I am told that there is a deficit of $1.5
trillion in the system over the customary 75-year period, with some
peaks and vallgﬂgl in the shorter run.

. ll)lr AARroN. There is also GNP over that period of about $300
rillion,
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So, I think it is important to put——

Senator ARMSTRONG. $3,000 trillion?

Dr. AAroN. No; $300 trillion.

Senator ARMSTRONG. On another occasion I would like to invite
ou back to tell us what $1 trillion is. I lost track at $1 billion.
Laughter.]

It sounds like a very large amount of money to me.

I am reassured.

Dr. KarLaN. No, the deficit in the system now is comparable to 1
year’s gross national product. That is something to take very seri-
ously. I think our remarks were addressed to that.

Senator ARMSTRONG. Just as a point of interest, I am advised
that the $1.5 trillion is the amount of the deficit in 1981 dollars,
not in current dollars at the end of the 75-year period. This is the
unfunded amount left after subtracting expected revenues.

We are all familiar with the gross national product as an income
measure. What is the gross worth of the economic assets of the
country today?

In other words, what are the assets on a balance sheet today?

Dr. AAroN. I don’t have a number, but the value of our real
capital stock really shouldn’t be weighed on a balance with a debt
we owe to ourselves.

We have real machinery and real homes and real factories out
there. We owe the social security to each other. So that one per-
son’s debt is another person'’s asset. It is not comparable to think of
the two together.

Senator ARMSTRONG. All right, duly noted. But what is it? Does
angbocli{y have a guess?

r. KAPLAN. $5 trillion.

Senator ARMSTRONG. $5 trillion?

Dr. KarLAN. Yes.

Sengtor ARMSTRONG. Would be the total value of all the real
assets?

If that is true and if we have a $1.5 trillion deficit here and we
have a $1 trillion deficit represented by various kinds of Treasury
obligations, then if there is a $700 billion deficit in the Federal
employees pension fund, it is no wonder that the people of Pitts-
burgh are beginning to express concern.

I am as concerned as they are.

Unless there is something further, I thank you all for your
participation. _

[The statements of the preceding panel follow:]
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SUMMARY

Thi§ testimony describes demographic changes that will affect
Social Security finarcing over the long term: (1) the aging of the
population (that is, the rise in the fraction of elderly people) from
now into the next ~entury; (2) the shift of wives into paid work outside
the home; (3) lengthening of life expectancy; (4) changes in the average
retirement age; and (5) uncertainties about future immigration.

The following conclusions are drawn:

1. We can foresee a sharp increase in the over-65 population (of
whom & rising proportion will be widows), likely continuation
of the shift of wives into the workforce, anl a lengthening of
life expectancy.

2. The long-term demographic outlook, however, is uncertain in
important respects. Demographic "surprises' have occurred in
the past; we should be prepared for more.

3. As long as Social Security payments are financed by
intergenerational transfers instead of by the contributions of
the recipients themselves, the system will be vulnerable to
demographic shifts that legislation cannot fully anticipate.
For example, Social Security projections appear to overlook an
important source of instability associated with unforeseen
swings in future fertility.

4. The element of demographic surprise can be reduced by
continually reappraising the assumptions underlying projections

of the numbers of donors and recipients.
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Early warnings, however, are useful only if linked to a procedure for
acting on them. Accordingly, my recommendations are:

1. To set up procedures for monitoring demographic trends more
closely, especially to detect é;rly warnings of significant
departures from past trends.

2. To institutionalize a thorough and ongoing reappraisal of the
demographic assumptions underlying long-range projections of
Social Security's figancing. The present assumptions about
future fertility (as set forth in the 1981 Social Security
Trustees' Report) are overly narrow in what they envision.

Both steps could be accomplished through interaction with demographers

who have specialized expertise.
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I. INTRODUCTION

The past half-century has witnessed major changes in long-term
patterns of fertility, mortality, and labor-force participation. These
changes have fundamentally altered the terms of the social compact
between generations that is embodied in Social Security. By creating an
imbalance between Social Security recipients and donors, demographic
change has undermined support for intergenerational transfers, altered

the consequences of existing legislation, and created constituencies for

new laws.

My testimony has two purposes. The first is to describe the
salient demographic changes and separate what we can confidently foresee
from what must remain uncertain. The second is to link these changes to
Social Security financing over the long run. 1 emphasize "long run"
because these continuing demographic changes must be distinguished from
other threats to the Social Security System's financial soundness--
threats that result from inflation, unemplovment, and the manner in
which benefits and contributions are coupled.

My message can be summatized as follows:

1. Although we can confidently foresee some changes, the long-term
demographic outlook is uncertain in important respects.
Demographic "surprises" have occurred in the past; we should be
prepared for more.

2. As long as Social Security payments are financed by
intergenerational transfers instead of by the contributions of

the recipients themselves, the system will be vulnerable to

83-823 0—81—8
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demographic shifts--for example, unforeseen swings in future
fertility--that legislation cannot fully anticipate.

3. The element of demographic surprise can be reduced, however, by
continually reappraising the assumptions underlying projections

of the numbers of donors and recipients.

In addressing these topics, I have drawn on the studies and
expertise of my colleagues at The Rand Corporaéion's Population Research
Center, which is supported by the National Institute of Child Health apd
Human Development (NICHD). The views and conclusions expressed here are
my own, not necessarily those of Rand or of agencies sponsoring its

research.
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I1I. FIVE DEMOGRAPHIC TRENDS SHAPING THE SOCIAL SECURITY SYSTEM'S

FUTURE FINANCING

Five aspects of demographic change bear centrally on the Social

Security System's long-term financing:

will increase the ratio of prospective Social Security
recipients to the number of workers paying into the system.
Under present arrangements, that would mean collecting more
dollars from the workforce to pay benefits to a growing
fraction of retirees,

2. The shift of wives imto paid employment outside the home. If
it continues, this shift will increase payments into Social
Security and in the future will entitle a progressively larger
fraction of wives to benefits as retired wage-earners rather

than as dependents.

3. Lengthening of life expectancy. This is one of two factors

affecting the length of the benefit period, but a factor that
constitutes & "given."

4. Changes in the average age at which workers retire. This is

the second factor affecting the length of the benefit period,
and one that is susceptible to the influence of policy.
5. Uncertainties about the future numbers, earnings, and

retirement characteristics of immigrants. At this time, we can

foresae neither their future contributions as wage-earners nor
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ths future Socisl Security benefit obligations they would

impose as retirees.

All five aspects of demographic change will have far-reaching
affects on the Social Security Systes's future financing. In what
follows, I delineate each trend and discuss its background and possible

future course.

1. "GRAYING" OF THE POPULATION'S AGE DISTRIBUTION

Wide fluctuatiops in U.S. fertility during this century have left
an indelible imprint on the population's age structure. Owing to the
unevenness of that structure, some age groups within the population will
expand while others simultaneously will contract. This pattern of
uneven changes for the vari{ous age groups will persist for many decades
to come. Figure 1 illustrates why. It displays the predictable way in

which the maturation of different-sized birth cohorts will affect the
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Fig. 1--How Cohort Maturation Will Affect Future Numbers of 60-to-69-Year-Olds
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size of a given age group (for example, 60-to-69-year-olds) in future
years. In the year 2000, for example, persons in their 60s will have
come from the numerically small cohorts who were born during the 1930s
Depression. In the year 2020, 60-to-69-year-olds will be replaced by
the much larger "baby boom" cohorts; they, in turn, will be replaced
around 2040 by the much smaller "baby bust" cohorts born since 1970.
The far-reaching implications of this process are now widely
recognized. If fertility remains néar its present level, and mortality
conditions follow the Census Bureau's projected course of gradual
improvement, the "graying" of the U.S. population will assume these

proportions:

o The population aged 65 and older will increase from the current
11 percent to between 18 and 23 percent by the year 2035.

o People in their late 70s and 80s will constitute a larger
fraction of this elderly population. People who are 75 and
older currently make up 58 percent of the population over 65.
That figure will rise to 47 percent by the year 2035.

o The proportion of elderly widows will rise, and they will face‘
a longer widowhood. Women's life expectancy exceeds that of
men by a growing margin, and because most women are younger
than their husbands, more and more wives will outlive their
spouses. .

o The full force of these shifgs will be concentrated in a
relatively short period of intense change starting aro?nd the
year 2010, when the baby-boom generation begins to turn 65.

Beginning then, the growth of the elderly population will
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accelerate sharply, shooting up 29 percent between 2010 and

2020 (vs. 9 percent during the 2000-2010 decade).

The overall impact of this "graying" of the population by 2035 will
be: (1) an approximate doubling of the ratio of prospective retirees to
prospective wage earners, and (2) a rising fraction of older persons
over age 72 (hence exempt from today's Social Security earnings test).

The Social Security System's demographic imbalance originated in
the post-World War II baby boom and worsened in the late 1960s, when
Americans rejected the idea of large or moderate-size families to a
degree that surprised most demographers. The total fertility rate,(l]
which climbed to a baby-boom peak of 3.7 children per woman in the late
1950s, had fallen to 1.8 by 1975, where it has remained essentially
unchanged.

The fertility trend in the next several decades will be important:
It will govern changes in the number of working-age persons early in the
next century, and may indirectly affect the number of wives paying into
Social Security as wage earners during the remainder of this century.
Presently, the total fertility rate stands at 1.88 children per woman;
but demographers are hesitant to predict its future course, because
uncertainties cloud the outlook and there are genuinely conflicting
scholarly views on what causes the fertility rate to rise or fall over

the long term.{2] The fertility rate could sink below 1.8 under various

[1]The total fertility rate is the average number of children that
would be born alive to & woman during her lifetime if she were to pass
through all her childbearing years conforming to the age-specific fer-
tility rates of a given year.

[2])For an overview of the forecasting "state of the art," see Garry
E. Hendershot and Paul J. Placek, eds., Predicting Fertility: Demo-
graphic Studies of Birth Expectations (Lexington, MA: D.C. Heath,
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circumstances--for example, a substantial rise in women's wage rates,
resulting perhaps from general economic recovery and growth. Indeed,
the total fertility rate is already below 1.6 in several highly
developed Western European nations--Switzerland, the Netherlands, and
West Germany.{3] Observers also envision "rising fertility" scenarios,
however, such as an extended period of prosperity that might produce
ancthet-baby boom. ‘

In any case, birth rates are likely to be more volatile than in the
past. Because couples have acquired greater control over whether and
when to have children in response to changing economic conditions, we
are likely to witness unpredictable intermediate-term fertility swings

and, as a result, variations in the size of future birth cohorts. Those

1981). According to one view, fertility is now low (and likely to
remain low) because the "opportunity costs” of women's time have risen.
In effect, women should become more reluctant to bear children as their
earnings prospects brighten. (See William P. Butz and Michael P. Ward,
"“The Emergence of Countercyclical U.S. Fertility," American Economic Re-
view 69(1979): 318-328.)

A different view (but one that reaches a similar conclusion)
stresses normative changes in women's roles, shifts in marital and fami-
lial patterns, and advancement toward a perfect-contraceptive society,
all of which should attenuate rather than encourage high fertility.
(See Charles F. Westoff, "Marriage and Fertility in the Developed Coun-
tries,” Scientific American 239 [December 1978]: 1S5, 51-57, 198.)

Yet another view attributes each generation's childbearing™to that
generation's relative size (hence, economic fortunes) compared with the
size of others. In large cohorts, there is a glut of young people in
the labor market, job competition is intense, and young people are less
willing to marry and have children. - In small cohorts, there are rela-
tively fewer young adults competing for jobs and optimistic couples in-
crease their childbearing aspirations. This model projects a rise in
the birth rate in the 1980s, owing to the smaller echorts born in the
1960s. (See Richard A. Easterlin, Birth and Fortune [New York: Basic
Books, 1980].)

[3]The fertility decline in Europe is discussed in Jean Bourgeois-
Pichat, "Recent Demographic Changes in Western Europe: An Assessment,”
Population and Development Review 7(1), March 1981, 19-42.
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variations, in turn, will continuously alter the balance of Social
Security receipts and payments several decades thereafter.

The implications for Social Security financing are twofold. First,
the System’s financial outlook can appear to be sound or unsound,
depending on one's long-term assumptions about fertility. The hazard
here is that the choice of those assumptions may be governed more by
transitory political expe&iency than by-a realistic (and perhaps
unpleasant) analysis of future prospects. Second, because the fertility
rate is likely to fluctuate unpredictably around its long-term trend,
the System needs & cushion for the intermediate-term "shocks" of future
variations in cohort size.[4] Some type of "demographic shock-absorber"
will be needed.

In light of these considerations, let us turn to the fertility
assumptions underlying the projections on which the 1981 Social Security
Trustees' Report is based.[5] Those assumptions establish a range for
the total fertility rate extending from a "pessimistic" low of 1.7
births per woman to an “"optimistic” high of 2.4, with an intermediate
level of 2.1 births.[6] I question the wisdom of these assumptions on

two grounds:

{4)James A. Sweet and Ronald R. Rindfuss, "Predicting Fertility:
Socio-Demographic Considerations," unpublished paper prepared for the
Social Security Administration, March 1980.

Age Survivors Insurance Trust Fund and the Federal Disability lnsurance
Trust Fund, transmitted July 2, 1981, to The Speaker of The House of
Representatives, pp. 32-33 and pp. 72-75.

[6]Ibid, pp. 32-33. In alternative I (the optimistic assumption)},
the total fertility rate (1.875 in 1980) is assumed to rise to 2.4 in
2005. In alternative II (the intermediate assumption), the total fer-
tility rate is assumed to attain 2.1 by 2005. In alternative III (the
pessimistic assumption), the rate is assumed to decline to 1.7 by 2005,
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1. If the intent is to foresee plausible levels of future

fertility, this range is too narrow. It is plausible that the

total fertility rate might exceed 2.4 in the future (after all,
it was as high as 3.7 lateuin the 1959§); more important, it
may well sink below 1.7 for an extended period. I regard a
future fertility rate of 1.7 as realistically possible, no

matter how "pessimistic’ that possibility may now appear.

2. The Social Security projections overlook an important source of

instability associated with unforeseen intermediate-term

fluctuations in fertility. The succession of different-sized

cohorts will pose a continuing problem for Social Security
financing; adaptive mechanisms will be required to cope with

it.

Admittedly, this is a somewhat unsatisfying prognostication, but it
reflects the uncertainties current among demographers. We have been
surprised before, and we anticipate being surprised again.(7] By -
monitoring ongoing fertility trends more closely, however, it is
possible to reduce the element of surprise--after all, babies born in
1981 will not join the workforce for nearly two decades, and a sustained
rise in fertility might foreshadow a leveling off of wives' workforce

participation.

{7]We have been surprised before because historical (period)
factors--wars, depressions, and even the Supreme Court's 1954 school
desegregation ruling--have affected period fertility rates. Although
demographers can predict with some confidence how fertility rates would
respond to a future war, depression, or period of prosperity, those fu- --
ture events themselves cannot be foreseen.
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2. THE SHIFT OF WIVES INTO PAID EMPLOYMENT

In the traditional American family, the husband was the sole income
earner; the wife contributed to the family's economic well-being largely
through home production tasks. Typically, then, her eligibility for
Social Security benefits derived from her status as a dependent, not a
wage-earner.

Events tave long since outmoded the Social Security System's
earlier underlying premise that households have a single breadwinner, of
course. As of 1987, 50 percent of married women worked for pg}, up from
24 percent in 19¢%0.

This is a trend of profound significance, and more built-in
demographic momentum is behind it than is generally recognized. With
low fertility, an increasing proportion of couples have few or no
children at any given point in their life course, a situation more
compatible with wives' employment outside the home than the large
families of earlier years. Surprisingly, though, the mothers of pre-
school children have registered the sharpest rise in employment rates:
from 12 percent in 1950 to 45 percent in 1980.

One impetus behind this trend is the change in how wives are
ordering their careers ;; mothers and income earners: They are going to
work earlier in life and continuing to work after children arrive.
Another is the sharp rise in age-specific labor force participation
rates for each succeeding generation of wives. Unfortunately, time does
not allow me to elaborate on these points, but I do want to call to your
attention a newly issued study, prepared at Rand's Population Research

Center by my colleague Linda J. Waite. Her study, issued by The
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Population Reference Bureau, is entitled U.S. Women at Work. I am

furnishing a copy and ask that it be entered in the written teiord, to
make it available to the Subcommittee. -

Taken together, I believe these developments foreshadow higher
labor force participation and attachment in the future--perhaps well
above current Federal projections. Earlier generations of nonworking
women are being replaced by more recent generations who, early in their
adult life, have developed the foundations of lifelong careers in the
workforce. In my opinion, many more of today's young wives, compared
with their counterparts 8 decade or more ago, will be earning income in
their older years and holding fulltime jobs.

The shift of wives into the workforce carries two important
implications for the financing of Social Security. First, more wage-
earners will mean more dollars paid into the system--the only question
is, how many dollars? Second, in future years, many wore women reaching
retirement age will have worked long enough to qualify for Social
Security benefits based on their payroll contributions. Since such
women receive the higher of the two benefits for which they are
eligible--either that of a retired worker or that of a dependent--much
will hinge on the amount wives earn in the future.

How extensive will be the shift of wives :into the paid workforce?
Here, too, our vulnerability to "surprise" is apparent: Previous
projections have persistently underestimated actual levels.[8] Ten-year

projections materialized within only a few years. Even the current

[8]See discussion in Paul 0. Flaim and Howard N. Fullerton, Jr.,
"Labor Force Projections to 1990: Three Possible Paths,” Monthly Labor
Review, Vol. 101, No. 12 (December 1978), pp. 25-35.
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round of projections[9] may prove over-conservative, given the momentum
of change built into the replacement of generations alluded to in Dr.
Waite's study (U.S. Women at Work, pp. 7-9).

Once again, we are in a position to reduce the element of surprise:
Demographers are now probably better equipped than ever before to
monitor tha trend, analyze its structure and, it is to be hoped, foresee

its future course.

3. LENGTHENING OF LIFE EXPECTANCY

[ Demographers speak with greater confidence when they Iiscuss the
outlook for the lengthening of life expectancy. The unc *sinties are
smaller and projection techniques more sophisticated. Indeed, Social
Security actuaries are well equipped to judge changing patterns of
mortality and prospects for the future. Accordingly, I will merely
highlight a few points:

First, older Americans are living longer.(10} As of 1978, remaining
life expectancy at age 63 was 18.0 years for women and 14.1 for men
- (refer to Table 1). Those figures represent a gain since 1940 of 4.4

years for women and 2.0 years for men.

{9)1The latest BLS projections (which present civilian labor force
participation rates for all women, married and unmarried) foresee a rise
in that rate from 51 percent in 1979 to between 58 and 65 percent by
1995. See Howard N. Fullertom, Jr., "The 1995 Labor Force: A First
Look," Monthly Labor Review, Vol. 103, No. 12 (December 1980), pp. 1i-
21.

[10]For a recent review, see Eileen M. Crimmins, "The Changing Pat-
tern of American Mortality Decline, 1940-77 and Its Implications for the
Future," Population and Development Review, Vol. 7, No. 2 (June 1981),
pp. 229-254.
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Table 1
Remaining Life Expectancy

(in years)

1940 1968 1978

At Birth
Total 63.6 70.2 73.3
Men 61.6 66.6 69.5 i}
Women 65.9 74.0 77.2
At Age 65
Total 12.8 14.6 16.1
Men 12.1 12.8 4.1

Women 13.6 16.3 18.0

Source: National Center for Health
Statistics, and dat.: cited in Jacob S.
Siegel, "Recent and Prospective Demographic
Trends for the Elderly Population and Some
Implications for Health Care,” in Suzanne
G. Haynes and Manning Feinleib, eds.,
Second Conference on the Epidemiology of
ggtns (Washington: USGPO, 1980), pp. 289-

Second, older Americans are enjoying better health at a given age
than their predecessors in past generatioms, and there are indications
that the period of adult vigor may extend to a later chronological age

than in the past.{11] Thus, older Americans also are remaining

potantially productive longer. ~

{11]James F. Fries, M.D., "Aging, Natural Death, and the Compres-
sion of Morbidity," The New England Journal of Medicine, Vol. 303, No. 3
(July 17, 1980), pp. 130-135.
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Finally, dramatic increases in life expectancy through major
"breakthroughs"” on specific causes of death seem unlikely, owing to the
effect of competing risks. For example, a sharp reduction in cancer
would still leave one vulnerable to cardiovascular diseases. If the
aging process itself could be slowed through genetic engineering or
immunologic breakthroughs, however, the outlook could change, perhaps
lengthening considerably the period over which retirees would be
eligible to receive Social Security benefits. Misjudging this

possibility could prove to be an extremely expensive error.

4. CHANGING AGE AT RETIREMENT

The average age at which workers retire is a central parameter
affecting the financing of Social Security. When workers retire at an
older age, they stretch out the period during which they pay into Social
Security and sporten the period for receiving benefits. In recent
years, though, most workers (men in particular) have been doing just the
opposite--retiring earlier instead of later--despite legislation
wminimizing mandatorg retirement and overall improvements in health and
productivity in their older years. From 1969 to 1979, for example, the
proportion of men over age 55 who worked during the year declined from
64 to 52 percent, and the proportion of women with jobs dropped from 32
to 27 percent. Many workers have chosen to retire at an earlier age
because of liberal pension plans, improveh disability provisions, and
increased Social Security benefits.

Strong arguments have been advanced in favor of stimulating a

gradual rise in the average retirement age--one sure way to offset the
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deteriorating demographics of sge structure. Without taking‘B;; side or
the other on this hotly contested issue, let me note & more fundamental
issue embedded in that debate. The traditional way of defining old age
has been to mark it chronologically: You are old when you reach some
agreed-upon age. The problem with a fixed retirement age, though, is
that it becomes gradually outdated by its failure to keep pace with the
improving health and productivity of successive generations who attain

- that age.[12] Today's 65-year-olds have a longer and prospectively
healthier life span than their counterparts in earlier generations;
tomorrow's 65-year-olds will enjoy an even longer and healthier old age.

- Wé'shoﬁigrconsider possible alternatives to the traditional definition

of when "old age" begins.

5. UNCERTAINTIES ABOUT FUTURE IMMIGRATION

The U.S. will continue to feel the effects of the changes in
immigration policy wrought by the 1965 reforms and the pressures to
accept a rising flood of worldwide refugees. The 1965 law shifted the
composition of immigration toward Asian and Latin American, rather than
European, origins. The political, social, and economic conditions that
have caused the large influx of immigrants and refugeas are almost
certain to continue during the 1980s, and the ﬁnited States will remain
a preferred destination for persoas who are displaced or who seek to

better their lives.

[12}Jacob S. Siegel, "On the Demography of Aging," Demography, Vol.
17, No. & (November 1980), pp. 345-364.
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The magnitude of legal immigration, a ;Atter of deliberate policy,
is dwarfed by that of illegal immigration, which cannot now even be
measured, let alone predicted. Responsible estimates of the number of
illegal immigrants living in the U.S. range from 4 to 6 million as of
the mid-1970s, probably with substantial increases since then. Much of
the illegal immigration to the U.S., however, may be offset by a
substantial level of return migration. T

The level of immigration--legal and illegal--in the future is
anybody's guess. No less important, however, is the matter of

composition: age, skill level, national origin, and so forth. These

uncertainties pose important unanswered questions:

o How much are future immigrants likely to earn?

o What will be their family structure and composition (which
determines the number of future dependents)?

o Will immigrants retain the age-specific work patterns of their
countries of origin throughout their working lives, or will
they adjust toward the then-prevailing pattern of U.S.
retirement?

o How many immigrants will be §round to collect Social Security
benefits when they retire?

o How many of those retirement dollars will end up being spent in
other countrjes? .

o What will happen when those undocumented immigrants whose
contributions presently are being credited to counterfeit or

duplicate Social Security numbers retire and demand their

benefits? -
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IIT. CONCLUSIONS AND RECOMMENDATIONS

In conclusion, let me turn to the broader implications of this
changing and only partly foreseeable demographic context.

Our unders}anding of the trends outlined above has been advanced
considerably in recent years, thanks in large part to the program of
scientific investigation supported by NICHD's Center for Population
Research. That understanding strengthens the basis on which
demographers monitor and attempt to foresee those trends. Moreover,
current population trends are delineated with greater precision and in
greater detail than ever befnre. Through the statistical systems of the
Bureau of the Census and Labor Statistics, and of other agencies,
legislators now have at their disposal a wide array of technical
indicators that can signal demographic "early warnings."

Certain aspects of the long-term demographic outlook nevertheless
are shrouded in uncertainty. ﬂPemosraphic surprises have occurred in the
past: Recent examples include the "surprisingly" steep fertility decline
and the "surprisingly" rapid shift of wives into the workforce. There
could be surprises in the future--for example, scientific
"breakthroughs' that lengthen elderly life expectancy or, more likely,
intermediate-term swings in future fertility.

As long as Social Security ;)ayments are financed on a "pay-as-you=
gof basis, the system will remain sensitive to these unforeseeable
shifts that cannot be entirely anticipated by legislation. The element
of demographic surprise can be reduced through more effective use of

existing capabilities to monitor these areas of demographic uncertainty.

83-828 O—81—9
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My recommendations to you are: (1) to set up procedures for .
monitoring demographic trends more closely, especially to detect "early
warnings"” of significant departures from the past trend; and (2) to
institutionalize a thorough and ongoing reappraisal of the demographic
assumptions underlying long-range projections of Social Security's
financing. (For example, the present assumptions about future fertility
are overly narrow in what they envision.) Both steps could be
accomplished through interaction with demographers with specjialized
expertise to identify and quantify the demographic factors that affect
the solvency of the Social Security Trust Fund. Such outsiée expertise
is available in the demographic profession. Briefings and information

fact sheets such as the one I have distributed can be prepared to meet

specific Congressional needs upon request.[1]

(1]"The Impact of Population Change on Social Security" (see Appen-
dix) is based on & briefing for the Subcommittee on Social Security of
the House Ways and Means Committee. The briefing was organized by the
Population Resource Center, with technical assistance from the Popula-
tion Association of America. Such information briefings are available
upon request from the Population Resource Center.
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APPENDIX

THE IMPACT OF POPULATION CHANGE
ON SOCIAL SECURITY

Some Demograyhlc Indicators . . . .

* The U.S. population is am Beginning around the year 2013, the population aged 68 and over will increase dra-
matically, by about 40% in 15 years

¢ There are now 45 million women in the labor force. The lifetime labor supply and earnings of women are increasing
rapidly, even faster than many experts anticipated.

® American males are retiring carher In 1947 nearly half of all men aged 65 and over worked. By 1978 the number
was barely one in five.

® People are living longer. In 1950, the average person who reached age 65 lived to age 79. By 1978, the average 55-
year-old could expect to pass age 81.

Some Implications for Policy-Makers . . .

» The aging U.S. population will cause a great strain on the social security system. While the nation has about $ per-
sons of “working age” (between 20-64 years) for each person 65 and over, it appears that this ratio will be cut in
half, to about 2¥: persons of working age for each elderly person, according to a recent report from Social Security.

» Social security retirement benefits are based on the 1930’s premise that households have only one breadwinner.
Studies indicate that in only 20 years, 80% or more of women reaching age 65 will have worked long enough to be
entitled to social security based on their own payroll contributions.

* The social security system began at a time when retirement at age 65 or later was the norm. Now, “early retirement™
is more popular, perhaps in part because the retirement system itself has become far more generous in the last 30
years. Also, the social security earnings test discourages some persons from working full-time past age 62.

¢ The social security trust fund pays out less money over a remaining lifetime to a person who delays retirement than
to a person who retires at age 65 or earlier. As delayed retirement has become less and less common, the system has
had to pay out larger sums in retirement benefits.

U.S. POPULATION AGE-SEX PYRAMIDS:1980-2040
Yr. 2000 = Yr. 2020 Yr. 2040
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Means, December 2, 1980, [t pravides bref examples of demographic trends in the United States and points out some of the implications for policy
decision-makers. The Summary is based on the of the four experts Mr. Steven Sandell, Natonal Commasion for
Employment Policy: Mr. Walter Shur. New York Lie Insurance Company: Dr Richard Wertheimer, The Urban Institute: and Ms. Signe
Wetrogan, U 5. Buresu of the Census,

The briefing was organized by the Population Resource Center with technical from the Pop Association of Amenca, lor 1the
Sob«mmnm on Socual Seeumy ol the U S Houn ol Rmuuw Ways and Means Commitiee. Thes Svmnury ‘was prepared by the Popula-
tion R Bureau, Inc., DC. A enay be obtained from the Population Resource Center (202) 548-5030. o
the Population Mnnnu Bureau (202) 7854654,
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The Demographic Impact

Significant demographic changes raise questions about the validity of soctal
security benefit structure and design. The social security system is in poor
financial health in part because of the aging of the U.S. population, the
changing face of the American household, improved life expectancy, earlier
retirement, large increases in benefits, and slow economic growth combined
with rapid inflation.

An Aging Population
PERSONS AGED 65 AND OVER INTHE U.S.

Because of the large number of
people born during the post World
War II “baby boom" and the de-
cline in fertility rates which
followed in the late sixties and
seventies, the U.S. population
is growing older and will con=-
tinue to place a financial strain
on the social security system.
The population aged 65 or over
will increase dramatically, by
about 40% {n 15 years beginning
around 2015 .

When the baby boom generation starts to swell the retired rolls, the number of
working age people will actually decrease. Currently there are about 5 persons
aged 20-64 for each person 65 and over. By 2010 there will be 4 persons and by
2040 there will be only about 2 1/2 persons of working age available to support
each elderly person. These Social Security Administration projections assume
that the total fertility rate will increase to 2.1 children per woman, but 1if
the rate remains as it is now at 1.8 children per woman, or if there is a major
breakthrough in the treatment of heart disease or cancer that would lengthen the
life span, the dependency .ratio would be even less favorable.

Whether fertility will increase and ultimately lead to an easing of the situation
is subject to speculation. Some observers say that women will not go back to
larger families because they now have the opportunity to pursue a role other than
motherhood, while others relate low fertility to economic necessity or to higher
female wage rates.

Even if the total fertility rate should increase to 2.5 children per woman,
however, the number of persons aged 20 to 64 who will have to support one person
65 or over still declines, from 5 in 1980 to 3.3 in the year 2040,
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Labor Supply of Women

The increasing labor force participation of
women has an important impact on the balance
of the social security trust fund and the
cost of various propossls to reform the bene-
fit structure, as well as raising questions
about the inequitable treatment of women
under the present system. In 1940, when
social security monthly benefit payments
were first made, most households had one
breadwinner and one homemaker. Only 14%

of married women were in paid employment.
Now, about half work outside the home, and
this proportion is projected to increase to
about 60X by the 2lst century. - N

Since an individual can only receive the
higher of the two benefits for which he or
she i3 eligible~-either that of a retired
worker or tuat of a spouse or survivor,
the aggregate trust fund balance changes
as more women earn benefits in their own
right. As the lifetime labor supply of
women increases, there is a decrease in
the cost of depeandents' or survivors'
benefits.

From an individual woman's perspective,
the value of the spousal or survivor's
benefit depends in part on what she
would have received based on her own
labor supply and earnings. Maay em-~
ployed women who qualify as a spouse
or survivor find they receive no more
in benefits than if they had never
paid social security payroll taxes at
all.
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New studies show that, instead of 69 percent as previously predicted, possibly
more than 80 percent of the women reaching retirement age at the turn of the
century will qualify for benefits based on their own employment histories.
Therefore, revised alternative projections of future labor supply and earnings
should be used to estimate the cost of present and proposed benefit structures,
such as earnings sharing and the inheritance of earnings credits.
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Men are retiring earlier, perhaps in part due to the retirement income system

itself.

ably helping to shape older Americans'

The Iincreases in social security benefits and eligibility are prob-

retirement plans and influencing the

amount 9f work they do following retirement. -

Also, until the recent change
in the Age Discrimination in
Employment Act, mandatory re-
tirement rules forced many
workers out of their careers
at age 65. Employer pensfon
benefit formulas entice many
others out of their jobs at
even earlier ages. Some may
be discouraged by the social
security earnings test which
reduces benefits by 50 cents
for every dollar earned above
$5,000 a year by persons aged
65-71, or above $3,000 for
workers 62-64,

30 PERSONS PAYING
SOCIAL SECURITY TAXES

PER BENEFICIARY AGED 65+

4 Source’ US. Houss of Reprasentatives,
40 mc:munn on Pogutstion, 1978.
18 |-
® N
) - " ‘\f-_>
» R SRR SR AN |
960 B0 1980 1990 2000 m 2020 200 2040 m

YEAR

The increase in the mandatory retirement age and persistent high fnflation are

both factors working against early retirement, however.

In addition, fewer

younger workers will be entering the labor market in the future, perhaps rais-

ing the demand for older workers.

LIFE EXPECTANCY

1900° 1950 1978°
LIFE EXPECTANCY AT BIRTH
Total 473 68.2 na
Men 48.3 656 69.5
Women 483 IAR| 1.2
” LIFE EXPECTANCY AT AGE 5
Totst 11.9 139 16.1
Men 1.5 12.8 141
Women  12.2 15.0 18.0

Sources. National Canter for Musith Statwtwcs, 1960
€ Dueth regutration sree only.
S Eachugu deeche of U.S. nonvesrdents.

Longer Life Span

People are living longer, Assuming
an 8% inflation rate, a person who
starts with retirement benefits of
$300 a month at age 65 would receive
$87,000 from social security over a
remaining lifetime of 14 years (the
1950 life expectancy of a 65-year-
old). But with a life expectancy of
16 more years (as it was in 1978),
social security will have to dis-
pense about $114,000, 30% more money.
Further improvements in longevity
will continue to put fiscal pressure
on social security.
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Statement of Henry Aaron*

Before the Senate Finance Committee
Subcomaittee on Social Security and Income Maintenance Programs

July 7, 1981

*Henry Aaron is a Senlor Fellow at the Brookings Institution and
Professor of Economics at the University of Maryland.

The views expressed in this statement do not necessarily reflect those
of Brookings staff or the University of Maryland staff members or the
officers and trustees of the Brookings Institution. Dr. Aaron also
served as Chairmasn of the 1979 Advisory Council on Social Security.
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Mr. Chairman, thank you for the opportunity to testify before
your coanmittee today. My name is Henry Aaron. I am a Senior Fellow at
the Brookings Institution and Professor of Economics at the University
of Maryland. I served as Chairman of the 1979 Advisory Council on
Social Security and before that as Assistant Secretary for Planning and
Evaluation in the Department of Health, Education, and Welfare.

The immediate financial prospects of the social security trust
funds will force this Congress to legislate some changes in the systea
during this session. The excess of the growth of prices over the growth
of wages and relatively high unemployment are leading to the depletion
of the retirement and survivors” insurance trust fund. At the same
time, the disability and health insurance funds are expected to have
sizeable surpluses. Whether the DI and HI surpluses and reserves are
sufficient to offset the OASI fund deficits, without changes in benefits
or taxes, depends on one”s economic assumptfions. It is absolutely
clear, however, that, at a minimum, interfund borrowing or reallocation
of tax rates is desirable to match up revenues and expenditures among
the funds. Prudence requires other changes because it would be foolish

to depend on realization of the Administration’s rosy economic scenario.

The Short-Run Problem

Congress faces a choice between drastic cuts in benefits imposed
by short-run financial conditions, buvt unjustified on other grounds, and
“structural changes in social security financing and benefits that would
make the system less sensitive to short-run economic conditions than it

now {s. In an article that appeared in the Washington Star on June 28,
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1981 I suggest social security policy appropriate for conservative
assunptions about future economic events. That article is attached to
ny testimony and is submitted for the record.

There exists a variety of ways to protect social security from
unanticipated economic fluctuations.

First, the proposal to index benefits to the lesser of the rate
of growth of prices or of wages has been widely discussed. It would
reduce greatly the sensitivity of social security to the kind of -
economic events recently encountered.

Second, Congress has contemplated granting the social security
trust funds authority to borrow from each other and from the Treasury if
reserves sink to unacceptably low levels. This authority should be
granted, provided that explicit arrangements are made for repayment of
such borrowings when economic conditions warrant taex increases and
certainly within a stipulated number of years.

Third, it would be desirable to inject some general revenues into
the social security system in a carefully limited manner, either to
offset the effects of protracted high unemployment, either along lines
proposed in 1977 by President Carter or to pay for part or all of
Medicare hospital benefits as proposed by the last two Advisory Councils
on Social Security, one appointed by President Ford and one %y Pre;Ident
Carter, and by the National Commissfon on Social Security.

Had _any one of these three changes been enacted in 1977 there
would be no short-run financial crisis today. Enactment of all three or

any two of them would enable the continuation of social security

benefits and payroll tax rates at approximately their current levels;
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and they would preserve the financial balance of the systea even in the

face of very unfavorable economic developments.

The Long-Run Problen

In addition to this short-run financing problem and almost
completely independent from it, social security faces a long-run
financing problem that will affect the system in the next century. This
problem {s traceable to demographic events -- the decline in birth and
death rates =- that will boost costs of presently legislated benefits
beginning around the year 2005.

These difficulties are almost completely independent from the
short-run financing problems caused by the recent failure of wages to
rise faster than prices as has be;n customary in the United States. The
slow growth of wages relative to prlce is attributadle largely to the
virtual disappearance of productivity growth, to the second round of
OPEC ptice increases, and to drought-induced inflation in food prices.
The short-run problem nust be sol§ed to assure that people now on the
benefit roll or soon to enter them will receive promised benefits.

Once this problem is solved, the social security system will face
a period of 30 years during which the cost of the systeam, measured as a
percent of the wage base used to finance it, will be less than it is
today. Thus, a 30-year financial interlude, as well as the nature of
the issues raised, separates the long-run and the short-run problems

facing socfal security.
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This fact leads to the conclusion that it is intellectually
dishonest, although it may be politically convenient, to use the
short-run problems that the social security system faces as the basis
for making changes in the system that are relevant wore to the long-fun
problem. Attention should be paid to both of these problems. The
short-run problem critically demands our atteation. The long-run
problem, potentially much larger, can be handled best if it is addressed
now. It is important to recognize, however, that these pioblems are
separate and require quite differeat solutions.

Against this background, I believe the Administration”s proposals
of May 12 are serfously lacking. In addition to muddying the quite
separate short- and long-run problems, the changes proposed by the
Adninistration would create serious anomalies. I outlined these
shortcomings in testimony before the Select Committee on Aging of the
House of Representatives on lMay 20 which I append to my testiwony and
submit for the record.

A?ong these shortcomings, these proposals would reduce benefits
at age 62 by 43 percent in 1987 and deny any age 62 retiree in 1982 a
bengflt even as high as the official poverty threshold, no matter how
much they earned. They would tighten eligibility for disability
benefits significantly, although 70 percent of applicants are refused
benefits and of those refused 80 percent never work regularly again.
They would deny eligibility for disability benefits for a period of
seven years after she returns to work to a woman who has a baby and
stays home until the baby is 3 years old. They would cut all benefits

for all retirees for the next 75 years by a formula that would leave the
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amount of the cut dependent, not on congressional decision, but on the

caprice of inflation rates over the next five years.

Steps to Solving the Problems

Social security faces short-run problems that are urgent but
easily solvable. It faces long-run problems that are much larger, but
for which golutions can and should be gradually implemented. A balg;ced
program of action that would solve each problem would consist of the
following elements.

To deal with the short-run problem, Congress, in my opinion,
should immediately provide for interfund borrowing and reallocate
revenues among the three trust funds. 1In addition, it should authorize
the trust funds to borrow from the Treasury under specified conditfons
and with carefully stipulated rules for repayment of these loans. It
should base the annual adjustment in currently payable dbenefits on the
lower of the consumer price index or a wage index rather than on the
consumer price index alone. The time has come to pay for part of
Medicare hospital insurance out of general revenues. I would also favor
including in taxable income some fraction of soci;i security benefits
and the returning of resulting revenues to the trust fund; I recognize
that thls.change is‘controversial, but this committee needs no reminder
that Congress~recent1y took the step, unthinkable until {t was made, of
subjecting part of unemployment insurance to income tax. Adoption of
all or some of these changes would prevent any short-run financing
problems under existing law with plausible fluctuations in economic

activity until the next century.
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To deal with the long-run problem, I would urge Congress to
choose between two solutions, either of which is approximately
sufficient to balance promised benefits with presently legislated tax
rates over the next seventy-five years. A gradual increase from 65 to
68 in the age at which unreduced benefits are paid, beginning about the
year 2000, would come close to eliminating the deficit. It woﬁld be

necessary, in my opinion, to provide a special unemployment, disability,

or unreduced early retirement benefit for workers age 65 to 68 who have

‘become unemployed and cannot find work or who are engaged in physically

taxing work which becomes excessively burdensome with age. Such a
benefit would use some of the savings from an increase in the norwal age
of elfgibility, but this change onid come close to closing thev}ons—run
deficit.

Alternatively, Congress might elect to replace the present method
of adjusting the foruula used for calculating initial benefit
entitlements. At present, this adjustment {s based on the percentage
increase in wages. Professor Hsiao and others have suggestéd that the
adjustment be based on prices. I would support such a change, provided
that its effective date were delayed until about-1995. There is no
evidence that present benefits are excessive, and the principle that
major changes in the benefit structure should be made only after
potential recipients have had ample notice should be honored. Arguments
on behalf of this change are set forth 1K(ghe attached statement
supplementary to the Report of the 1979“A4visory Council on Social
Security, signed by me, former Chairman of the Council of Economic

Advisors Gardner Ackley, two of the three business representatives on
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the Councfl, and one other public member; I submit that statement for
the record. This change would be more than sufficient to solve the
long-tern financing problems of the social ;ecutity system for the next
seventy~-five years.

In addition to these changes, other modifications in benefits
would be desirable, but would not necessarily reduce benefits. Congress
should improve benefits for high-wage workers and for long-service,
low-wage workers, and it should reduce benefits for short-service
workers. The report of the 1979 Advisory Council presented a revised
benefit formula that accomplished all three goals at no additional cost.
i;e time 1s ripe for the enactment of universal coverage, a move
supported by every study group that has examined the question in recent
years.

Taken together, these changés would put social security on sound
financial footing in both the short- and the long-runs and would {mprove
the ability of the system to serve as the basic retirement program for

older Americans.
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Mr. Chairman, I should like to make the following six points regarding the
President's proposed reductions in socisl security benefits:

o The reduction in social security benefits sought by the Administration

in its budget amendments and May 12 announ t would red benefits
by more than twenty-three percent. These cuts are more than twice as
large as necessary to close the long-run deficit under current law.

If one agrees with the Administration's short-run economic forecast,
nothing other than interfund borrowing is necessary to deal with the -
short-run financing problem.

¢ The reduction in benefits for early retirees would leave those who
retire at age 62 in 1987 with benefits 43 percent smaller than those
payable under current law. No age 62 retiree in 1982, single or
couple, would receive a benefit as high as the official poverty threshold.
Moreover, tﬁe abruptness of the proposed implementation of the cuts
would reduce benefits for millions of persons on the eve of their re-
tirement.

. ?he Administration proposes to eliminate age, education, and experience
as criteria for determining disability. Of those who apply for disability,
more than seventy percent are now refused -- up from fifty-three percent
six years ago. Of those refused, eighty percent never work regularly
again. Disability insurance is not unduly soft. On the basis of recent

experience, there is no need to tighten the eligibility criteria.
~—
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® The proposed increase in the»requtred proportion of recent quarters
applicants for disability insurance must have worked to be eligible
for benefits would have major effects on the eligibility of women.

For example, a woman who quits work to have a baby and returns to work
on her child's third -birthday never loses eligibility under current
lav. Under the new proposals, this woman would lose eligibility

vhen the child is two years old and would not regain it until seven
years after she returned to work.

o The Administration proposes to reduce replacement rates because they
are higher today than they were in 1972. However, the average $359.25
benefit paid at the end of 1980 does not seem to be too generous to
many people. Moreover, the size of the cut depends on the actual
rate of inflation and wage growth; if prices and wages rise 3 percentage
points more per year than the Administration assumes, replacement rates
will be cut fifteen percent on the average, i

e Other methods of dealing with the short- and long-run problems of
social security are at hand — correction of the overindexing of
benefits in the recent past, use of general revenues to pay for part
of Medicare as urged by the last two advisory councils and the National
Commission on Social Security, a gradual increase in the age at which
unreduced benefits are paid starting in the year 2000, and taxation of
part of benefits -~ and the time has come to extend social security
coverage to all workers. These steps would improve the ltr?cture of
social security, give beneficiaries fair varﬂlng of planned changes,

and put the system on sound financial footing for the next seventy-five

years.
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Supplementary Statement
On the Future Course of the Replacement Rate

By Mr. Aaron, Mr. Ackley, Ms. Falvey,
Mr. Porter and Mr. Van Gorkom .

—
In 1977 Congress enacted a system for adjusting social security
benelits over time which assures that workers with any given leve!
of real earnings, who reach retirement in successively later years,
will recelve progressively higher real benefits. it chose this
method of adjustment because it concluded that the ratio of
social security benefits 1o wages—i.e., the "replacement rate”
—for workers at any given relative position In the earnings dis-
tribution should remain the same In the tuture as it is today. An
implication of this method of adjustment is that workers at any
given level of real eernings will receive progressively higher
benefits, through operation of the weighted benefit formula.

Based on the projections of the Social Security Administration,
under present law, a single worker with average monthly earn-
ings of $1,000 who retires in 1980 will recelve a basic monthly
benefit of $433 in 1880 dollars; a worker with the same real
earnings history who retires In 1995 would receive $471, one
who retires in 2025 would receive $570, and one who retires in
in 2045 would receive $670 (all of the above expressed in 1980
dollars).' The justification advanced for such increasing bene-
fits is that a worker who earns $1,000 per month is better off in
1980, relative to other workers, than wou!d be a worker with the
same real earnings in 2000, and much better off than a worker
with the same real earnings would be in 2025 or 2045. We
understand this argument, and it has some merit.

Our proposal would retain ti.» present method of adjustment
for the next 15 years, so that all vorkers approaching retirement
age would have ample notice about the change in the benefit
formula that we propose. But we recommend the enactment now
of an alternative adjustment mechanism that would come into
eHoct in 1995, and that would automatically assure successive
generations of retirees who have the same real earnings history
the same real benefit. Thus, retirees with average earnings of
$1,000 a month in all years after 1995 would receive a benetit of
$469 (in 1980 dollars). Enactment of this proposal would leave to
successive Congresses the opportunity to decide whether work-
ers with a given real earnings history should receive Increased
real benefits, and to impose the taxes necessary to pay for
them. We support this modification in the benefit formula for two
reasons.

Our first reason is based on our judgment that future Con-
gresses will be better equipped than today's Congress to deter-
mine the appropriate level and composition of benefits for future
generations. Beginning early In the 21st century, the ratio of
social security beneficiaries to active workers is projected to
increase shérply. The cost of OASDI benefits under present law
will rise from 10.3 percent of covered payroll in 1980 to 12 per-
cent In 2010 and 16.8 percent in 2030, and would average 16.3
percent over the period 2029 to 2053. The cost of benefits under
the alternative formula we are here proposing would remain vir-
tually unchanged at an average of 12.2 percent of payroll over
the period 2020 1o 2053. If this formula were adopted, we fully

' For single workers with everage rea! earnings of $1,500 (In 1960 dollan).
u\ob:‘clzc“mmwould be 3538 In 1982, $831 in 1093, $730 in 2028, and
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anticipate that later Congresses would indeed elect to increase
real benefits as rea! wage ievels rise over time. We doubt, how-
ever, that they would choose to do so in the precise way implied
by the present method of automatic adjustment, nor that the
average percentage increass would necessarity be the same as
present law prescribes. Congress might elect to give more to
certain groups of beneficiaries than to others, or to provide pro-
tection against new risks that now are uncovered. But precisely
because we cannot now forecast what form thoss desirable
adjustments might take, we feel that the commitment to large
increases in benefits and taxes implied under current law will
deprive subsequent Congresses, who will be better informed
about fulure needs and preferences, of needed flexibility to
tailor social security to the needs and tastes of the generations
to come.

Our second reason is that, as per_capita income rises, the
case for increasing the amount of mandatory *‘saving’ for retire-
ment and disability through social security Is far weaker than
was the rationale for establishing a basic floor of retirement and
disabllity protection at about the fevels that exist today.

At levels of real income prevailing in the 1930s (or perhaps
even the 1950s), it can well be argued that it was appropriate,
Indeed, highly desirable—perhaps even necessary for the pres-
ervation of our society-~that government should, by law, have
guaranteed to the aged and disabled and their dependents re-
placement incomes sufficient to avoid severe hardship, and to
have required workers (and their employers) to finance this sys-
tem with a kind of "forced saving” through payroll tax contribu-
tions. But as real incomes continue to rise, it is not so easy to
justity the requirement that workers and their emplioyers “'save'
through payroll tax contributions to finance ever higher reptace-
ment incomes, far above those needed to avoid severs hardship.
Perhaps not all workers will want to save that much, or to save
in the particular time pattern and form detailed by present law;
some may preter to save in quite ditferent time patterns, or in
forms involving quite dilferent tradeoffs between risk and prob-
able return. The case for government compulsion Is not easily
Justified when it requires, as does present law, a maximum
earner retiring in 2045 to guarantes himself an annual social
security retirement income of $18,950 in 1878 prices, and to sup-
port, through a redistributive tax and benefit system, a retire-
ment benefit for a minimum wage earner of $7,750 a year (in
1978 prices). The purchasing power of the benefit pald the
minimum wage worker In 2045 is roughly what the maximum
earner reliring in 1979 is guaranteed. This compulsion is espe-
cially questionable when we recall that, by that time, a com-
bined payroll tax rate of around 16.5 percent on workers and
employers will probably be required to support such benelits.

Some may argue that this generation need not make such
a decision for its descendants. When the time comes, if the
benefit level begins to seem unnecessarily high, it can be low-
ered. However, given the appropriate reluctance to alter benefit
levels downward, except with a very long lead time, there is an
obligation to act now, even though the first (extremely modest)
difference In retirement benefits would only begin to occur for
persons retiring after 1995. If, az 1995 approaches, people should
decide to atlow payroll tax rates to increase substantially after
about 2005, so as to provide benefit levels close to those now
in the taw, it will be little problem to amend the law o provide
Income replacement at the now-scheduled levels.

/
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The Social Security Problem

Rudolph G. Penner
American Enterprise Institute

I would like'to thank the Sub-Committee for this opportunity
to testify on one of the more difficult problems facing our nation.
The opinions expressed in this testimony are my own and do not
necessarily reflect the vie@s of the staff, advisory panels,
officers, or trustees of the American Enterprise Institute.

In 1977, The Congress created a social security benefit
structure that was too generous to be financed by the schedule
of payroll tax rates enacted at the same time. At the time, the
Congress knew that it was creating a deficit for the full, 75-
year period traditionally used for social security planning purposes.
In other words, the solution to the long-run problem was put off i
to the long run.

However, the Congress thought that the 1977 amendments.
earmarked sufficient resources for social security to maintain
financing at an adequate level for the rest of this century.
Unfortunately, this belief was based on the assumption that real
earnings in the U.S. would grow at rates not far below those
experienced throughout our past history. 1In fact, because of a
dismal productivity performance and the not unrelated need to
transfer real income to foreign oil producers, real hourly wages
in 1981 will be significantly below those of 1977 when the new

law was passed. While other factors have played some role in
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depleting the social security trust funds, the lack of growth of
real average hourly earnings is of overwhelming importance in
explaining our current difficulties.

Since economic growth has been lower than expected, I believe
it clear that we cannot afford the degree of generosity implied _
by the benefit structure created in_1977. It would certainly be
perverse to respond to the current situation by raising payrcll
or income taxes on declining real hourly wages. (Real disposable
income per capita has :iseﬁ slowly since 1977, but mainly -
because each family on average now contains more workers.)

I also believe it important to minimize borrowing from the
public under current circumstances since current spending and tax
proposals are already likely to lead to very high deficits over
the next five years. (Note that allowing OASI to borrow from the
DI or HI trust fund or letting HI rely on general "revenue®" financ-
ing results in the same need to sell bonds to the public as would
direct OASI borrowing from the public since with interfund borrow-
ing or general revenue financing, DI and HI funds would be holding
fewer Treasury bondg and more bonds would therefore have to be
absorbed by the private sector.)

Yet reductions in benefits must be tempered by the fact that
recipients have made long-run work and savings plans on the
assumption that benefits will be close to those promised.
Therefore, benefit changes cannot be abrupt And must occur gradual-
ly unless reduced benefits will be replaced by benefits under
other welfare systems for those least able to tolerate declines -

in real income.
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That means two Eyings. First, it will be very hard to avoid
some short-run borrowing by the trust funds. Second, the fact
that change must be gradual means that we must immediately being
addressing the problem emerging in the early 2lst century when the
members of the baby~boom of the 1940‘'s and 1950's retire. Indeed,
this should have been done in 1977, because our current short-run
problem pales in significance relative to the long-run problem
and the long-run shortens every day.

Nevertheless, in an effort to minimize short-run borrowing,

I would suggest the following actions,some of which accord with
the proposals made by President Reagan in his March budget.

1. Eliminate the minimum benefit. This benefit is primarily
of interest to fairly well-off individuals who worked most of
their lives in the Federal government or in some other uncovered
occupation. To the extent that the poor are affected, benefit
reductions will be replaced by SSI.

2. Eliminate adult student benefits. Educational support
from other programs will be available for. those with modest
incomes.

3. Eliminate the lump-sum death benefit while creating a
similar benefit under SSI for low-income recipients.

4. Index the benefits of the retired population to the lower
of a wage indexor the CPI. SSI benefits should continue to be
indexed to the latter. This proposal is also part of my preferred
long-run solution and will be discussed in more detail later.

S. Postpone the date of cost-of-living increases from July 1

to September 1. This will result in a modest decline in real
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benefits, but those benefits have recently risen unjustifiably
because of upward biases in the CPI.

Unless we are extraordinarily lucky with the economy, these
proposals are unlikely to cure the entire short-run proﬁlem and
some borrowing will probably be required.

It is often suggested that additional revenues could be obtained
by taxing one-half of benefits. This is a tair; reasonable pro-
posal which seems to have no chance politically éven if it is phased-
in gradually. (It can be noted that no one living entirely on
social security would be affected.)

On the other side, it 1is popular to propose spending more
money by eliminatino the retirement test. While this has much
appeal, I do not believe that this is the time for money spending
proposals. It would probably be feasible to remove the test and
to solve the whole short-run problem with the taxation of one-

half of benefits, but the two proposals should be considered as a
packa;e. oo

The long-run pgoblem has two components. It has already
been noted that the ratio of the retired to workina population will
begin to scar early in the 2lst century. In addition, the
current benefit formula implies that average real benefits per
retiree will grow significantly between now and then. Under cur-
rent law, a worker who worked at the maximum wage base throughout
hia or her career and who retires with a dependent spouse received
a tax-free benefit of $11,155 in 1980. 1In the year 2030, a com-
parable worker will receive, tax-free, 526,;14 in 1980 purchasing

power under the trustees'intermediate assumptions. (With S percent
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inflation that will be over $300,000 in 2030 dollars.) In my
view, there is no justification for such benefit growth in a
mandatory pgnsion system which at such benefit levels must only
crowd out privite pensions aimost dollar for dollar. )
It, therefore, seems reasonable to reducé the growth of average
benefits in order to avoid tax increases beyond those scheduled
by-current  law. This means that the ratio of benefits to life-
time earnings must be redu?ed over time. That does not mean that

average real benefits must be reduced below current levels.

With economic growth, average real benefits can continue to qrow.

- It only means that their growth must be slowed below the rates

implied by current law.

There are a number of ways that the ratio of benefits to life-
time earnings can be lowered and I do not feel strongly that any
one approach ig far superior to all others. However, the pre-
cise characteristics of the chosen approach will have important
implications for inter and intra-generational income distribution.

Three majoi lines of attack can be identified:

1. There could be periodic discretionary actions, each slightly
reducing the generosity of the formula which determines the benefits
of future retireees. This would be politically difficult and the
discontinuous—nature of—the approach is somewhat disturbing.

2. Retirement ages could be increased gradually. Retirement
could still be allowed at age 62 but with fair actuarial reductions
from the full benefits paid at, say, age 68. Thus, the replacement
ratios for those retiring at ages 62 through 67 would be lower

than implied by current law.
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3. The indexing of the benefits of the currently retired and
the formula determining the benefits of future retirees could be
altered to slow the growth of average real benefits below the growth
of average real earnings.

Obviocusly, the three approaches can be combined in an infinite
variety of ways. As I stated previously, I have no strong pre- _.
ference regarding the approach taken. However, I do see certain
advantages in the last approach.

-~ I believe that indexing should be modified because I think
that the approach taken in 1977, aside from being too éenerous.
also implied some peculiar value judgments. That approach strives
to insure that, on average, the ratio of benefits to pre-retirement
earnings remains constant through time for each cohort of retirees.
That is accomplished by indexing the width of the brackets in
the benefit formula (er*the "bend points") to average wages.

Once a person retires, benefits are held constant in real
terms by indexing to the CPI. As a result, the retiree shares
none of the benefits of economic growth after retirement and since
retirements of 15 years are no longer uncommon, the long-term
retiree falls further and further behind the standard of living
of the rest of the population.

It seems to me that it makes more sense to follow an approach
which starts the retiree off at a lower benefit level, but then
lets the person have some share of subsequent increases in the
general living standards of the working population.

In reforming indexing techniques, it is not practically
possible to find one that will be fair to both tax paying workers

and retirees for all time. It is not feasible to devise an index



168

providing a perfect measure of inflation or wage growth and even
if we could, the system will be hit with sconomic and demographic
surprises which will, over time, change our notions of what is

an adequate and affordable benefit level.

Therefore, we must resign ourselves to the fact that both
indexing and discretionary actions will be necessary in the future.
Since discretionary actions which increase benefits are less pain-~ _
ful than those which lower benefits, the indexing part of the system
should be downward biased,’or in other words, tg; automatic
part should provide lower expected benefits than we think that
we shall be able to afford in the long run.

This can be. accomplished by indexing both the bend points
in the benefit formula and the benefits of the retired povulation
to the lower of price or wage growth. To the extent that economic
growth made higher benefits affordaBle or lower taxes possible,
the growth dividend could be shared between the cutrentl& retired
population, future retireees by widening bend points, and taxpayers
by reducing some of the future tax increases scheduled in current
law.

In any system which leaves part of the determination of future

benefits to indexing, future economic events will play a large
role in determining the relation between the living standards
of retirees and the working population. A more certain reduction
in replacement rates can be achieved by gradually extending
the retirement age. Some extension may be desirable to complement
the above indexing proposal. h
I have not discussed the possibility of bringing Federal

workers and other non-covered employees into the social security
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gystem. In my viey, universal coverage is ‘attractive, but not
essential. It does have some undesirable properties.

In the presence of different retirement systems, it is
not crucial to merge the systems. It is only necessary to reduce
the potential for gaming the systems by switching occupations.
This is not easy without universal coverage, but the problem can
be mitigated by using various devices for arbitrarily reducing
the ability of non-covered workers to exploit the progreésive
nature of the social security benefit formula when they work
only part of their life in covered occupations.

Universal coverage has two disadvantages. First, it would
initially provide receipts faster than outlays and may delude
us into thinking that the social security system is healthier
than it really is. Second, it would add another politically
powerful group to the size and the influence of social security's

constituency which already makes it difficult to change the system.
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STATEMENT ON SOCIAL SECURITY

Introduction

I am very pleased to be here today to speak with the Sen—ntou and their
staff on the problems of Social Security financing., These hearings show
an awareness that there are significant problems with Social Security financing
in both the short term and the long term., These are problems that will not
g0 away by themselves. They need Congressional action, preferably this year,
to addrass the {inancial difficulties of the system., The problems are not
insoluble and prompt action will provide assurance to both workers and
beneficiaries about the security of current and future benefits.

It is unfortunate that congressmen were led to believe that the 1377
Azendments to the Social Security Act were sufficient to place the system on
a sound financisl basis. In fact, those amendments did nothing to address
the serious long term financial deficit in Social Security caused by the
demographic imbalance that will arise early in the next century. Also, the
failure of the 1977 dments to red repl y ratfos to 1972 levels
left the system vulnerable to problems caused by a continuation of the decline
in productivity f{n the United States and the effects of the inflationary
policies followed during the late 1970's. Today there are no simple answers

to solve the problems of short and long term deficits in the Social Security
System. Anything that Congress does will make some people angry and a few h
people quite angry. But i{f Congress fails to act in a responsible manner
this year, then many people will become very angry. They will be angry
because of the continued financfal deficits and the scheduled large tax
increases in the Social Security System, In addition, current and future
beneficiaries will remain highly uncertain about the security of their
promfged benefits.

The traditional answer for dealing with Socisl Security deficits has
been to increase the taxes on current workers, The implementation of this
policy has led to sharp increases in the Social Security taxes paid by all
wvorkers dui'ing the past decade, At a time when the administration is
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striving to reduce the share of federal expenditures as a percentage of
the Gross Nationsl Product and to allow for more initiative in the private
sector, a continuation of the higher tax strategy would run counter to the
wishes of the American people as expressed in the last election. It would
also preveant Congress from a careful re-exsmination of the benefit formulas
and benefit levels that have evolved during the past 45 years, benefit changes
that have yet to receive ca-eful review, scrutiny, and re-evaluation by
Congress after enactment. Congress has many options that will maintain the
real level of benefits to current and future Social Security beneficiaries
wﬂilo at the same time curing the financial deficits of the system and
eliminating the need to increase further the payroll tax rate on all workers.
At present, large increasas in the payroll tax rate sre scheduled to be im-
plemented during the next decade and these higher tax rates are still in-
adequate for financing the long term-deficit of the system, -
Solving The Short Term Problem

The current deficit of nearly $10 billion a year in the Social Security
System has been caused by benefit levels increasing at a faster rate than the
. average vages on which payroll taxes are levied. The most obvious cause of
this problem has been that benefit levels are indexed by the Consumer Price
Index (CPI) which, because of its technical limitations and {nadequacties,
has been overstating the true rate of inflation in the economy. In additionm,
the Social Security indexing system was designed for an economy in which
wsges were increasing at a faster rate than prices. Because of the decrease
in productivity during the p&at several years as well as the overstatement
of the inflation rate by the Consumer Price Index, benefit leavels have been
increasing faster than the ability of the working population to pay the pay-
roll taxes. There is an obvious solution to this problem. Benefit levels
should not be allowed to increase at & rate faster than the ability of tax-
payers to meet this burden, Therefore, benefit increases should be limited
to the lower of wage increases or the inflation rate, Had this policy
been in effect during the past several years, Socisl Security would not be
{n the financial difficulties that {t now faces. This policy can be im-
plemented immediately and should be recognized as a sensible scheme since the
system cannot expand benefits at a rate faster than it is expanding its

taxable earnings base,

83-828 0-81—11
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A second action should be to obtzin a better measure of the rate of
inflation than is now availadle from the CPI. The CPI was not designed to
serve as & maasurs of inflation for escalation of retirement benefits. It
has many defects as an escalation {ndex including the failure to recognize
the substitution that occurs as consumers shift their expenditure patterns
in response to changes in relative prices. Also, despite attempts to measurs
quality improvements, it is acknowledged by most observers that the CPI does
not {ncorporate all of the benefits coming from {mproved quality and performance
of products. It omits the benefits to consumers from the introduction of
entirely new products in the marketplacs.:

Most seriously, the CPI's treatment of
housing creates a large distortion in the true cost of housing to individuals,.
The use of nominal interest rates to compute the financing cost of housing
grossly overstates the actual real cost to individuals for ovn!.ng and pur-
chasing bomes. This overstatement also arises in the use of nominal tnterest
rates to compute the financing costs of consumer dtirables such as automobiles,
sppliances, and all items purchased on {imstallament sales. The only relevant
financial cost for purchasing housing or other durables should be the real
cost of capital, defined as the nominal {nterest rate less the anticipated
inflation vrate, This real interest rate {s closer to 1 or 2 percent than {t
ts to the 15 to 20 percent rates now used by the Buresu of Labor Statistics
in preparing the Consumer Price Index.

Many of these problems with the CPI could be avoided by shifting to an
alternative i{ndax such as the Gross National Product Deflator or, perhaps, the
Personal Consumer Expenditurs (PCE) component of the GNP Deflator. Had we been
using, since 1975, the PCE index and the proposed rule to limit benefit in-
cressas to the lower of average sarnings or the increase in the PCE, the system
would have saved $7 billion {n 1980 and more than $12 billfon in 1981. Thus
virtually all ‘of the short term deficit in the Socifal Security System would
have been eliminated by these measures.

A second option to consider for :hc nhott term deficit 1s to implement s
gradusl reduction in replacement utto-. 'The replacement rsatios increased un-
{ntentionally from 1972 to 1977 bacause of the error in the indexing procedure
that was introduced by the 1972 Amendments which was subsequently corrected in
1977, This unanticipated increase in repl t ratios, d by the defect in

* The replacement ratio is the ratio of the initial social security retirement
benefit to the workers' most recent esrmings. It provides a convenient summary
measure of the level of social security benefits.
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computing initial benefits, is contributing to the financial strain of the

system. It would be sensible to gradually reduce the replacement ratios back

to the 1972 level over the next five to ten years, This option was recosmended

by the Reagsn administration and could be implemented by not fully adjusting

for the increase ‘B‘E:F‘.’ the brackets used to compute the Primary Insurance
Amount each year. In fact, because of increasing marginal tax rates during the
1970's, even the ssme replacement rates as the 1972 levels would be a significantly
higher fraction of the most recent after-tax income of nawly retired persons,
During an inflationary perfiod, when marginal tax rates are not adjusted, the tax-
free nature of socfsl security benefits hecowmes even more attractive and beneficial
to recipients, B

Replacement rates can be decreased gradually during the next sevaral years
without having the real benefits to future retirees be any lower than the levels
of current retirees., Thus, the reduction will just limit some of tue scheduled
real increase in benefits now anticipated for future retirees,

The third option for dealing with the short term financial deficit {s to
{mplement universal coverage for all vaic earners, This proposal has been
discussed extensively and endorsed by all observers of the system except for
representa’ ives of federal workers and their unions, There is no logical or
financial reason why these workers should be excluded from Social Security
coverages spart from the political lobbying efforts of these excluded groups.

A combination of these three proposals - solving the over-indexing problem,
gradually reducing replacement ratios during the next saeveral yesrs, and expansion
of Social Security coverage to all workers - will solve the short term financial
deficits of the Social Security system and obviate the need to izplement the
schec'uled large increases in payroll taxes during the next decade, None of these
policies will cut the benefits to any current beneficiary except perhaps, for
civil service workers wvho would otherwise be receiving & windfall benefit from
& dual employment record. The proposals will serve to limit some of the real
incresses to current and future beneficiaries, but mainly to elimipate banefit
incresses triggered by the measurement inadequacfes of the CPI or when prices
are rising faster than wages. It would enable Congress to retain options to
sxpand social security benefits should the ic envir t prove more
favorable than we now anticipate. It is better to be conservative when fore-
casting. the future since benefits can be increased easier than they can be

decreased.
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t T Ve Short Term Problem -

Thare are a number of options that have been discussed for dealing with the
short term deficit that I belfeve are ill-advised and that I recommend not be
L-plﬁonud. Ons proposal, vhich I believe is part of the House Sub-Committee
legislatfion, would reallocate funds from the Hospital Insurance (HI) Trust Pund
to the OASDI ‘rn;nt Fund, At present, the HI progrex is running s modest surplus
and therefore provides additional funds that could bail out the OASDI system.
Such & reallocation would be a big mistake. First it suppresses the real problem
that benefit levels in the OASDI program are increasing faster than the tax
base available to psy for them. It would, for a short time only, suppress the
previously discussed problems of the defects in the CPI for adjusting banefits
for inflation and the unintended increase in OASDI replacement rates that has
occurred, It does nothing to either increase the tsaxes available to pay for
Social Security programs or contain the increase in bdenefits for these prograas
in the future. Finally, while the HI Trust Fund is novw running a modest surplus,
actuarial projections show very large deficits occurring in this program starting
in the 1990's. These large deficits in the HI program must also be looked at by
Congress {n the very near future, but certainly Congress should not aggravate
these problems by eliminating the few resources now deing accumulated in the
HI Trust Fund to pay for the sharply increased benefits that will come due in
several years. Attempting to solve the short term problems of Social Security
financing by shifting funds from one trust fund to snother would be viewed as
just another exsmple of fiscal legerdemsin by Congress and a lack of will to
solve the short and long term problems of the Social Security System, 1
definitely do not recommend this course of action.

A second proposal to deal with the short term financial problem is to infuse
general revenues to supplement the payroll taxes. This proposal can be accomplished
either by a complicated set of triggering events, as recommended by the Carter
administration, or by shifting some or sll of the financing of the Hospital
Insurance Program from the payroll tax to general revenues. The problem with
this proposal is that, as Congress knows all too well, there is no excess of
general revenues, Despite the active affcrts of the Reagsn adainistretion and
Congress, the federal govermment is still runuing large deficits in fts budget,
deficits that would only be aggravated were $10-$30 billion of new financing to be
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required to bail out the Social Security System. As io the previous suggestion,
the infusion of general revenues to the Social Security System does nothing to
address the substantial problems of unintended benefit incresses that have crept
into the system. It would mask these problems, and more serious, once the link
was broken between benefit increases on the one hand and the need to finance thea
with payroll taxes on the other hand, the fiscal discipline of the Social Security
System would be seriously compromised. There would be even stronger pressure to
increase benefit levels and to finance these incresses by increasing the deficit
of the federal budget rather than by increases in payroll taxes. This would not
be & healthy development for Social Security and more broadly for the country

at lsrge.

The third course of action that I do not recommend 1is to change eligibility
requirements or benefit levels over a short period of time. There should not
have been wmuch surprise to the wide-spresd opposition to the Reagan sdministration
proposal for sharply reducing the benefit levels for early retirees starting in
1982, Workers and their employers have done much planning for retirement benefits.
It would be unfair and highly costly for there to be s sudden change {n benefit
levels or eligibility requirements. Such actions should be phased {n slowly over
a ten to twe'nty year period so that individuals and their employers have a chance
to adjust to any new provisions. Increases in the retirement age o_,x'i,_d_c_gggl_qg_tn
the benefits paid to early retirees are sensible alternatives to b: considered f?t
the long term financial deficit of the Social Security System. They are no% good
options for dealing with the short term financial problems of Social Security.

The long Term Financial Deficit

The long term problems in Social Security have been extensively discussed and
are well known to all observers of the Socfal Seeurity System, The long term
problem is caused by the demographic imbalsnce in the U.S. populstion resulting
from the large percentage of the population born in the "baby-boom" years. Whea
this cohort of individuals reaches its retiremeat age, the ratfo of workers to
beneficiarfes will decline from its current level of _more than 3 - 1 to & figure
sonavhat less than 2 - 1, This implies a more than 50% increase in the burden
of future workers to support this cohort of retirees. Again, there is no simple
answer to this problem caused by a demographic imbalance. Either the benefits
to this cohort of retirees will have to be decreased somewhat relative to current
projections, or the taxes of future workers will have to climb significaotly,
perhaps by 50% or more.
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There are a variety of options that Congress has available to deal with
this long term problem, It is important that some subset of these options be
di{scussed and i{mplemanted scon so that current workers and their employers can
develop retirement plans for the future. It would be {rresponsible for Congress
to delay acting on this problem for another 20-25 yur;. Bacause of the difffculty
of reducing or limiting future benefit increases, it seems to take a short temm
crisis for Congress to even ssriously consider further smendments to ths Social
Security System, Congress had ome such opportunity in 1977 when it had to eliminate
the double indexing problem {ntroduced by the 1972 Amendments. At that time,
Congress did nothing to deal with the long tem financial defic{t {m the Socfal
Security System. Congress has another opportunity before it this year because
of the short term financial deficits now being incurred by the Social Security
System, I hope that it does not also let this opportunity pass without desling
with the very serious long term financial deficit in tha system.

The most obvious way for {ncreasing the future ratio 6T workers to retirees
is to gradually increase ..e retirement age over the next 20 to 30 years. Age
68 1s ususlly referred to as the target retirement age to be schieved from this
gradual {ncrease. In order to accommodate workers who wish to ratire early
because of reasons of i1l health or physically demanding jobs, a provision for
reduced benefits should continue to be allowed for early retirement from sges
62 through age 68. This reduction in benefits should, at & minimum,reflect sn
actuarial fair computation iocluding the effects of the favorable tax status
of Socisl Security benefits. Thus, thers would still be incentives for workers
to stay in the labor for;:o until age 68, but workers would have the option of
retiring earlier and receiving a corresponding reduction in their benefit levels.

A second option is to gradually decresse the replacement ratios for future
retirees vhile still insuring that the real benefits for future retirees will
be at least as high as those who retired in the past. Tkis can be accomplished
by having the bracket amounts used to compute the Primary Insurance Amount rise
less quickly than the increass in average wvages., The present benefit formuls
will allow future retiress to receive initial benefits that are wmuch higher in
real terms (sfter uijusting for inflation) than the init{asl benafits of current
retirees., It sesas insppropriate, that at a time when Social Security faces a
serious long term deficit, that the system should provide such large real banefit
incresases to future retirees.

A third possibility would be to fnclude, as part of taxable income, that
portion of Socisl Security benefits received in excess of contributions made
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by the worker. The tax-free nature of Social Security benefits is anomalous
since the employer's share of Social Security taxes has alresdy received a tax
shield by being an allowable deduction from taxable income. The complete
exemption of Social Security benefits from taxation appears to have been an
administrative decision made at a time when tax rates were much lower than they
are today. The tax-free nature of the benefits has become increasingly more
valuable, especially to upper-middle and upper income individuals, as marginal
tax rates have increased during the past 30 years, By taxing a portion of
Social Security benefits, and allocating these taxes back to the Social Security
trust f:mdu, the effective cost of future Social Security benefits will be sig-
nificantly decressed. This proposal has the desirable feature that low income
indi{viduals, for whom Social Security benefits are a primary means of support,
will not have their benefits reduced because they will have liberal deductions
and exemptions for their tax returns. Thus, the benefit reductions will fall
wainly on those individuals who already have other forms of retirement income.

One simple vay of implementing this plan would be to tax one-half of Socisl
Schrl.ti benefits to reflect the tax shield already granted for the 50% of total
taxes paid by the employer. Again, {f this proposal is adopted, it should be’
phased in gradually over a number of years in the future. For example, we could
start in 5 to 10 years, by imposing a tax on 5% of Social Security benefits and
gradually iocresse this percentage by five percentage points each year until
after 10 years we have reached the point where 50% of Social Security benefits
are taxed. .

A fourth possibility for long term reform of the Socfal Security System m;y
not actuslly be a large source of cost savings but would increase the equity
of the system. There is a great deal of concern with the spouse benefit and, fa
particular, the effect of this benefit on the fairnmess of the Social Security
syitem for secondary wage earners in the family. The trestment of spouses and
secondary wage earners in the family is & complicated subject but one that has
received attention and research. A particularly attractive proposal would have
the income of & wage esrner split between the wage earner and a spouse, This
' .would enable & non-working spouse to obtain an ezrmings record in her or his
own right. If this wer: done, the supplementary spouse benefit could eventually
be phased out since each ndult family member would be credited with an earnings
record in his or her own name. The income splitting plan coupled with a phase
out of the spouse beneficiary would make the system more equitable and could -
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also produce some cost savings overall.
I strongly racommend that some combination of these four proposals

1) a gradual increase i{n the retirement age

[€89) a gradual decresse in replacement ratios

(111) taxing 50% of Social Sccuriiy benefits

(iv) transition to an income splitting plan and gradual elimination

of the spouse benafit

be examined and implemented to solve the long term financial deficit that
currently exists in the Social Security System. The staffs of coogressional
committees and of various federal agencies have afre-dy investigated these
possibilities-and would be able to supply cost estimates for any or all of R
these proposals. Congress can choose from among these possibilities, the
combinstion that seems most desirable in slowing the increase in benefit
levels for the future so that the system can be returned to a sound financial
basis.
Conclusion

At a time when there i{s great concern about the short and long term
financfal viability of the Social Security System, it is {mportant that Congress
act promptly and responsibly. It is only prudent that Congress take a con-
servative view of future economic and demographic conditions so that five or
ten years from now we do not find ourselves again in a situation of financial
crisis. That 1s why I have strongly urged that future benefit increases be
limited to those that we are confident can be paid for with the existing tax
structure. If future demographic and economic conditions prove more favorable
than we now anticipate, Congress will have the option to grant ad hoc benefit
increases to Socisl Security recipients. But I believe that it is very important
that Congress retain this flexibility to grant benefit increases should future
conditions prove favorable, rather than committing the country to a system in
which {t may prove difficult to pay for promised benefits. We need to obtain
more evidence on the future growth of productivity in the economy, the implications
of increases in longevity, and the method for desling with the future deficits
in the Hospital Insursance Trust Fund, Congress will do a great service to the
Socisl Security System and to the American people by enacting benefit changes which
assure that future benefit levels can be supported by the system without lntg; {a-
creases in future taxes. This will provide assurance to current and future bene-
ficiaries as well as to current wrkers. If, after five or ten years, we learn
that Social Security beneficiaries are not sharing in real productivity gains of
the economy, Congress would then be in a position to liberalize benefit increases
so that beneficiaries would obtain a fairer yh;ic of favorable economic and

demographic experience.
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EWhereupon, at 4:15 p.m., the hearing adjourned, subject to the
call of the Chair.]_

[The following HHS fact sheet -and questions and answers were
subsequently supplied to the committee:

U.8. DEPARTMENT OF HEALTH AND HUMAN SERVICES

PROVISIONS OF THE ADMINISTRATION’S SOCIAL SOCIAL SECURITY PROPOSAL

I. Changes to encourage work between 62 to 65

Change Benefit Computation Point from age 62 to 65.

The benefit formula treats early retirement the same as waiting until age 65.
After 65, there is an annual incentive to continue working. Early retirees at 62 get
80 percent of what they would get at 65.

posal would discourage early retirement by assigning zero value to the age 62-
64 period, thus reducing benefits in such cases while rewarding those who elect to
work until age 65. This returns the program to the formula used before the age of
retirement for women was lowered to 62 in 1956.

Reduce Benefits for Early Retirement.

Workers electinﬁ early retirement at 62 now receive benefits equal to 80 percent
of what they would receive if they delayed retirement to age 65.

Proposal would reduce early retirement benefits to 55 tpercent of the maximum,
thus strongly encouraging workers to remain in the work force until age 65.

II. Change to reduce opportunity for windfall benefits

Eliminate Windfall Benefits for Non-Covered Employment

The benefit formula now makes it possible for a person, such as a retired Federal
employee, who enters Social Security-covered employment for onlz a few years to
receive disproportionately high benefits, in some cases exceeding those paid to low-
wage earners who have sFent a lifetime in covered employment. .

posal would have formula take pension resources from non-covered employ-

ment {inw account in such cases, thus sharply lowering the Social Security benefit
in such cases.

III. Changes to relate disability insurance closer to work history and medical condi-
tion .

Require ‘“Medical Only” Determination of Disability

Workers can now qualify for disability benefits on combinations of medical and
non-medical facturs, such as age, education and work experience. More than one-
third of disability cases age 60 to 65 involve non-medical factors. :

Proposal would limit qualification to medical factors aione thus restoring program
to original purposes.

Increase Waiting Period to Six Months. :

Under a 1972 liberalization of the program, the waiting period for disabili‘tfs'
benefits was reduced from six to five months on the assumption that ample fun
would be available.

osal would restore the six-month waiting period previously in law. This
conforms to the terms of most private disability insurance progams.

Require Prognosis of 24-Plus Months of Disability. —

Workers now seeking disability benefits must show only that disability claimed
will exceed 12 months or will result in death. The 12-month test, enacted in 1965,
replaced a test of “long-continued and indefinite duration” in prior law.

-——————Eroposal would restore the original intent of the law, requiring that the prognosis
3{ d{s;lﬂlility be of long duration, at least 24 months, a more reasonable definition of
isaLility.

Increase Requirement for Insured Status to 30 Quarters.

Workers may now qualify for disability benefits even if they have been in %he
work force only 20 out of the past 40 quarters. Therefore a person could be out
covered employment for 5 years and still qualify.

Proposal would set the minimum at 30 out of the past 40 quarters, thus more
i:lo:ely tying benefits to the principle that they are replacement for wages recently
ost.

1V. Changes to reduce welfare elements
. Eliminate Children's Benefits in Early-Retirement Cases
Children under 18 or under 22 if in school are now eligible for benefits on the
basis of a retired parent’s wage record. Thus a retiree- with a child receives a
dependent’s benefit, whereas a retiree with no children gets only his own benefit.
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Proposal would end this ineqult in early-retirement cases and thus encourage
the worker to continue work until _

Extend Disability Maximum Famlljr Benefit to Retirement and Survivors Cases

Benefits for families of retired and deceased workers can now actnally exceed that
worker’s net take-home

Proposal would extendpa he maximum limitation on benefits to families in disabil-
ity cases enacted in 1980 to retirement and survivor cases. This would return the
program closer to its original purpose as a ‘“floor’’ of protection.

V. Other amendments for short term—Increase bend points by 50 percent instead of
100 percent of wage increases for 1982-87

In 19717, the “bend points” (dollar amounts referred to in the weighted benefit
formula) were made subject to automatic wage indexing. This change was adopted
in legislation intended in part to offset the cost impact of earlier legislation and the
faulty benefit computation procedure adopted in the 1972 amendments. However,
benefit levels today remain disproportionately high (by about 10 percent) compared
with the pre-1972 levels.

Proposal would restore the traditional relative benefit levels for future benefici-
aries by increasing the “bend points” by 50 percent (instead of 100 percent) of
increases in average wage earnings for the years 1982-87, after which the 100
percent factor would be restored to the formula.

Move Date for Automatic Benefit Increases from June to September and Use 12-
Month CPI Average .

Under the 1972 amendments (as modified in 1974), annual Social Security benefit
increase have been automatic each June (payable beginning in July). The increase is
based on changes in the Consumer Price Index as measured between the first
quarter of the current calendar year and the correspondingquarter of the preceding
year, a provision which can unduly inflate or deflate the increase, depending on
economic conditions in those quarters. -

Proposal would correct the enomaly of having benefit increases initiated on the
pre-1976 Federal Fiscal Year basis and change the CPI computation to cover a full
year (July-June) period, thus making the measurement a more accurate reflection of
economic trends and measuring living costs in a period ending cloeer to the initi- -
ation of benefit increases.

VI. Change in coverage

Extend Coverage to First Six Months of Sick Pay

Most sick pay is not taxed due to complex exclusion which forces employers to
:rack sick pay on daily, even hourly basis, and leads some to unwittingly break the
aw

Proposal would extend tax to all sick pay during first six months of an employee's
illness. This would eliminate the administrative burden and would treat sick pay in
the same way as vacation pay.

VII. Phaseout retirement earnings test by 1986
Under current law, 1981 Social Security benefits payable to persons aged 65
through 71 are reduced by $1 for each $2 of annual earnings in excess of $5,600, a
level which rises each year in relation to average wage earnings. However, benefits
are not reduced for those aged 72 and over (70 and over beginning in 1982).
Proposal would phnse out the retirement test over a three-year period, permxttmg
5}110000 in earnings in 1983, $16,000 in 1984, $20,000 in. 1985 and unlimited earnings
ereafter.

VIII. Reduce long-range social security taxes

Assummg enactment of these proposals, and those introduced in the Administra-
tion’s Budget proposals, it will be possible to lessen the Social Security tax increase
now scheduled for 1985 and to actually decrease Social Security taxes below the
current level in 1990. (See chart below). Note that while an increase will again
become necessary in 2020 due to the aging of the population, the rate will stlll be
" lower than the 1990-and-after rate schedule under current law.
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TABLE 1.—SOCIAL SECURITY TAX RATES UNDER PROPOSAL

[Tax scheduie in percent]
Proposal
Percd Preent W e budget  Under worstcase
2ssumptions 2ssumptions
1981 6.65 6.65 6.65
1982-84 e 6.70 6.60 6.70
1985 = 1.08 6.45 6.95
1986-89 118 6.45 1.0
1990-2019 165 6.45 6.45
2020 and after 1.65 1.55 1.55

TABLE 2.—COST ANALYSIS OF EFFECT OF VARIOUS SOCIAL SECURITY OPTIONS

Short-range effect 1'932—86 W'egect long-range

Hem -
Economic Worst case Payroll 0'?;”
Status of present system, deficit ~$11.0  (-1108) —1.52 (100}
Effect of budget proposal 35.5 (36.8) 20 (15)
Status of program after budget proposals enacted (=740) 132 (8
Proposals:
(1) Cover sick pay in first 6 mos 26 (2.6) 02 [4})]
(2) Change computation points for average indexed monthly earnings from
age 62 to age 65 13 (14) 39 (26)
(3) Increase bend points in primary benefit formula by 50 percent
(instead of 100 percent) of wage increases, 1982-87 ... - 42 (4.7) 130 (86)
(4) Benefit rate of 55 percent of primary benefit for retlred worlters (and -
27%4 percent for spouses) al age 62 17.6 (20.3) 85 (56)
(5) Eiiminate benefits for chilren of reticed workers aged 62-54................ 19 (2.0) 02 (1)
(6) Disability maximum family benefit applicable to survivor and retirement
cases 29 (3.3) 10 ()]
(7) Efiminate windfali portion of benefits for persons with pensions from .
noncovered empioyment 5 (.6) 10 (7}
(8) Require “medicat only” determination of disability (that is, excluded
vocational factors) 1.7 (9.0) 06 (4)

14 (1.5) 03 (2)
28 (34) o (5)

(9) Increase disability waiting period from 5 mos. to 6 mos...
(10) require disability prognosis of-24 + mos. duration (inst

mes.)
(11) Require 30 QC out of last 40 quarters for disability benefits (instead

of 20/40) 100 (11.5) 2 ()
(12) Move date for automatic benefit increases from June to September
(and use 12-mo. average) 6.3 (27.8) R (9)
{13) ‘Raise retirement-test exemption for age 65+ to $10,000 in 1983,
$15,000 in 1984, $20,000 in 1985, and eliminate test in 1986................ —65 (=74) -1 (-9
Total 464 (75.0) 286 (188)

{&murmh&m“wm “worst case” pssumptions; other figures are based on the expected sconomic assumplions
1 Average cost over 75-year period, in percentage of taxable payroll Figwe in parentheses is kng-range effect of this item as percentage of

actuanial dm%
* Amount necessary to restore m«lmmmhehumue
¢ Inciuding effect of additional net income o hospital insurance program.

Note: Positive numbers indicate savings; negative numbers indicate added costs or amounts needed to meet cost of preseil” programs.
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TABLE 3.—ESTIMATED SHORT-RANGE EFFECT OF PROPOSAL AS COMPARED WITH PRESENT LAW,
FUND RATIOS AT START OF YEAR?

{in percent]

Expected sconomic conditions  Worst-case economic conditions

= Present law Proposal Present law Proposal
1981 3 3 23 a 3
1982 21 2 2 2
1983 18 23 16 2
1984 16 25 *6 19
1985 = 14 28 (%) 17
1986 16 20 () 18
1987 2 435 (%) 821

1 Balance in combined Qid-Age and Survivor lnsurance Trust fund, Disabifity inswance Trust Fund, and Hospital insurance Trust Fund at beginning
dmumumedomofmmmmm m(mts,mmammm%
T funds have insufficient batance to pay monthly (actually, this situation would occur several months ).

48y 1990, the fund ratio wouli be about 50 percent.
By 1990, the fund ratio would be about 30 percent, and by 1995 it would be about 50 percent.

TABLE 4.—YEAR-BY-YEAR COST ANALYSIS OF PROPOSAL

{In biffions of doRars)
Calendar year

Under expected  Under worst case
198] 09 09
1982 9.1 113
1983 11.8 16.2
1984 157 217
1985 20.5 281
1986 ; 239 336
1981 to 1986 819 1118

TABLE 5.—ILLUSTRATIVE BENEFITS FOR WORKERS RETIRING AT AGES 62 AND 65 UNDER PROPOSAL

AND UNDER PRESENT LAW?
Earmings category * Present law Proposal
Age 62 at retirement in January 1982
Low $247.60 €163.90
Average 37280 24680
Maximum 469.60 21050
Age 65 at retivement in January 1982:
Low 355.30 355.30
Average 53540 53540 -
Maximum 679.30 679.30
Age 62 at retirement inJanuary 1987:
Low 384.40 225.20
Average 580.70 348.30
Maximom 155.60 430.00
Age 65 at retirement in January 1987:
Low 471.10 4.0
Average 719.00 691.90
Maximum 942.80 860.30
int (i e
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ASSUMPTIONS

(1) Worker entered covered employment in 1956 and worked steadily thereafter.
(2) Future earnings (for retirement in January 1987) follow trend under interme-
diate assumptions in 1980 Trustees Report.

ADMINISTRATION RESPONSES TO QUESTIONS SUBMITTED BY COMMITTEE

Question 1. What is the rationale or justification for each of the President’s
prm%ls, including interfund borrowing and variable tax rates (rates that may rise
or fall)?

Answer. The Social Security system is facing the most serious crisis in its histo-
ry—a major financing problem and a devastating erosion of public confidence in the
system. Without change the Social Security trust fund deficit, could, under pessimis-
tic economic assumptions, be as high as $111 billion during the next 5 years. This
c}x;isis c%rl) be effectively met only by taking actions which address the root causes of
the problem. -

The proposals are designed to do that by reducing welfare-oriented elements that
duplicate other programs, eliminating windfall benefits, creating incentives to delay
retirement and correcting past over-expansions in program benefits. The pro
will relate fpayments more directly to their intended purpose and ensure the future
solvency of the trust fi.nds. Moreover, they will resolve Social Security financing
groblems in both the short range and the long range without increasing the tax

urden on current workers.

Change the benefit computation point from age 62 to 65 so that the averag]i_xl:g
period would be extended to the year in which the worker reaches age 65: The
computation closing point was first lowered to age 62 for women in 1956 when
reduced benefits were made available to women workers at age 62. When reduced.
benefits were made available to men in 1961, this change was not made. The 1972
amendments inappropriately provided the age-62 computation point for men, in-
stead of conforming the computation closing age for women to that for men. Restor-
ing the basic period used in ﬁguring a worker’s earnings to age 65, rather than age
62, reinforces age 65 as the ‘‘normal” retirement age. To underscore the value of
working at least to age 65, the proposal would include these three additional years
in figuring the average earnings on which a worker’s initial benefits are based.

Increase the permanent reduction made in benefits for early retirement at ages
62-64 so that persons retiring at age 62 would get 55 percent of what they would get
at age 65, rather than 80 percent as now: This proposal should be looked at in terms
of the incentive for deferred retirement that it would offer. For each additional year
of continued work at age 62-64, an additional 15 percent of the basic benefit would
be payable. A worker retiring at age 63 and 8 months would receive 80 percent of
what he or she would get at age 65. Also, additional earnings during this period
may increase the average earnings on which the worker’s benefits are based.

liminate “windfall” benefits for persons who have been in noncovered employ-
ment for most of their working lifetimes, but who acquire sufficient covered employ-
ment to-qualify for Social Security benefits: This pro 1 would remove the unin-
tended advantage that Social Security now provides for persons who have substan-
tial pensions from noncovered employment by eliminating the heavy weighting from
their benefits. The weighting in the current benefit formula is intended for long
term, low-wage workers. .

Change the Social Security definition of disability so that eligibility for disability
insurance (DI) benefits is limited to those individuals who are disabled on the basis
of medical factors alone and increase the prognosis-duration requirement from 12
months to 24 months: These changes would help to retrun the Social Security
program to its original intent. Originally, nonmedical, vocational factors (such as
age, education, and work experience) were not considered in determining whether a

rson ;\!3%35 disabled. The 12-month prognosis-duration requirement was added to the
aw in .

The elimination of vocational factors in making disability determinations is also
expected to result in more accurate, uniform, and consistent disability determina-
tions on a nationwide basis and to simplify the decisionmaking grocess. Evaluating
vocational and other nonmedical factors is very subjective, which makes it difficult
to reach consistent decisions in all cases, can lead to error in determining whether a
person is disabled, and may increase the number of a}}pea]s. Now, about 75 percent
of allowances are based on medical factors alone, but if both awards and denials are
considered, the present '&)licy requires an evaluation of nonmedical factors in about
50 percent of all cases. These changes would not apply to the SSI disability pn?mm. .

Increase the Social Security disability insurance (¥)l) waiting period from 5 to 6
months: This proposal would make the disability waiting period the same -as was
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provided under the original disability insurance program in 1957. The current 5
month waiting period often results in a duplication o benefits because the majority
of DI beneficiaries have protection under a variety of short-term disability plans.
Those disabled people in need can qualify for SSI disability payments during the
waiting period since there is no waiting period under SSIL
rmuire that a person must have 30 quarters of coverage in the 40-quarter period

ge ing disability in order to qualify for Social Security disability insurance (DI)

nefits: Under present laws, which uires that a person have 20 quarters of
coverage in the 404}:xarter period p ing disability, people can qualify for DI
benefits even though they do not have a substantial recent attachment to the
covered work force. For example, a person can be out of employment covered under
Social Security for as much as 5 years and still qualify for benefits if he or she
becomes disabled. -

The Administration’s proposal to substitute the 30-out-of-40-quarter requirement
for the current 20-out-of-40 test will help to bring Social Security DI ﬁrogram back
into line with its basic purpose—to pa nefits only to workers who have a strong
and recent attachment to the covered work force and who, directly as a result of
becoming disabled, have lost earnings on which they depended to support them-
selves and their families.

Eliminate child’s benefits for early retirement: The proposal is in keeping with
the efforts to remove the incentives for early retirement and to encourage individ-
uals to stay in the work force until they reach age 65.

Further, eomrared with workers of similar age who have no dependent children,
workers with eligible children ir early retirement cases have an advantage under
present law in that the unreduced benefits payable to their children offset the effect
of the reduction for early retirement in their own benefit.

Extend the disability maximum family benefit to retirement and survivor cases:
The 1980 disability amendments changed the maximum family benefit, so that
Social Security benefits for the disabled worker's family would not exceed the lesser
of 85 percent of the worker’s average indexed earnings or 150 percent of the
worker's benefit amount (but not less that 100 percent of the worker's benefit). This
limitation would more nearly assure that family benefits based on the worker’s
earnings would not exceed his or her previous net take-home pay. A J:lying the
same maximum on family benefits to old-age and survivor cases would similarly
assure that benefits for these cases would not be excessive in relation to the
worker’s previous take-home pay. - :

Base the annual adljlustments of the formula bend points on 50 percent, rather
than 100 percent, of the annual wage increase for the next 6 years: This proposal,
which would phase in gradually over the next 6 years, would correct for past over-
expansions of general benefit levels by ultimately reducing replacement rates—the
ratio of the initial bepefit to the earnings immediately before retirement—for future
beneficiaries by an nverage of about 10 percent. Thus, the replacement rate for an
average worker would be reduced from about 42 percent to 38 or 39 percent.

Shift the effective date for the payment of the automatic cost-of-living increase
from July to October—the beginning of the fiscal year: This change would correct
the anomalous situation that occurs because Social Security operates on the pre-
1976 fiscal year calendar.

Conform Supplementary Medical Insurance premium period to the Federal fiscal

fear: The change would keep the timing of increases in Supplementary Medical
nsurance premiums consistent with the timing_of automatic increases in Social
Security cash benefits provided under the previous section. These increases have
been simultaneous .hroughout the period over which the law has provided for
automatic increases in Social Security benefits.

Remove the exclusion from Social Security coverage of sick pay made under an
employer’s plan or system during the first 6 months the emp:gee is off work if the
payments are made from the employer’s regular wage or salary account: Under
present law, sick pay within the 6-month period is taxed and credited only if it is
not made under a pian or éysbem established by an employer. This change should
simplify the reporting of FICA taxes and wages K employers. Some employers have
complained about the difficulty and expense of keeping records of sick pay for as
little as one hour at a time, so that the sick pagments can be excluded from Soci
Security wage reports. Also, some employers do not understand current law and
incorrectly report sick pay as wages—or, conversely, fail to report sick pay that is
not_ﬂg under a plan or system.

P out the i test for people age 65 and over by increasing the exempt
amount to $10,000 in 1983, $15,000 in 1984, and $20,000 in 1985, and by eliminating
the test entirely for those 65 and older in 1986: Under current law, if the
earnings of a beneficiary ngﬁe 65 to 72 (age 70 in 1982) exceed an annual exempt
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amount ($5,500) in 1981 and $6,000 in 1982), Social Security benefits are reduced $1
for each $2 earnings above that amount. The Administration’s proposal to phase out
the earnings test will remove a strong disincentive for people age 65 and over to
continue working. In effect, the present test operates as a gtrcent tax on
earnings above the exempt amount, and such earnings are further reduced b
Federal, State, and local income taxes, as well as the expenses connected wit!
working. Senior citizens should not be penalized because they choose to remain in or
reenter the work force, thereby continuing to contribute their valuable skills to the
Nation's productive effort, while s?glementing their Social Security benefits.

Interfund borrowing between OASI and DI trust funds and from HI trust fund:
The OASI trust fund is expected to ex&erience cash flow problems in 1982, while the
income and the assets of the DI and HI trust funds are growing. Interfund borrow-
ing will help to solve the immediate problem in OASI by permitting borrowing from
the surplus in the other two funds. Because statutory tax rates for the three
individual funds must be set based on economic and demographic projections which,
by their very nature, cannot precisely anticipate actual future experience, imbal-
ances betwen the funds are likely to occur from time to time. Interfund borrowinq
provides a safety mechanism which can prevent serious imbalances as long as total
trust fund assets and income are adequate.

Adjustments in tax rates: Enactment of the Administration’s Social Security
reform proposals, along with the budget pro Is, would, even under worst-case
assumptions, permit a reduction of the scheduled increase in Social Security tax
rates for 1985 and allow a decrease in the tax rate for 1990 below the level of
current law. While an increase will again be necessary in 2020 due to the agin%t:f
the pol&ulation, the rate will be lower than the currently scheduled 1990-and-after
rate. Moreover, if the actual performance of the ec:onom{l is better than that
projected under the Fessimistic assumptions used to develop the President's package
of Soeial Security reform Eroposals, the bill provides for further reductions in Social
Securivy tax rates below those proposed in this section.

Further adjustments of tax rates by reason of balance in OASI and DI trust funds:
The pro provides a mechanism for gradually modifying Social Security tax
rates to maintain an adequate contingency reserve level in the OASI and DI trust
funds. It would permit small periodic adjustments in the tax rates scheduled in law
in order to maintain the trust funds at a level equal to about 50 percent of the
amount needed to pay one year's benefits. It could go into effect coer:elg when the
combined balances in the OASI and DI trust funds have grown to ex 55 percent
of the prior year’s outlays and are larger than at the close of the preceding year.
Thus, its initial effect could not only be to decrease taxes. In the longer range, it
would permit gradual increases or decreases in taxes as needed to maintain ade-
quate trust fund levels, thereby obviating any need for the Congress to make
periodic, minor tax rate changes.

Question 2. Do any of the provisions affect people who are 62 or older before
January 1, 1982?

Answer. The Financial Reform Amendments would have virtually no effect on the
36 million beneficiaries now on the rolls or the several million persons now aged 62
or over who are eligible for benefits but still working. The sole impact of these

roposals on such persons would be a three-month delay in the automatic cost-of-
iving increase scheduled for July 1982.

Question S(a). Aside from Government-employees and employees- of nonprofit
organizations, would anyone else be affected by the ‘“windfall benefits” provision?

Answer. No, the proposal would only affect the Social Security benefits of retired
or disabled workers (and their families) who reach age 62 or become disabled after
1981 and receive a pension based on noncovered employment in Federal, State, or
local government or with a nonprofit organization. Survivors of such workers would

-get benefits based on the regular computation rules used today; their benefits would
not be subject to reduction under the proposal.

-Question J(b). What would be the effect of this provision on social security benefits
for some re;)lrhesentative individuals?

Answer. e Primary Insurance Amounts under present law and under the
?toposal’ for a worker who attains age 65 in early 1985 and retires then are as
ollows. (for various earnings levels):

! Under the proposal, the PIA for the worker above would be equal to the higher of (A) 32
percent of the first $1,396 of AIME, plus 15 percent of remainder (replaces 90 percent factor
applicable to first $232 of AIME with 32 percent factor) or (B) present-law PIA minus half of the
pension based on noncovered employment. The initial calculation is made as of age 62; the
amounts shown are at age 65 and reflect cost-of-living increases beginnin%with the year the
worker reaches age 62. The foregoing benefit formula is derived from that which is estimated to
be applicable under present law for the 1982 cohort.
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PIA under proposal if pension trom noncovered work is:

1

- PUA nder present taw $269 o more ) 1%
$100 2116 s sl B sl
150 3 52 62 n
200 231 8 103 135
100 W 164 ) u
— 18 il 21 - 26 38
600 20 W 21 32
200 502 9 n 40s
1,000 584 "o 456 188
1,09 622 “w it 526
1200 66 0 538 570
1400 m 575 ' 619 51
1600 786 613 658 690
51708 807 634 678 710

!Nmmlasmrmmlmlsmmm

3AIME for worker who always eamed the Federal minimum wage.
SAIME for worker who always eamed the eamings.

SAIME for worker who always eamed the maxumum covered earnings.

Note: These cakculations ae based on the inlermediale assumptions i the 1980 Trustees Report, modfied to reflect recent experience.

Question 4. What proportion of new awards would not be made as a consequence
of each of the disability g;covxslons"

Answer. Under the ial Security program as it would be modified by the
President’s proposals, an estimated 250,000 workers would become newly entitled to
disability insurance benefits in the first full year of operations under the proposals.
Under present law, the corresponding number is estimated to be 400,000.

The reduction attributable to each of the disability proposals, as a percentage of
the 400,000 persons who would become entitled under present law, is shown below:

Percent
All disability Proposals ........ccccciiiicnneniietnises e g se s s sasaras 38
Adding currently insured status as a requirement.. . 9
Requiring “medical only” determination of disabili lg

Requiring disability prognosis of at least 24 months.........
_.Requmr(;g 30 quarters of coverage out of last 40 quarters mstead of 20 out of

The estimates shown for each successive proposal take account of interaction w1th
preceding proposals. Since the estimates represent the effect in the “first full year
(i.e., the annual effect on an ongoing basis), the one-time effect of the increase in the
wamng period from 5§ months to 6 months is not reflected. The effect of the
megacap is not reflected, because it would not affect entitlement to benefits.

Question 5. Concernmg the elimination of children’s benefits for early retirees:

a. What proportion of new awards would not be made as a consequence -of this
provision?

Answer. An estimated 1 percent of workers who retire before age 65 will wait
until age 65.

b. What proportion of workers who retire early have dependent children?

Answer. 5-6 percent.

Question 6. What is the likely effect on benefits of changing the computation
points for calculating the AIME? Ilustrate.

Answer. The effect depends on the regularity of the past work record. If earnings
were about the same relative amount in each past year since 1950, there would be
little effect, but there would be significant effects if there were any gaps in the
earnings record or much lower earnings in some years than in others.

The table below illustrates the effect on steady workers who reach age 62 or 65 in
1987 for various earnings levels (amounts shown do not include the effect of either
the proposal to change the bend-point adjustment procedure or the proposal to
change the early-retirment rveduction factor):
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PA
Age at retirement —P‘m m
Average earner:
62 $581 $581 0
Low-wage earner:
et e et e e e 475 476 6

Note Long-range economic assumplions based on mlermediate assumptions i 1980 trustees report

The proposal has more effect on retirees who have a gap in their past earnini.
For example, if for the preceding cases there had been zero earnings in 1951-55, the

results would be as follows:

o PR Percent
4 -— — e
Age at retwement _ Present low P decrease
Average earner:
B e i e e $581 $544 63
Low-wage earner.
Maximum earner. -
Note Long-range economic based on intermediat n 1980 Trustees Report

Question 7. As in the table 5 of the HHS fact sheet:

_ta) Illustrate the benefits for workers retiring at ages 62 and 65 in 1992.

tb) For each of the examples, illustrate the effect on benefits of a change in bend
points alone.

Answer. The attached table presents examples of monthly benefits payable to
steady workers under present law, under the Administration’s Social urity fi-
nancing proposals, and under the proposal to change bend points alone, for workers
retiring at 62 or 65 in 1982, 1987, and 1992.

ESTIMATED MONTHLY BENEFIT AMOUNTS FOR SELECTED EXAMPLES OF WORKERS RETIRING IN

FUTURE YEARS UNDER PRESENT LAW, UNDER THE ADMINISTRATION'S SOCIAL SECURITY
FINANCING PROPOSALS, AND UNDER THE PROPOSAL TO CHANGE BEND POINTS ALONE

Estimated monthly benefit amount

Example ¢ B §
Administration’s Bend point
Present law proposals propasal only?

Worker retiring at age 62 in January 1982 with:

Low €3raings ............cc..... . $248 $164 $244
Average earnings ... 33 247 369
Maximum earnings 470 310 458
Worker retiring at age 65 in January 1982 with:
Low earnings 355 358 355
Average earnings .. 535 535 535
Maximum eamings............cccoveee « coree e 619 679 679
Worker retiring at age 62 in January 1987 with:
Low earnings . s et s 384 225 kLY
Average earnings . 581 348 543
MAXIMUIM BAIINGS.....c..eveveroeeeceosescnrnenaes v ssssssssesss s sessesssses e 756 430 6§52
Worker reliring at age 65 in January 1987 with:
- Low earnings an a1 452
Average earhings 119 692 694
Footnotes at end of table. :

83-823 O-—38t—12
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ESTIMATED MONTHLY BENEFIT AMOUNTS FOR SELECTED EXAMPLES OF WORKERS RETIRING IN
FUTURE YEARS UNDER PRESENT LAW, UNDER THE ADMINISTRATION'S SOCIAL SECURITY
FINANCING PROPOSALS, AND UNDER THE PROPOSAL TO CHANGE BEND POINTS ALONE—Continued

(suma.ed momhry ber\em amounl

Example ! Administration s Bend point

Present taw ooosa!s’ D'W! WW‘
Maximum earnings . .... o 943 860 874
Worker retinng at age 62 in January 1992 with-
Low earnings .. . e . 520 31 469
Average earnmgs‘ A e . . 186 485 135
Maximum earnings. .. e . 1.0%4 609 913
Worker retinng at age 65 1n January 1992 with
-~ Low earnings ... .. . o P 631 565 569 .
Average earnings . o B . A 953 890 891
Maximum earnings .. .. ... e e Lo 1.285 1,088 1116

N'_!;ene!ll amounts are for workev only Worker 15 assumed to reach exact aﬁ: shown in Janvary an earnings” are dehned a3 the Federal
Mimmum Wage in each past (ear and the 1981 Minimum (ncreased by the change n average wages n future years “Average earmings ® are
defined as the average wage for indexing purposes i each year “Maumum earnings” denote the conlrdution and benefit base in each year In
each example. the worker 15 assumed to have covered earmings only durng the pernod 1956 through the year before retirement.

2Under this proposal. the computabon pont for determining bereflits would be changed graduaily from age 62 to age 65 (but dexing of
earnings would continue to be to age 60 only) In adaon. the proposal would provide benelits of 55 percent of PIA al age 62 ( ofradmg to 100
percent at agie 69) 1or workers reaching age 62 in 1982 and later, and would increase PlA-formula “bend points™ by 50 percent of average wage
increases in

3 These enarnples reflect only the effecl of increasing PiA-formula “bend points” by 50 percent of average wage increases i 1982-87

Question 8. Using the information in these same tables (page 8, and including
1992), illustrate the effect of these provisions on replacement rates.

Answer. The att~ched ‘able presents estimated replacement ratios for steady
wor!(ers retiring in 1982, 1987,_and 1992 under present law and under the Adminis-
tration’s Social Secu:ity financing proposals.

ESTIMATED REPLACEMENT RATIOS FOR SELECTED EXAMPLES OF WORKERS RETIRING IN FUTURE

YEARS UNDER PRESENT LAW AND UNDER THE ADMINISTRATION'S SOCIAL SECURITY- FINANCING
PROPOSALS

Estimated rep.cement tatio *
(percent)

Example *

et Mostaters

Worker retiring at age 62 n January 1982 with: ”

Low earnings . . e e e e e 458 301

Average eamlngs . e 346 228

Maximum earnings.... et e e e e e 203 13.2
Worker retiring at age 65 i in January 198 wuth:

Low earnings . e e e e e e e 64.4 63.0

Average eamsngs e 491 481

Maximum earnings.... 289 283
Worker retining at age 62 i in January 1987 with,

Low earnings . . s e e 453 213

Average eamngs«.... . e e 344 21.7

Maximum earmngs .. e e e 206 11.7
Worker retiring at age 65 in January 1987 with:

Low earnings ... e [ 55.4 514

Average eamungs e . 422 399

Maximum earnings... ... r e e e e e 253 21
Worker retiving at age 62 in January 1992 wnh: -~

Low earnings ... - fet e e e et s+ e s e 45.1 04

Average eammgs 344 217

Maximum earnings. ..... ... oooee 208 120
Worker retiring at age 65 in January 1992 with:

Low earnings .. . . 544 479

Average earmngs 415 379

Maximum earnings 25.2 211

Footnotes at end of table.
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! Replacement ratw 15 defined a5 benefits payable’ for the first year of rebrement dnided by earnings n the last year before retrement.

2Ratios are for worker only Worker 1s assumed fo reach exact age shown in January Low earmngs™ are defined 25 the Federal Viwmum
Wage w each ras: yex. and the 1981 minmum mereased by the change in average wages in futwe years “Average earmings” ae Ge' a5 (he
average wage for indexing purposes i each year. “Maxmum ummfs“ denote the contribution and benefit base i each year. In eaxch  nple, the
worker is assumed o have covered earmings only dunng the perod [956 through the year before retirement . .

3 Under tws pr . the computation pornl for determinng benefits would be changed gradually from age 62 to 65 (but indexin of 23NNgS
would continue 1o be to age 60 only) The proposal would also prowde benefits of 55 percent of PIA at age 62 (grading to 100 r ~ent at age
ssg lor workers reaching age 62 1n 1982 and later, and would wcrease PIA-lormula “bendpoints™ by 56 percent of average w2 1e35es m
1982-87 In additon. the annuatzed benefil amounts used lo compute the replacement rates reflect the etfect of the proposes  .ange n the
effective month of future cost-ol-Imng increases from June to September.

Question 9. Are any of the savings figures on page 6 (of the HHS Fact Sheet) net
of changes of SSI costs?

Answer. No. The Social Security Eroposals were developed because of the short-
range and long-range financing problems of the Old-Age and Survivors Insurance
Trust Fund. The short-range estimates shown on page 6 of Fact Sheet included only
the effects of the proposals on the three trust funds that are financed by payroll
taxes—the OASI, Disability Insurance, and Hospital Insurance Trust Funds. The
long-range estimates, covering the next 75 years, included only the e ts on the
combined OASI and DI Trust Funds. (Long-range estimates for the HI .rust Fund
are not projected beyond a 25-year period.) The changes in costs to the Supplemen-
tal Security Income program would, of course, have offsetting effects on total budget
outlays, but not on the reduction in outgo from the trust funds.

The increase in costs for the Supplemental Security Income and Aid to Families
with Dependent Children program would be relatively small. They will be shown in
the answer to Question 22.

Question 10. What assumptions do you make about the long-term effect of the
President’s proposals on the retirement decision of the elderly?

Answer. It has been assumed that two of the President’s proposals would have
significant effect on the age at which workers begin receiving monthly retirement
benefits in the future. First, reducing the benefit rate from 80 percent to 55 percent
of PIA for those who begin receiving retirement benefits at age 62 has been
assumed in the long run to result in deferred entitlement for about one fourth of all

rsons who begin receiving retirement benefits before age 65 under current law.

ond, phasing out the earnings test for persons age 65 and older has been
assumed to result in the long run in prompt entitlement at age 65 for virtually all
eligible persons who begin receivinioretirement benefits after reaching age 65 under
current law. Under current law about 7 percent of male and 4 percent of female
eligible workers aged 65 to 69 are projected to have benefits withheld due to the
earnings test.

Questions 11 and 20. What are the fiscal year savings associated with each
proposal (by year, fiscal years 1982-86)?

Answer. The attached tables show the estimated reductiors in OASDI benefit
payments for each of the Administration proposals, by fiscal year. Table 1 is based
on the economic assumptions in tiie President’s Budget, while Table 2 is based on
the “worst-case” assumptions. It should be noted that the total savings for fiscal
years 1981-86 shown in Table 2 total about $97 billion, which is comparable with
the $111 billion shown in the HHS News release of May 12, because the latter figure
is for calendar years 1981-86 and thus includes fhree more months (and a full year
of savings for the change in the method of adjusting benefits for CPI increases).

TABLE 1.—ESTIMATED REDUCTION IN OASDI BENEFIT PAYMENTS FOR THE ADMINISTRATION'S
SOCIAL SECURITY LEGISLATIVE PROPOSALS, FISCAL YEARS 1981-86, BASED ON THE PRESIDENT'S
1982 BUDGET ASSUMPTIONS

In brboas]

Total
item 1981 1982 1983 1984 1985 1986 IS&!-

A Effect of budgel legisiative proposals on OASD! benefits .. $0.1  $27  $39  $48  $54  §538 $22.7

B. Proposal: t
1. Cover sick pay in fiest 6months 2. . 3 A 5 6 R 25
2. Change commputation point for AIME from age 62
to age 65 () 1 1 3 3 L.l

3. Increase PIA formula bendpoints by 50 percert
(imstead of 100 percent) of wage increase i
1982-87 ) 2 5 L1 1.9 36

Footnotes on following page.
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TABLE 1.—ESTIMATED REDUCTION IN OASD! BENEFIT PAYMENTS FOR THE ADMINISTRATION'S
SOCIAL SECURITY LEGISLATIVE PROPOSALS, FISCAL YEARS 1981-86, BASED ON THE PRESIDENT'S
1982 BUDGET ASSUMPTIONS—Continued

[in bihons]

Tolal
item 1981 1982 1983 1984 1985 1986 193?-

4. Pay benefit rate of 55 percent of PIA for retired
workers (and 27% percent for spouses) at age

62 . 3 15 32 4 61 158
5 Eiminale benelits for chidren of retired workers

aged 62-64 ... ... e () 2 4 6 6 18
6. Apply DI larmty ‘maximum fo OASI cases . . 1 4 L3 2 9 21

7. Eliminate “windfall portion” of benefits for persons

with pensions from noncovered employment . B . {3) 1 1 1 2 H
8 Require “medical only” determination of dlsabchty

(i.e, exclude vocationa' factors) . P 2 9 14 20 25 10
9 increase DI waiting period from 5 to Smonths .. .. 1 3 3 3 3 13
10. Require disabiity prognosis of 24 plus months

{instead of 12 months). . . s (™ 3 [ 8 9 26
11. Require 30 quarters of coverage out ol last 40

quarters for disabvlity benefits (instead of 20/40) . . ... ... 2 8 17 217 35 89
12 Move date for automatic benem increase from

June to September (and use 12-month average) . ... ... 35 18 10 5 1 6.9

13. Raise retirement test exempt amount for age 65
plus to $10,000 in 1983, $15,000 in 1984,

$20,000 in 1985, and eliminate testin 1986 ... .. ... -5 —11 —16 —26 —58
Subtotal (effect of B proposals)®. . ... ... 45 5% 82 114 139 439
Total effect (Aand BY¢ ... ....... 1 12 98 130 _168 137 666

*Except where noted, amounts shown are estimated reductions in GASDY benefd payments

2 Represents 20dtonal socia secunty 1ax income, inckuding 111

sAmounts shown represent net effect of al apphcable proposals after interaclion Figures shown for indwidual proposals inciude the effect of
interacton only with the Budget Proposals, and not with othes proposals i secton 8

Note- These estimales are based on the economk assumptions undertying the Presxdent’s Economic Recovery Plan

TABLE 2.—ESTIMATED REDUCTION IN OASDI BENEFIT PAYMENTS FOR THE ADMINISTRATION'S
SOCIAL SECURITY LEGISLATIVE PROPOSALS, FISCAL YEARS 1981-86, BASED ON “WORST-CASE”
ASSUMPTIONS

[In bethons)

Toal
ttem 1981 1982 1983 1984 1385 1985 193851-

A. Effect of budget legislative proposals on OASDI benefts.. 801 $27  $d1 $53  $62  $70 $254

B. Proposal:
1. Cover sick pay in first 6 months.2 ... .. S, 3 A 5 6 R 25
2. Change computation point for AIME from 62 10 65. ... . .. (%) 1 2 3 _ 6 12

3. Increase PIA formula bendponts by 50 percent

(instead of 100 percent) of wage increases in

1982-87. . e (3) H 5 12 23 42
4. Pay benelit rate of 55 pe:ceni of PiA for retired

workers (and 27% percent for spouses) at age

62.. 3 16 35 5.9 13 182

5. Efiminate benefits for chidren of re ers

aged 62-64 .. [ €3] 2 4 6 1 19
6. Apply DI famtry maxlmum o OASI cases 1 4 1 8 11 31
1. Ehminate “windfali portion” of benefits for pe'sons

with pensions from noncovered employment ... ... {3) 1 1 2 2 6

8. Require “medical only” determination of disabnllly
(1€, exclude vocational factors) .... .
9. Increase DI waiting period from 5 10 6 months...

Footnotes at end of 1able.
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TABLE 2.—ESTIMATED REDUCTION IN QASD! BENEFIT PAYMENTS FOR THE ADMINISTRATION'S
SOCIAL SECURITY LEGISLATIVE PROPOSALS, FISCAL YEARS 1981-86, BASED ON “WORST-CASE”
ASSUMPTIONS—Continued

[iw bilions)
Total
Nem 1981 1582 1983 1884 1985 1986  198]-
10. Require disabiity prognosis of 24 plus months
(instead of 12 months) ) 3 R 9 11 30
11. Require 30 quarters of coverage out of last 40
Quarters for disability benefits (instead of 20/40) ............... 2 8 18 30 40 98
12 date for automatic benefit increase from )
June to September (and use 12-month average) ................ 5.5 6.1 58 6.1 59 24

13. Raise retirement test exempt amount for age 65
phs to $10,000 ln 1983, $15,000 in 1984,
$20,000 in 1985, and eliminate testin 1986............cc.coverrne. =85 12 —19 30 —66

Subtotal (effect of B proposals) ¢ .. 65 102 133 182 230 7.2
Total effect (Aand B)¢ ........... 1 92 143 186" 44 300 966

Except where noted, amounts shown are estimated reductions in GASOI benefit payments.
mmmmmm,mm

Amounts shows represent nel effect of al applicable proposals afeter interaction. Figures shown for indvidual proposals inchude the effect of
interaction only with the budget proposals, and not with other proposals in section B. s

Note: These estimates are based on the “‘worst-case™ economic assumptions that were used to develop the administration’s financing proposals.

Question 12. What proportion of recipients will be benefited by the phasing out of
the retirement earnings test? What J)roportion of this group are primary workers,
as opposed to secondary beneficiaries? .

Answer. In 1977, over a million out of about 22 million beneficiaries age 65 or
older (4.5 percent) were directly affected by the earnings test, in that they had
earnings withheld because of the test. Of these, almost all (983,000) were retired
workers. Most of the rest were survivors (81,000) and a few (8,000) were other,
mainly auxiliary, beneficiaries. Of the retired workers, 240,000 have auxiliary bene-
fits paid on their accounts to either spouses or children or both. In these cases at
least one other person could have been directly affected by the earnings test.

Indirect effects, as well as direct effects, might be expecw(fy if the earnings test
were to be phased out. Some workers would be motivated to add to their earnings
and others might postpone retirement. At present, over 80 percent of those 65 and
older earn nothing. Of the rest, about % earn below the exempt amount. Some
(around 200,000) earn very close to this amount, and might be expected to increase

-their earnings if the test were eliminated. There would undoubtedly also be a
number of workers who would return to work from retirement, or would postpone
retirement, but no evidence exirts on which to base an estimate.

Question 15. Why did the Administration fail to propose universal Social Security
coverage as has been recommended by recent study and advisory gr::fs?

Answer. Today about 90 percent of the Nation's jobs are cove under Social
Security. The major groupe not covered are Federal employees (who are mandatorily
excluded from coverage by the Congress) and State and local governmental employ-
#es gnd employees of nonprofit organizations (who may be covered on a group gasm
at the option of the em‘ployer). e mose! serious problem from Social Security
aris| rom the lack of coverage for these groups is that some em lo}yees get
“windfall” benefits. The present benefit formula now makes it possible for some

m Byg: who work only a few years in covered employment to receive very hl{h
) urity benefits in relation to the Social Security taxes they have paxz In

1a t' m, the workers also receive pensions based on their noncovered employ-

ent. problem wouyld be-Jarge so]vag &y the Administration’s proposal

Juce disability and retirement bénéfits pai a worker (and his or her family) if

e wox"_rer wag receiving a pension based on noncovered work as a governmental or

onprofit employee.
bzoissue of mandatory coverage for governmental and nonprofit e;)l:floyees isa
e

x one. There are geveral problems which should be addr ore manda-

verage I8 pro . Fof example, many governmental and nonprofit employ-
&curity og

n
a)
ees are already covered undet fetiremept sys and o) Social r-
age because they fear it would mean Jlecreyasegl%rotgctﬂn under the plans anJ or



178

increased costs. It is difficult to develop a coverage plan that would respond to
employee fears about reduced retirement system protection and yet would not
increase costs for State and local government employers and their employees. The
Administration is continuing to examine-these issues, however.

Question 14. Has the Administration considered the effect, on younger workers, of
their proposals to discourage retirement at age 65?

Answer. Yes, the Administration has taken younger workers into consideration.
Younger workers have voiced two major concerns about the Social Security pro-

—that there won’t be any funds left when they are ready to retire and that the
ial Security tax burden on them is substantial. The Administration’s proposals
guarantee that funds will be there even under adverse economic circumstances and
.provide for a reduction of the tax burden on all workers. Younger workers would be _
na ition to adjust their personal career and financial plans to take account of
the changes in Social Security like the change in retirement incentives.

In addition, the Administration’s program for economic recovery is designed to
stimulate productivity and economic growth. In so doing, it will create new job
opportunities for younger workers.

Question 15. at will be the impact of the reform package on private pension?
One pension consultant has claimed that employers pension costs could increase by
about 7 percent.

Answer. No one can say precisely what the impact will be. Each plan’s sponsor
will have to decide for itself what c es, if any, it would want to make in its plan
to adjust for the adoption of the Adminstration’s geroposals. In the absence of formal
changes ir'i‘ﬁlan provisions most plans would not be affected by the Administration’s
proposal. This is true because most plans are not inatﬁg-rated with Social Security or .
are integrated in a way that would not be directly aftected by the Administration’s

proposals. -

Question 16. The Administration has been accused of “overkill” in the extent of
its social security proposal. The package allegedly cuts much more than is consid-
eﬁed ngcessary.w protect the system'’s fiscal integrity. How do you respond to that
charge?

Answer. The package is desifned to solve the financial problems of the Social
Security program and to allow for a reduction in the Social Security taxes workers
and their employers pay. :

The savings estimates for these proposals were made using the worst-case econom-
ic and actuarial assumptions. We do not believe it is wise to base Social Security
financing plans on “best guess” future costs assumptions and face the possibility of
having to come back in a few years, as has happened in 1977 and again this year,
asking the Congress for further changes because economic conditions proved to be
much more adverse than the assumptions anticipated.

If future-experience turns out to be more favorable than our worst-case assump- .
tions indicate, the trust fund reserves will begin to build up and we will be able to
reduce the tax rates for employees and employers even further.

Question 12, Short-range status of funds.—Show the status of funds on a calendar
ear basis, 1981 through 1990, for OASI, DI, and HI separately, (1) under present
aw, and (2) assuming enactment of the social security budget proposals and financ-

ing proposals under both sets of economic assumptions. .

Answer. The reguested trust fund projections are shown in the attached tables for
calendar years 1981-86. The economic assumptions on which the estimates are
.based were not projected beyond 1986.
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Toble 1.—Estimated operations of the OASI, DI and Ul trust funds under prnc:: ll:‘; based on

President Reagan's Revised 1982 Budget assumptions, calendar years

(Amounts in billions)

Income : Outgo |

Calendar . ,‘
year 0ASI 124 0ASDI HI Total OASI br OASDY HI Total
1980 $105.8 $13.9 §119.7 §26.1 $145.8 $107.7 $15.9 $123.5 $25.6 §149.1
1981 122,7 17.0 139.7 35.3 175.0 126.7 17.9 144.6 29.5 174.1
1982 132.8 23.9 156.7 40.4 197.0 144.3. 19,5 163.9 3%.2 198.0
1983 145.8 27.4 173.1 45.2 |218.3 160.2 20,9 181.1 39.4 220.5
1984 159.7 30.7 150.4 50.0 |260.4 174.7 22.2 197.0 45.3 242.3
1985 180.3 38.8 . 219.1 56.5 275.6 188.8 23.6 212.5 51.8 264.3
1986 196.8 43.5 240.3 65.7 306.0 202.4 25,2 227.5 58.9 286.5
Net increase Funds at end Lssets at beginaing of year as a
in funds of year percentsge of outgo during year

0OASI DI OASDI MI Total OASI DI OASDI HI Total ©ASI ; DI OASDI  MI Total

— —_— —— e — —— o—

1980 ~$1.8 -32.0 =-$3.8 $0.5 =$3.3 $22.8 $3.6 $26.5 $13.7 $40.2 23x 352 252 522 291

1981 4.0 -9 -49 5.8 .8 18.8 2.7 21,5 19.53 41.0 18 20 18 &7 23
1982 =11.5 4.3 =7.2 6.2 -1.0 7.3 7.1 143 25.7  40.0 13 14 13 57 21
1983 ~lé.é 6.5 =79 5.8 =-2.2 =7.1 13.5 6.4 31.5 379 5 k) 8 65 18
1984 =15.1 8.5 =~6.6 4.7 -1.9 ~22.2 22.0 =.2 36,1 35.9 -4 61 .3 69 16
. 1983 ~8.6 15.2 6.6 4.7 11,3 ~30,8 137.2 6.4 40.8 47.3 -12 93 [67)) 70 14
1986 =-5.6 18.4 12.8 6.8 19.5 =36.4 55.3 19.2 47.6 66.3 =15 148 3 69 16

y'un}un'o and =0.5 percent. .
t .
Note: Estimates for 1982 and later are theoretical since the OASI trust fund would become depleted i
latter half of 1982 whea asssets become insufficient to pay banefits when due. . P " the

1
' . . , Social Security Adsinistration
Office of tho Actuary
Mareh 17 10R1
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Table 2.—Estimated operations of the OASI, DI, and UI Trust Funds under the program as modificd
by the President's Social Sccurity. proposal., based on the President's Revised 1982 Budget
economic assumptions, calendar years 1980-86

(Amounts in billions)

i
* Qutgd

: Income
Calendar .
yeaxr OASI DI OASDI HI Total OAST DI 0ASDI ux Total
1980 $205.8 $13.9 $119.7 $26.1 $145.8 $§107.57 $15.9 $123.5 $25.6 $149.1
1981 ‘122.7 17lo 139.7 35.3 175.0 126.1 17.8 143.9 29.3 173.2
1982 139.8 17.5 157.4 40.4 197.8 138.4 17.3 155.7 33.6 189.3
1983 ) 157.3 17.8 175.1 45.3 220.4 . 153.4 16.9 170.3 38.8 209.1
1984 175.8 17.8 193.6 50.3 243.8 167.1 15.7 ,182.8 44.3 227.1
1985 201.8 18.2 . 219.9 56.9 276.9 . 179.2 14.9 194.1 50.3 244.4
1986 222.0 19.9 . 241.9 66.3 308.2 192.0 14.7 206.7 56.6 263.3
Net increase Funds rt end Assets at beginning of year as a
in funds of year percentage of outgo during year
OASI DI OASDI _MI Total OASI DI OASDI} NI Total OASI _DI  OASDI HI Total
1980 +$1.8 ~$2.0 -$3.8 $0.5 -$3.3 §22.8 '$3.6 $26.5 $13.7 $40.2 23% 35% 25% 522 292
1981 '=3.4 ~-.9 -4.2 6.0 1.8 19.4 2.8 22.2 19.7 41.9 18 20 18 47 23
1982 1.4 .2 1.7 6.9 8.5 20.8 3.0 23.8 26.6 50.4 14 16 14 59 22
1983 3.9 .9 4.8 6.5 11.3 2.7 3.9 28.6 33,1 1.7 14 18 14 69 24
1984 8.7 2.1 0.8 5.9 16.7 33.4 6.0 39.4 39.0 78.4 15 25 16 75 27
1985 22.6 3.2 5.8 6.6 32.5 56.0 9.2 652 45.6 110.8 19 40 20 78 32
1986 30.0 5.2 35.2 9.7 44.9 86.0 14.5 100.5 55.3 155.8 29 63 32 81 42

! '  0ffice of the Actuary
Ju?e 15, 1981

081



Table 3.--Estimated operations of the OASI, DI, and NI Trust Funds under
on "worst case' economic assumptions,

calendar yecars 1980-86 }

based

L.

(Amounts in billions)

prescent law,

Ouégo

Income .
Calendar
_year  _OASL DI _OASDI _HI  Total _onst_
1980 $105.8 §$13.9 $119.7 $26.1 . §145.8 $107.7
1981 122.7 17.0 139.7 35.3 175.0 ¢ 126.7
1982 132.7 23.9 156.7 40.3 196.9 147.7
1983 143.0 27.1 170.2 44.7 214.8 171.5
1984 159.7 31.3 191.0 50.8 261.8 196.4
1985 184.9 41.0 225.9 59.2 285.1 222.6
1986 205.1 47.3 . 252.3 70.6 322.9 249.0
Net increase Funds at end
in funds of year
OASL DL OASDI _HI Total OASI DI OASDI HI Total
1980 -51.8 -$2.0 -$3.8 $0.5 -$3.3 §$22.8 $3.6 $26.5 $13.7 §40.2
1981 -4.0 -9 =49 5.8 1.0 18.8 2.7 21.6 19.6 41.2
1982 -15.0 3.9 -11.1 5.8 -5.2 3.9 6.6 10.5 25.4 35.9
1983 -28.5 4.8 -23.8 4.2 -19.6 -~24.7 11.4 -13.3 29.6 16.3
1984 -36.8 6.5 =30.2 2.9 =~27.3 -61.4 17.9 =43.5 32.5 -11.0
1985 -37.7  13.6 -24.1 3.1 =23.0 -99.2 31.6 -67.6 35.5 =-32.0
1986 -43.9 17.2 -26.8 5.2 -21.5 -143.1 48.8 -94.3 40.8 -53.6

24.8
27.4
30.1

O0ASDI HI

$123.5 $25.6

144.6 29.4

167.7 3.4

193.9 40.5
y

221.2 ° 47.9

250.0 56.2

279.1 65.4

Total

$1649.1
174.0
202.2
234.4

269.1
306.2
344.5

Aasers at beginning of year as a
percentage of outgo during year

OAS1

232

18

13
2

-13
-28
=40

b1

352
20
14
30

46
65
105

OASDI HI
252 522
18 47
13 37

3 63
-6 62
-17 38

=24 54

Total

292
23
20
15

6
-4
-9

Note:

Estimacez for 1982 and later are theoretical because the OASI Trust Fund would become depleted in the
latter half of 1982 when assets become insufficient to pay benefits when due.

Office of the Actuary

June 12, 1981
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Tablo 4.~~Estimated operations of.:llc OASX, Dl.'and HI Trust Funds under the pfogrnn ao wodifted
by the Prgaident’s Social Security proposals, bascd oa “worat cosc'
ic ptions, calendar yeaxs 1980-86

(Amounts in billions)

Income N Outgo
Calendar ‘

year OASI . _ DI DASDI HI - Total OASI DI OASDL m Total
" ° . —

1980 $105.8 $13.9 $119.7 $26.) $145.8 $107.7 §15.9 §123.5 $25.6 §149.1
1981 122.7 17.0 139.7 35.3 175.0 126.2 17.8 144.0 §29.2 173.2
1982 140.1 17.5 157.6 40.4 198.0 140.1 17.4 157.5 33.8 191.3
1983 154.9 17.6 172.5 44.9 " 217.4 161.0 17.? . 178.7 39.9 218.6
1984 177.2 18.1 ¢ 195.3 51.1 246.4 183.7 - -17.3 201.0 46.9 247.9
1985 209.4 19.0 = 228.4 59.8 288.2 207.2 16.8 224.0 54.7 278.7
1986 235.2 21.5 . 256.7 71.4 328,1 232.1 16.6 248.7 63.0 .7

Net increass Funds at end . Asasets at beginoing of ycar as a

in funds - of year percentage of outgo durlng year

OASY DI OASDY _HI Total OASI DI = OASDI HI Total ;7 OASI DI  OASDI HI Totol
¢

1980 =$1.8 =$2.0 -=$3.8 $0.5 ~-$3.3 $22.8 $3.6 §$26.5 $§13.7 §40.2, 23 °35% 252 52 29%
1981 =3.5 =8 =43 6.2 1.8 19.4 2.8 22,2 19.8 42,0 18 .20 18 7 23
1982 an ol Jd 6.6 6.7 19.4 2,9 " 22.3  26.4 48,7 14 16 14 2 22
1983 ° -6.1 =.1 =62 5.0 ~1.2 .13.2 2.8 16.0 3.4 47.4 12 16 12 66 22
1984 =6.5 8 =5.7 4.2 =1.5 6,7 3.7 10.4 35.6 46.0 . ? 16 8 67 19
1985 2.2 2.3 b.b - 5.1 9.5 8.8 5.9 .14.7 40,7 35.4 3 22 5 65 17
1986 3.1 4.9 °"8.0 8.4 16.4 12.0 10.8 22.8 49.0 71.8 4 36 6 65 18

1/ Lass tben $50 million, ’

Nots: Under the interfund borrowing provision in the Preaidoat's proposals, loans from the nx and DI Trust ¥unds would
be made to the OASX Trust Fund so that OASL beunefits can be paid on a timely basis.
. . R .
Office of the Actuary
June 12, 1901

L
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Question 18. bong-range status of OASDI funds.—Prepare two tables like table 26
in the 1980 Trustees’ Report on-OASDI comparing OASI and DI estimated expendi-
tures (expressed as a percentage of payroll) 1981-2005 annually and every 5 years
thereafter through 2055 with the scheduled tax rates under present law: (1) under
present law; and (2) assuming enactment of the social security budget proposals and
financing proposals.

Answer. The following two tables compare estimated OASDI expendltures with
present law scheduled tax rates. The first table includes projected expenditures
assuming enactment of the Administration’s proposals. The second table refers to
present law expenditures as projected under the Alternative II assumptions of the
1980 Trustees Report.

ESTIMATED EXPENDITURES OF OASDI SYSTEM ASSUMING ENACTMENT OF ADMINISTRATION PROPOS-
ALS AND COMPARISON WITH PRESENT LAW SCHEDULED TAX RATES, CALENDAR YEARS 1980-
2055

[As percent of taxable payrolf)
Estimated expenditures !
e o) o T Gxnte *

1980 948 139 10.87 10.16 -0n
1981 9.9¢ 138 11.28 10.70 —-.58
1982 9.45 121 10.66 10.80 4
1983 9.39 1.01 1040 10.80 A0
1984 925 .89 10.14 10.80 66
1985 9.13 15 9.88 11.40 1.52
1986 8.95 .10 9.65 1140 115
1987 8.74 10 944 11.40 1.96
1988 8.55 N] 925 1140 215
1989 837 10 9.07. 11.40 233
1990 817 10 8.87 1240 353
1991 8.08 10 878 1240 362
1992 . 19 10 8.69 12.40 an
1993 790 Rl 8.60 1240 380
1994 784 B 8.55 1240 3385
1995 1.78 1l 849 12.40 39
1996 1.67 RE} 3.40 1240 4.00
1997 71.57 T4 831 12.40 409
1998 148 .16 8. 1240 416
199¢ 741 18 819 1240 421
2000 134 80 8.14 1240 4.26
2001 1.21 82 8.09 12.40 3
2002 119 84 8.03 1240 437
2003........ - ~ 716 86 802 1240 438
2004 114 .88 8.02 1240 438
2005 1.4 91 8.05 1240 435
2010 1.60 1.00 860 1240 3.80
2015 8.5 1.05 961 1240 FaL]
2020 9.84 107 1091 1240 149
2025 11.02 1.04 12.06 1240 3
2030 175 9 1214 1240 -
2035 11.90 97 1287 1240 ~A47
2040 1169 9 12.68 1240 -.28
2045 11.64 101 _ 12.65 1240 -2
20950............ 1171 1017 1272 1240 -3
2055 - 11.80 1.00 1280 1240 -4
25y averages:

1880 to 2004 8.22 079 9.02 . 1185 285

2005 b 2029......... . 921 1.02 10.23 1240 217

2030 o 2054 11.15 1.00 1276 1240 -3
751 average: 1980-2054 974 9% 10.68 1222 1.54

1 OASOI combined empleyer-amployes tax rate.

hMmWHMI“MMnWhhmﬂﬁm
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ESTIMATED EXPENDITURES OF OASDI SYSTEM UNDER ALTERNATIVE 1| AND COMPARISON WITH
SCHEDULED TAX RATES, CALENDAR YEARS 1980-2055 '

[As percent of taxable payrol)
Estimated expenditures §
Calendar year v o -~ urrater  Difference
1980 9.48 1.3% 10.87 10.16 -n
1981 994 1.39 1133 10.70 —563
1982 997 L35 11.32 10.80 — 52
1983 891 129 112 10.80 -4l
1984 9.86 126 1111 10.80 =31
1985 9.7% 1.22 11.02 11.40 38
1986 LR 1.20 10.94 11.40 A6
1987 5 968 -~ LI7 10.85 1140 .55
1988 9.60 116 10.75 11.40 65
1989 . 9.48 114 10.63 1140 n
1990....... 9.39 113 10.52 12.40 1.88
1991 9.38 113 10.51 1240 189
1992 9.37 113 10.50 1240 190
1993 9.36 113 1049 1240 191
1994 9.35 1.14 1049 1240 191
1995 9.35 L4 10.49 1240 191
1996 9.28 n 10.45 1240 195
1997.... 9.22 120 1041 1240 19¢
1998 9.16 123 10.39 1240 201
1999 9.12 126 10.38 1240 202
2000 9.08 1.29 1037 12.40 2.03
2001 9.03 133 10.36 1240 2.04
2002 8.98 1.36 10.34 1240 2.06
2003 8.95 139 10.36 12.40 204
2004 b 899 143 1042 1240 198
2005 9.02 146 1048 1240 1.92
2010 N 975 162 1136 1240 1.04
2015 11.09 110 12719 1240 -3
2020 1282 113 - 14.55 1240 -215
2025 1440 1.68 16.08 1240 —368
2030 - 1837 160 16.98 12.40 —458
2035 15.59 157 17.16 1240 —476
2040 1531 1.59 16.90 1240 —-450
2045 < 1523 163 16.86 1240 —-446
2050 1533 163 16.96 1240 —4.5
2055 15.45 161 1o 12.40 -4.67
25-yr averages:
1980 to 2004 942 L 10.66 11.85 1.19
2005 to 2029 \ 1192 1.65 13.57 1240 -1
2030 to 2054 1537 161 16.98 1240 —458
15y average: 1980 to 2054 N 12.24 1.50 13.14 12.22 —15
+ OASO cambined enplge snpioe U tate :

Note: Aternative ¥ 3nd taxabie payroil are described in the text of this report.

Question 19. Long-range status of HI fund. Prepare two tables like table 8 in the
1980 Trustees’ Report on HI comparing HI estimated expenditures (expressed as a
percentage of payroll) 1981-2000 with the scheduled tax rates unider present law: (1)
under present law; and (2) assuming enactment of the social security budget propos-
als and financing proposals, )

Answer. The attached table contains estimates of the annual costs of the Hospital
Insurance program under present law and under the program as modified by the

- 1982 Budget proposals and the Social Security financing proposals.
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ESTIMATED YEAR-BY-YEAR COST OF THE HOSPITAL INCURANCE PROGRAM, 1981-2000

b\v
ntas(perwn) wgmlns utpemaﬂvl

payroll)
Calendar year:
T9B1 oot ssener s s ssms s b s s sesesn s et 26 2.25 2.4
1982 26 234 231
1983 26 244 240
1984 " 26 2.52 241
1985 27 2.62 2.56
1986 29 2.76 267
1987 28 290 281
1988 29 3.06 295
1989 29 320 308
1990 29 3.36 32
1991 29 352 kX1J
1992 29 368 353
1993 29 3.85 368
19% 29 4.00 381
1995 29 - 44 395
1996 29 429 409
1997 29 444 2
1998 29 458 435
1999........ 29 472 447
2000 29 4.86 460

1 are based on OMB mid-session review assumptions blended into the intermediate assumptions of the 1980 Trustees Report,
modHy mkmmeﬂectsofMLQG—lw

'Asw'Nsongl:mrmm of the work group and effects of recommended legisiation in the Reagan budget with the exception of

the pro competition #,

Note: Neither column includes an aflowance for trust fund buiding and maintenance.

Question 20. Fiscal year savings.—Prepare a table showing the financial effect of
the budget proposals and the individual other proposals for fiscal years 1982
through 1986 show the total for the five years as well as the total effect (taking into
account mteractlon) for each year-separately.

Answer. See answer to question 11.

Question 21. Number of people affected. -—Prepare a table showing the number of
people affected by each of the proposals (1) in 1982 and (2) in the~year that the
proposal has fully phased in.

Answer. The attached table contains estimates of the number of persons affected
lt:y each proposal in 1982 and in 1986. Most of the proposals will be fully phased in

y 1

ESTIMATED NUMBER OF INDIVIDUALS AFFECTED BY THE PRESIDENT'S SOCIAL SECURITY FINANCING
PROPOSALS, CALENDAR YEARS 1982 AND 1986

Calendar year—
Prapsa 1982 1986
1. Cover sick pay in first 6 months 10,000,000 10,000,000
2. Change computation point for AIME from age 62 to 65 600,000 2,000,000
- 3. increase PA formufa bendpoint by 50 percent (instead of 100 percent of wage increases in
1982-87 1,100,000 3,200,000
4. Pay benefit rate of 55 percent of PIA for reticed workers (and 27% percent for spouses) at -
age 62 700,000 1,300,000
5. Elminale benefits for children of retired workers aged 62-64 40,000 110,000
6. Apply Dl family maximom to OASI cases. 250,000 450,000
7. mmmmamaummmmmmmwmmw 20,000 30,000
8. Raquire medical only determinabion of disabiity (that is, exclude vocahmal faclors).... 80,000 100,000
9.~ [ncrease DI waiting period from 5 months to 6 months 500,000 650,000
10.  Require disability prognosis of 24 plus mon ths(madoflzmonms) ...................................... 40,000 50,000
11 mm‘o)sowmdmma 40 quarters for disability benefits (instead of 20/ 000 o0
\ 110,
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ESTIMATED NUMBER OF INDIVIDUALS AFFECTED BY THE PRESIDENY'S SOCIAL SECURITY FINANCING
PROPOSALS, CALENDAR YEARS 1982 AND 1986—Continued

Calendar year—

1982 1986

12. Move date for automatic benefil increase from june to September (and use 12-month

average) 36,000,000 38,000,000
13. Raise retirement test exempt amount for age 65 plus to $10,000 in 1983, $15,000 in 1984,

$20,000 in 1985, and efiminate tes! in 1986 800,000
Noles.—1. The figures shown above are not additive. 2. The estimates take account of interaction with the President’s Budget . Hems
8-11 take account of i 83 with the President's Budget proposais. 3. Figures for calendar year 1986 include

inferaction among themsehves, as well
only individuals first entitied in 1986 except for ftems 1, 12, and 13.
Question 22. Impact on other 2programs.—Show separately the budgetary impact

in each of the fiscal years 1982 through 1986 of the Social Security budget and
gmancing proposals on: (1) SSI; (2) A : (3) Medicaid; (4) Medicare; and (5) Food
tam

ps. -
Answer. The effect of the budget and financing proposals on the five programs of

interest is detailed below:
I. Budget Proposals.—Two of the Social Security budget proposals will have a

budgetary impact on the SSI program.

(in milfons of doflars)

Fiscal year—
19 1983 1884 1985 1986

+300 +300 +400 +400 4400

Eliminate minimum benefit (effective date July 1981)
+7  +18 433 440 450

Currently insured status (effective date July 1981) ..c....cooovevrecnen.

No estimates have been made of the impact of the Social Security budget propos-
als on the other four programs.

I1. Financing Proposals.—These estimates reflect the impact of the Social Security
financing proposals as they were drafted on June 16. If some of the detailed
specifications of these proposals are altered in the final stages of the drafting
process, their budgetary impact on other frograms may change also. The estimates
are based on an effective date of January 1982.

S8I.—The financing proposals are estimated to have the following effect on SSI
expenditures:

Fiscal : ) Millions
1982 -$106
1983.... .. +56
1984 +168
1985 +4-282
1986 .. +387

The impact on SSI expenditures reflects the effects of the following-proposals

adjusted for interaction effects.
1) AIME computation to age 65.

(2) Reduce early retirement benefits.

(3) 24-month pro%nosm or DI.

(4) Medical only determination for DI.

(6) DI 6-month waiting period.

(6) 30/40 DI insured status.

(7) Increase bend points by 50 percent of wage increase.

(8) Move COLA to September. ..

AFDC.—The financing proposals are estimated to have the following effect on
AFDC expenditures:

Fiscal vear: Millions
1932’ ..... +818
1983 +47
TOBA ... e bt e bbb AR bR Rt b anabareseennstsesnetarasbad +56
1985 +63

1986 169
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The im on AFDC expenditures reflects the effects of the following proposals
adjusted for interaction effects.

(1) 24-month prognosis for FI.

(2) Medical only determination for DI.

(3) 30/40 DI insured status.

Medicaid.—The financing proposals are estimated to have the following effect on
Medicaid expenditures:

The impact of Medicaid expenditures reflects the effects of the following proposals
adjusted for interaction effects. .

(1) AIME computation to age 65. =

(2) Reduce early retirement benefits.

(3) 24-month prognosis for FI.

(4) Medical only determination for DI.

(5) DI 6-month waiting period.

(6) 30/40 DI insured status.

(7) Increase bend points by 50 percent of wage increase.

Medicare.—The financing proposals are estimated to have the following effect on
Medicare expenditures:

Fiscal year Millions
1082 .o s bt et s 0
1983....ciiiriinirnens 0
1984 ..... $80
1085 ... 280
1986 ...t s 550

The impact on Medicare expenditures reflects the effects of the following propos-
als adjusted for interaction effects. '

(1) 24-month prognosis for DI. : K

(1) Medical only determination for DI.

(1) DI 6-month waiting period. .

(1) 30/40 DI insured status.

(1) Eliminate child’s benefits for early retirees.

In addition to these effects, HI Trust Fund income will be increased by an
estimated $100 million annually as a result of changes in the treatment of sick pay.

Food Stamps.—The financing proposals are estimated to have the following effect
on Food Stamp expenditures:

The impact of Food Stamp expenditures reflects small effects of several proposals
adjusted for interaction effects.

Question 23. Interfund transfer.—Assuming enactment of the budget and financ-
ing proposals, show separately for each year 1981 through 1995 the estimated
transfers in and out of each trust fund if there were authority for interfund
transfers (1) in dollars, and (2) as a percentage of taxable payroll.

Answer. On the basis of the economic assumptions underlying the President's
1982 budget, interfund loans would not be required if all of the Administration’s
budget and financing fropoeals were enacted. On the basis of the “worst-case”
assumptions, interfund loans would be required by the OASI Trust Fund in calendar
years 1984-86. The requested estimates, based on the “worst-case” assumptions, are
shown on the attached table. The “worst-case” economic assumptions were not
projected nd 1986; however, all the loans made to the OASI Trust Fund in
1984-86 would be repaid by June 1986. -
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AMOUNTS OF INTERFUND TRANSFERS AMONG THE OASI, DI, AND HI TRUST FUNDS UNDER THE
INTERFUND BORROWING PROVISIONS IN THE ADMINISTRATION'S SOCIAL SECURITY PROPOSALS ON
THE BASIS OF THE WORST-CASE ASSUMPTIONS

(Dokar amounts in bidions]
oSt o H
Calendar year Aot Aomt  Amoel  Anomt  Amoel  Amowl
loaned to Toaned to
borowed  repaid e L+ A
1984 $6.9 $19 $38 $15 $3.1 $04
1985 65 89 32 26 33 63
1986 26 6.1 19 53 7 8
Tolal 160 168 89 94 11 74
AMOUNTS AS PERCENT OF OASDI TAXABLE PAYROLL
1984 04 0l 02 0l 02 (1)
1985 3 4 2 2 3

1986 . 1 3 1 2 M )

less than 0.5 percent. .

s P S M, B L U L S e 0

00 » 3

Wawn\um“mammdm,wmmmq n | e end over
payments due for payment from the fund at the beginning of July. AR loans, including interest, are repaid by the end of June 1936.

Question 24. Increased trust fund revenues.—The various financing proposals
would provide a strong incentive for persons to continue working between ages 62
and 64; elimination of the retirement test also can be ex to lead to some

rsons continuing to work after reaching age 65 who would otherwise have retired.

at are the short-run and long-run estimates of increased trust fund revenues
which would come about from enactment of the budget and financing proposals?

Answer. Increases in work activity for significant numbers of aged persons have
been assumed for the President’s proposal that would phase out the eammgs test
for persons age 65 and older and for the proposal that would reduce the benefit rate
from 80 percent to 55 percent of PIA at age 62. The improvement in the long-range
actuarial balance of the QASDI program due to increased revenues from additional
work (net of the partly offsetting cost of higher average that would come as a result
of the additional work) has been estimated to be 0.01 percent of taxabl:egayroll for
Eehasing out the earnings test and 0.02 percent of taxable payroll for reducing the

nefit rate at age 62.

tion £5. Implications of age 65 computation point without adjustment of age
60 indexing point.—The Administration pro; would raise the computation point
to age 65 on the theoretical justification that workers should be required to use
their earnings in the years between age 62 and 65 (and will, perhaps, use zero dyem's
if they do not remain in the work force past age 61.) The premise behind this
change would seem to be that those individuais who do work past age 61 will
generally have a higher benefit amount because of those earnings. However, the
validity of this premise is open to some question. The 1977 Amendments adopted a
benefit computation system which counts earnings at an inflated (indexed) value
rather than at face value. For essentially administrative reasons, however, that
legislation provides that earnings will be indexed only to age 60 (and earnings after
age 69 will not be indexed at all). This tends to gnsoo unt the relative value of
earnings after age 59 and increase the likelihood that individuals “required” by the
age 65 computation point to continue working to age 65 will not have their 2
earnings used in their benefit computation. (This will be the case if the lute
value of their 2 earni is less than the indexed value of three years which
under present law would be dropped out as low years.)

A contrary argument can be raised on the basis of the general observation that in
individual’s wages tend to rise from year to G!W 8o that the people affected may
well have absolute wages in the years 62 to 65 which are higher than their indexed
wages from earlier years. That general observation, however, may not be valid. The
Consultant Panel on Social Security in its 1976 report for the Finance Committee
found patterns to be somewhat more erratic than was commonly believed.
Moet pertinently, the Panel found: “After age 55 the growth rate seems to fall below
the general average.” (p. 52) N




189

It would be possible to remove some of this concern by modifying the treatment of
earnings in the years 62 to 65 to give them comparable treatment to earnings prior
to age 60. For example, all retired workers could be given a single recomputation at
age 7 in which the absolute value of wages earned in the year of attainment of age
62, 63, and 64, would be inflated by the wage growth in the economy between that
year and age 65. (The value of earnings in prior years would not be modified; that
18, for years prior to age 59 values remain indexed to age 60, and age 60-61 earnings
would be unindexed.) Since this kind of a change would increase benefits able to
the affected workers, there would be a cost which would have to be absorbed by the

system.
ysWhat would be the cost of implementing the above modification? If the percent-

e factors in the benefit formula were modified so as to exactly offset that cost,
what would be the revised benefit formula?

Answer. Under current law a retired worker’s earnings for years before age 60
are indexed (inflated) to the year the worker attains age 60. The fact that earnings
for years after 60 are not indexed (deflated) to the year of age 60 increases both the
likelihood that such earnings will be used in computing the PIA and the value of
such earnings if used.

If earnings for years of age 62, 63, and 64 were indexed (inflated) to the year of
age 65, both the likelihood and value of using such earnings in computing the PIA
would increase further under either current law or the Administration proposal.
This would of course increase the incentive to work at these ages. :

The specific pro 1 outlined in this question would result in indexing earnin
for years of age 62, 63, and 64 to the year of age 65 for the purpose of benefit
recomputations at age 67 (while continuing to index earnings before age 60 to the
year of age 60 and to provide no indexing for earnings in years of age 60, 61 and
after age 64). The long-range OASDI cost of this proposal is estimated to be 0.02
ﬁrcent of taxable payroll under either current law or the Administration proposal.
is estimate is based on the Alternative II assumptions of the 1980 Trustees

Report. -

Xo reduction of the gercentage factors in the PIA formula of about 0.16 percent for
persons eligible in 1982 and later would reduce OASDI long-range cost by about 0.02
percent and taxable payroll, the amount necessary to roughly offset the cost of the
modification described above. This would result in PIA factors of 89.86 percent,
31.95 percent, and 14.98 percent instead of the current law factors, 90 percent, 32
percent, and 15 percent respectively.

tion 26. Impact of changing definition for disability insurance but not for
SSI.—The Administration Froposa would make 2 very significant changes in the
disability definition for DI but not for SSI. This would obviously lead to some
shifting of costs saved in DI into SSI as individuals newly excluded from DI quali-
fied for SSI. Beyond this obvious result, however, there is some reason for concern
that the movement to a 2-definition system would in practice lead to broadened SSI
eli 'bilit! increasing the cost of that program with spill-over implications on the
Title II disability grogram

In explaining the reasons for the precipitous growth of the disability program in
the 1960’s and 1970's, a 1977 study by the Social Security actuaries cited as one
cause: “the difficulty of maintaining a proper balance between sympathy for the
claimant and respect for the trust funds in a large public system.” The Administra-
tion proposal would remove whatever restraining influence the element of “respect
for the trust funds” may have in the application of the present disability definition.
At the same time the proposal would limit the population affected by it to those
categories of individuals who are most likely (because they are neediest) to elicit the
sympathy of those who apply that definition. In addition, it is not unreasonable to
project developments such as administrative specialization in which the better
(more careful) adjudicators would tend to gravitate to the more prestigious DI

program.
r?’q:ase rovide an analysis by the social security actuaries of the above consider-
ations including an analysis of any spill-over impact on Title II. (In consideration of
the 1979 and 1980 disability legislation, the Social Security Administration actuaries
projected a significant spill-over on DI of a change in the law which ostensibly
affected only the SSI program. Although the situation was not identical, the same
type of consideration would seem to hold. That is, to the extent there is any
loosening of the SSI program, some disabled people who are managing to continue
working will be encouraged to test the system. In doing so, it will be discovered that
they in fact meet the social security disability definition on the basis of medical
factors alone. Once that is established, they will then sto workingsand rely on the
DI program. In addition to this type of factor, there may unds for consideri
the extent to which adjudicators and particularly judicial adjudicators will be will-

83-823 O-—-81—13 —_~
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ing to accept the conclusion that a single individual can be disabled under one title
of the Social Security Act and not disabled under a different title).

Answer. The President’s proposals would change the DI definition of disability by
requiring a 24 month prognosis (instead of the current 12 month prognosis) and by
considering only medical factors (not including the vocational factors in current
law). The r<timated savings for the D] trust fund due to these Provisions would be
slightly greater if the provisions also applied to SSI. This “spill-over” imgct from
the SSI program is assumed to occur because of the requirement for an SSI appli-
cant to file concurrently for any possible OASDI benefit, not because of any expecta-
tion of lax administration.

Any pro| which results.in a less restrictive definition of disability for SSI
(than for DI) will, because_of the requirement for concurrent filing by an SSI
applicant, cause some persons to apply for DI benefits who would not otherwise
apply. Some of these additional applicants will be awarded DI benefits thus produc-
ing a "spill-over” impact on DI
_ This “spill-over” is assumed to be weaker than that assumed about two years
geéardi a proposal that would liberalize the SGA for SSI without modifying the.

A for DI. The stronger “spill-over’ effect assumed then reflected the fact that the
situation would have been more under the control of the recipient than would be
the case under the President’s proposal to make the DI definition stricter.

Question 27. Long-range tax schedules.—The Administration promal assumes
that tax-rates will be reduced in a manner which will keep trust fund balances from

_rising much above 50 percent of one-year's benefits. (1) If that were_assumed
without the countervailing assumption of any increases in tax rates not scheduled
in J:reeent law, what would be the long-range actuarial balance of the program
under the proposal? (2) If that were assumed and tax rates were also assumed to
rise as necessary to maintain that 50 percent balance throughout the 75-year
valuation period, what would be the tax rates applicable in each year of that
period? (Please provide the answers to these two questions under the 3 sets of
assumptions in the most recent trustees' report).

Answer: (1) The long-range OASDI actuarial balance under the Administration's
groposal, with automatic adjustment of the tax rate (both downward and upward),

ut never going above the rate scheduled in Fresent law is estimated to be a deficit
of 0.03 percent of taxable payroll. The OASDI Trust Fund balance becomes negative
in 2042 under this basis. -

(2) Attached is a schedule of tax rates, and corresponding beginning of the tyear
OASDI Trust Fund ratios, for 1980-2054. These estimates assume enactment of the
Administration’s proposal (including automatic adjustment both downward and
upward in the tax rate), and also that tax rates are allowed to exceed those
scheduled in present law.

Note.—These estimates are based on the intermediate set of assumptions from
the 1980 OASDI Trustees Report. No calculations have been done for the Adminis-
tration’s proposal on the basis of the optimistic or pessimistic assumptions from that

report.

Question 28. Replacement rate tables.—Provide a table showing at 10 year inter-
vals from 1980 through 2050 projections of the following items for workers retirinﬁ
at age 62 and at age 65 at low earnings levels, average earnings levels, and hi
earnings levels: Replacement rate and annual benefit amount in constant (1980)
dollars. Provide this information for present law and for the Administration propos-
al. Also, for the same years, provide a g’rojection of OASDI expenditures as a
percentage of GNP under present law and the proposal.

0ASD! EMPLOYEE-EMPLOYER COMBINED TAX RATES AND BEGINNING OF THE YEAR TRUST FUND
RATION * AS DERIVED BY APPLICATION OF THE AUTOMATIC TAX RATE CHANGE PROPOSAL

(in percent)
OASD
Combimed tax  Frust fnd
[ ]
Year:
1920 10.16 n
1981 10.70 19
1882 10.80 1§
1983 10.80 16
1984 1080 13
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OASDI EMPLOYEE-EMPLOYER COMBINED TAX RATES AND BEGINNING OF THE YEAR TRUST FUND
RATION ! AS DERIVED BY APPLICATION OF THE AUTOMATIC TAX RATE CHANGE PROPOSAL—
Continued

{In percest]
0ASDY
Combwned lax  Trust fund
rate 13l

120 3
11.20 53
10.80 12
1040 89
1000 105
9.60 118
9.20 128
8.80 134
840 137
8.00 136
160 131
1.60 122
1.60 1M
1.60 107
160 100
1.60 9%
160 87
760 82
- 1.60 16
1.60 '
1.60 63
160 55
8.00 45
8.40 39
8.80 37
9.20 38
9.60 4
10.00 45
10.00 52
9.60 56
9.60 54
10.00 49
10.40 46
10.80 4
11.20 44
11.60 45
1200 4
12.00 52
12.00 54
12.00 54
12.00 52
12.40 49
12.80 49
12.80 50
112,80 151
1280 50
13.20 50
13.20 §2
13.20 55
12.80 57
1240 56
1240 52
12.80 49
13.20 48
13.20 52
1280 85
1240 56

1240 54
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OASD! EMPLOYEE-EMPLOYER COMBINED TAX RATES AND BEGINNING OF THE YEAR TRUST FUND
RATION * AS DERIVED BY APPLICATION OF THE AUTOMATIC TAX RATE CHANGE PROPOSAL—
Continued

[n percent)
[]
Combined tax  Trust fund
rate ratio
Year,
2045 1230 48
2046 13.20 49
2047.... 13.20 52
2048.........ooeenr s 12.80 56
2049 N 1240 56
2051 . . 12.80 46
2052 ..ot ses et 1R R R e 12.20 45
2053...... s . et s s 1inis 13.60 43
2054 . 13.60 54

1 Defined as the beginning of the year trust fund balance divided by the previous year's outgo.

Answer. The six tables which follow show replacement rates and benefit amounts
in 1980 dollars for steady workers retiring in 1980 through 2050 (in 10-year inter-
vals). Tables 1 and 2 show values for workers retiring at age 65. Tables 3 and 4 show
values, after reduction for age, for workers retiring at age 62. Tables 5 and 6 show
values before reduction for age for workers retiring at age 62. Tables 1, 3, and 5 are
for projected benefits assuming enactment of the Administration’s proposals. Tables
2, 4, and 6 are based on present law.

Projection of OASDI expenditures as a percentage of GNP under present law and
under the Administration’s proposals are as follows:

~ [In percent}
Administration’s
Present law Proposals
Calendar year

1880 41 479
1990 455 3.84
2000 435 341
2010 459 347
2020 5.66 .24
2030 6.36 &n
2040. 6.09 457
2050 5.89 442

Note: Estimates of both OASDI expenditures and GNP are based on the afternalive Il assumptions of the 1980 trustees report.

TABLE 1.—REPLACEMENT RATES FOR STEADY WORKERS AGE 65 AT RETIREMENT ASSUMING
ENACTMENT OF THE “SOCIAL SECURITY REFORM AMENDMENTS™ IN 1981

Yex Annual benefit amount in 1980 doftars Replacement rate

Low Average Maximum Low Average Maximum
1980 23859 25862 27437 264.0 251.1 2325
1990 3,289 5,133 6,281 48.2 380 212
2000 3,988 6,267 8,170 480 38.2 218
2010 4719 1,533 10,571 417 385 233
2020 5,531 8,902 12,988 413 385 U2
2030 6,523 10,518 15,488 7.2 385 U4
2040 1,108 12,428 18,376 472 38.5 A5
2050 3,107 14,684 21,716 412 385 U5

Based the alternative H assumptions of the 1980 trustees report Workers are assumed to have been bom in Jaoudry.
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TABLE 2.;REPI.ACEMENT RATES FOR STEADY WORKERS AGE 65 AT RETIREMENT UNDER PRESENT

LAW!
v Anuai benefit amount in 1980 doflars Replacement rate
o Low Average Maximum tow Average Maximum

1980 .o 23859 25862  2743] 264.0 2511 2325
19%0. 3,735 5632 1,513 547 417 253
2000 4,506 6,820 9,666 542 415 25.7
2010 5,328 8,176 12,357 538 418 21.1
2020 e 6,243 9,660 14,963 534 418 218
2030 . 7364 11414 17,809 533 418 280
2040......oooenneene 8702 13486 21,032 533 418 28.1
2050 10,281 15,935 24,925 533 418 281

1Based on the alternative I assumplons of the 1980 trustees report. Workers are assumed to have been bora in January.
20 law” PIA tables apply.

TABLE 3.—REPLACEMMENT RATES FOR STEADY WORKERS AGE 62 AT RETIREMENT ASSUMING
ENACTMENT OF THE “SOCIAL SECURITY REFORM AMENDMENTS™ IN 19811

o Anncal beneﬁ;gasrgoud;tbarf:g reduction in Replacement rate
Low Average Maximum Low Average Maximum
1980 2,758 34112 35,236 45.8 3358 3229
1990 .o e 1,862 2,925 3,529 73 217 119
2000 2,281 3,603 4,697 2715 219 125
2010..... 2,690 4311 6,058 2.2 22.] 133
2020 3167 ™ 5095 7,448 1 221 138
2030 B 3738 6,020 8,883 211 221 139
2040 4417 1112 10,539 2711 221 141
2050 ...t s e 5218 8,404 12,454 211 221 141

tBased on the alternative M assumpbons of the 1980 trustees report Workers are assumed 1o have been born n January
2[ncludes reduction due to early retrement.
3 December 1978 PIA table applies

TABLE 4. —REPLACEMENT RATES FOR STEADY WORKERS AGE 62 AT RETIREMENT UNDER PRESENT

LAW1
Annual benefit amount after reduction in Replacement rate 2
Year 1980 dollars 2
Low Average  Maximum Low Average  Masimum

1980 o e Q188 94112 35,236 458 3358 3229

- 1990.. ... 3,081 4,639 6,150 451 344 20.7
2000 3748 5,68 8,091 451 346 215
2010 4,418 6799 10310 446 KN 226
2020 . R ¥ (1]} 8034 12486 445 347 232
2030......o s s 6,140 9434 14,863 444 347 234
2040 e 1,299 11,218 17,602 444 347 234

2050 e 8,912 13,254 20,800 444 347 234

1Based on the alternative H assumptions of the 1980 trustees reporl Workers are assumed to have been born i Janvary
2|ncludes reduction to 80 percent of PIA due to early relwement
3 December 1978 PIA table appiies
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TABLE 5.—REPLACEMENT RATES FOR STEADY WORKERS AGE 62 AT RETIREMENT ASSUMING
ENACTMENT OF THE “SOCIAL SECURITY REFORM AMENDMENTS" IN 1981

Annual bene’t amount before reduction Replacement rate®
Yeu n 1980 dokars®
Low Average  Maximum Low Aveage  Maxmom
1980 3448 35140 36,545 51.2 3448 3286
1990 3,385 5317 6,416 436 394 217
2000 4,147 6,551 8,540 499 39.9 221
2010 4,891 7839 11015 494 40.1 42
2020 5758 9263 13,541 492 40.1 25.2
2030 6,797 10945 16,151 492 40.1 253
2040 e 8,030 12931 19,162 492 40.1 25.5
2050 9488 15280 22,644 492 40.1 25.5

1Based on the alternative N assumptions of the 1980 trustees report. Workers are assumed lo have been born in fanuary.
1 [ncludes reduction to 80 percent of PIA due to early retirement.
3 December 1978 PIA table applies.

TABLE 6.—REPLACEMENT RATES FOR STEADY WORKERS AGE 62 AT RETIREMENT UNDER PRESENT

LAW: -
Annual benefit amount before reducton Replacement rate
Year in 1980 dollars

Low Average Maximum {ow Average Maximum
1980 et aebesss s s s sesbes e 3448 35140 36,545 51.2 3448 3286
1990 385! 5799 7,688 56.4 430 259
2000 4,686 1,111 10,114 56.4 432 26.9
2010. 5,523 8499 12887 55.8 434 283
2020 6,501 10,042 15608 55.6 434 290
2030 1,675 11,867 18,579 55.5 434 29.2
2040 9,069 14022 22,003 85.5 434 293
2050.....cooccm i 10,7115 16,568 26,000 55.5 434 293

VBased on the altemative N assumptions of the 13980 trustees report. Workers are assumed to have been bom in January.
2The 20 percent actuariai reduction is not included and thus “benefit amount” here is equal 1o the PIA.
3 December 1978 PIA table appiies.



SOCIAL SECURITY FINANCING AND OPTIONS
FOR THE FUTURE

THURSDAY, JULY 9, 1981

U.S. SENATE,
SUBCOMMITTEE ON SOCIAL SECURITY,
AND INCOME MAINTENANCE PROGRAMS,
CoMMITTEE ON FINANCE,
Washington, D.C.

The subcommittee met, pursuant to notice, at 2 p.m., room 2221,
Dirksen Senate Office Building, Hon. William L. Armstrong (chair-
man) presiding.

Present: Senators Armstrong, Dole, Danforth, Durenberger,
Symms, Long, Moynihan, Boren, and Bradley.

Senator ARMSTRONG [chairman, presiding]. The committee will
come to order.

I apologize to our colleague, Senator Chiles and the others who
we have kept waiting. I have already explained to him and ex-
plained to the staff and the other witnesses who are waiting, that
along with other members of the committee, I was unavoidably
detained.

We are sorry for being unintentionally discourteous.

We are extremely glad to welcome this afternoon, the senior
Senator from Florida, our colleague and friend, Lawton Chiles.

I do not yet know the direction of his testimony, but from my
};:rior conversations with him about the social security issues, I

now he has given this matter a great deal of study, over a long
period of time, and has shown great statesmanship and leadership
on this issue.

So, Senator Chiles, we welcome you. We thank you for coming. I
again apologize for the delay.

Senator Chiles.

STATEMENT OF HON. LAWTON CHILES, A U.S. SENATOR, FROM
THE STATE OF FLORIDA

Senator CHiLEs. Thank you, Mr. Chairman.

I want to congratulate you for the fact that you are holding these
hearings. I think they are certainly timely. This committee has a
unique opportunity, and a responsibility, to restore public confi-
dence in our social security system.

I applaud your efforts to fully evaluate the problems before us. I
know your choices are not easy ones. I am delighted to know that
gou know that these choices must be made and that they need to

e made now on a timely basis.

I have a more lengthy statement that I would like to include in
the record, if I might.

Senator ARMSTRONG. Please do.

[Senator Chiles’ statement follows:]

(195)
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Testimony of Senator Lawton Chiles
Before the Senate Finance Committee
At Hearings on
Social Security Financing and Options for the Future

Thursday, 2:00 p.m. 2221 birksen S.0.B.
July 9, 1981 Washington, D.C.

I appreciate the opportunity to testify today.

This Congress, and this Committee, have a unique opportunity
-- and a responsibility -~ to restore public confidence in the
Social Security system.

My own Committee memberships in the Senate have provided me
with valuable insight into the problems of the Social Security
system as well as possible solutions. As a member of both the
Budget and Appropriations Committees, I am keenly aware of the
need to reduce Federal spending and cut the high inflation that
plagues all Americans. As former chairman of the Special
Committee on Aging, and now ranking minority member, I hear daily
from elderly persons who must struggle to live on a fixed retire-
ment income. -

I applaud this Committee's efforts to thoroughly evaluate
the problems before us. I know the choices you face are not
easy ones. I believe, however, that Congress must make some of
these choices now. :

With this in mind, I introduced the Social Security Reform
Act of 1981 (S. 484) in February. My bill is comprehensive, with
a combinatiun of measures to address social security's short-term
cash-flow crisis and the serious long-term deficit facing the
system.

_ Before introducing my bill, I took four days of testimony
before the Committee on Aging on "Social Security: What Changes
Are Necessary?' Witnesses included national experts on social
security and representatives from several of the major organiza-
tions of older Americans. This year, under the leadership of
Senator Heinz, the Aging Committee has conducted three additional
days of hearings.

I came to the conclusion that major changes in social security
would be necessary to keep the system solvent and to keep the
promise which has been made to all workers. —_

I also concluded that, in the interest of fairness to all,
Congress should act now to keep the system solvent over the
long term.

Younger workers and retirees both want to see the system
restored to soundness. Both are willing to sacrifice, if neces-
sary. But we must be careful to balance the interests of both
80 the generations are not set against each other in conflict.



197

I saw three choices: -—

o To cut current benefits;
o To raise Social Security taxes again; or
0 To raise the age of eligibility for retirement.

After weighing these options, I decided that a gradual
phase-in of a rise in the eligibility age was the least unfair --
and the most positive -- choice for the long term.

Such a change will adequately prepare for the next century
when the post-World War II baby boom retires, and will avoid
the need for benefit cuts or more increases in the payroll tax.

As proposed in my bill, the new age would begin to phase in
starting on January 1, 2000. Eligibility then would be age 65
plus one month, and the age would increase by one month for each
four months until age 68 i{s reached in the year 2012. The age
for reduced benefits would increase in a similar manner from
62 to 65.

Age 65 for Medicare would not be changed, and there would
be no changes to the disability program. No current retiree
would be affected at all. No current worker having reached his
45th birthday by the end of 1979 would be affected at all.

Both the President's Commission on Pension Policy and the
National Commission on Social Security have made a similar
recommendation.

This choice is the least unfair because it wouldn't phase
in until the next century, thereby giving younger workers ample
time to prepare for the change.

It is positive because it recognizes the improved health
and economic contributions of older Americans. Life expectancy
at age 65 has risen approximately three years since social
security began. Social security benefits would still be provided
over the same proportion of an average person's life.

To resolve the short-term cash flow problem, I proposed inter-
fund borrowing coupled with a prospective phase-out of the student
and minimum benefits.

Interfund borrowing would be authorized when any one of the
three trust funds (Old Age and Survivors Insurance, Disability
Insurance, and Health Insurance) falls below 25 percent of one
year's outlays. This would be authorized immediately but would
iease in 1990. Funds borrowed would have to be paid back with

nterest.

To help meet the gap expected during the 1984 to 1985 period,
even with interfund borrowing, I proposed that Congress eliminate
the minimum benefit effective immediately -- but only for new ~
retirees. My concern was that no beneficiary now receiving the
minimum benefit would have benefits reduced in any way. The
"special" minimum benefit which provides additional protection for
workers with many years of contribution at very low wages would
not be changed at all. In the future, others who receive the
minimum benefit would have their benefits calculated to reflect the
coverage they have actually earned.
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I also proposed that the student benefit be phased out
beginning in August, 1981. Any student who had already started
school and was receiving social security benefits would be able
to finish their schooling as long as they were eligible. However,
no.new students would be brought into the program.

My bill also contains a number of proposals to help prepare
workers -- and employers -- for later retirement. Effective in
1986, I would eliminate completely the social security earnings
éimitagion for workers over 65. The age would gradually rise to

8 by 2012,

The earnings limitation, which currently reduces social
security benefits $1 for every $2 earned over $5,500 a year,
acts as a strong disincentive to continued employment after age
65. I would prefer removing this earnings limit completely imme-
diately, but believe it is not wise to do so until the Old Age
and Survivors trust fund gets past the critical cash flow problem.

As an additional incentive for work after 65, I propose
eliminating the social security payroll tax for all workers over
65 -- as well as their employers -- effective immediately. As
the age of full retirement phases Iin to age 68, this tax break
would phase upwards in a similar manner.

For the employer, this is a direct economic incentive to hire
and retain older workers. (For a worker age 65 earning over
$30,000, the savings to the employer in reduced payroll contribu-
tions is almost $2,000 per year.) For the older worker, it means
more take-home pay during the years just before retirement. This
provision also would help to address a projected shortage of
younger workers by 1990,

Because this provision would reduce income to the trust funds,
my bill provides for the lost revenue to be made up by general
revenues. It is difficult to predict the cost to the Treasury of
this measure, but the Congressional Budget Office has estimated
about $1 billion a year in the short term. This estimate does not
take into account, however, the additional Federal income tax which
would be generated by those choosing to work longer under this plan.
I would expect, over time, the effect would be to cancel out or
even increase general revenues. -

Effective immediately, I would also remove age 70 or over as
the permissible age for mandatory retirement in the private sector.

This Committee has already taken some actions to solve the
short-range funding crisis. I would urge you to act immediately
on granting authority for interfund borrowing.

But we still have the same three options before us for the
long term: to cut benefits, to raise taxes, or to raise the retire-
ment age.

What disturbs me is that we run the risk of making decisions of
major significance without acting according to an underlying set of
principles.

I have felt, in the Budget Committee and on the Senate floor,
that there is a tendency. to look at the budget figures and make
decisions based on how tb get from here to there on a ledger sheet.
That will not do. We must have a set of consistent criteria to use
to judge the merits of differing social security proposals.
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The elements of my bill are based on such a set of principles.
I believe they remain valid and I would urge this Committee to
consider all proposals with these principles in mind:

1) Our goal should be to make the system sound within
the current tax structure. That means no additional
increases in social security taxes -- and that benefits
should not be cut more than necessary to achieve actu-
arisl soundness.

The Administration's proposals violate this princi-
ple by suggesting benefit reductions far in excess of
what is needed, achieving a savings of 3.6 percent of
taxable payroll over the long term, while only 1.82 per-
cent is needed.

2) There should be no precipitous changes in the basic
structure of social security. Current beneficiaries
should be protected from any large changes in their
benefits, because workers make long-term plans for retire-
ment. Once an older person leaves the work force for a
year or more, he or she cannot usually return.

Any changes in the way we approach early ;étifemenc,
or a change in the age for full retirement, should be
phased in very slowly and leave adequate time to plan.

If economic disincentives for later retirement are
to be eliminated from the social security system, we
must also make sure that older workers are able to stay
in the work force. The work force itself must be given
time to adjust.

A long phase-in period for change can help meet
these needs. We can also help spur this process by pro-
viding specific incentives to employers to kecp older
workers, such as the tax incentive I have proposed in my
bill.

I have not agreed with the changes the Senate has
already approved in the social security minimum benefit
for this same reason. 1 recognize that this Committee
made an effort to protect those current recipients of
the minimum benefit who would have little or no other
sources of retirement income, but I believe any changes
should be made prospectively. .

3) A "safety net" for those who are really unable to

work beyond age 62 -- or 65 -- must also be preserved

if we make changes in early retirement. We must be care-
ful what we do with the social security disability program.
Many necessary changes have already been made to provide
safeguards against abuse of its basic intent, but I would
urge this Committee not to go too far. An adequate and
fair disability system is a necessary companion to changes
in early retirement under the old age and survivors system.
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4) Socilal security is a wage-based system, not a welfare
system, and should be kept that way. It is important to
maintain parity between active and retired workers. This
means keeping the basic benefit structure and maintaining
the current replacement rate.

Congress acted wisely in 1978 when it froze the replacement
rate at 22 percent of a retiree's 30-year average earnings by
"decoupling.' Retirees no longer receive the benefit of double
adjustments for inflation through the indexing of wage histories
as well as automatic indexing of benefits.

We are not in a position to increase the replacement rate,
but a further adjustment downward would not be fair. I would
remind the Committee that the 1978 law reduced long-term costs
by 25 percent.

The Administration's proposal to reduce the replacement rate
by 10 percent through the technical sounding device of changing
the "bend points'" is simply a 10 percent cut in the basic benefit
structure. It is a cut that is not necessary to restore sound-
ness if we phase in a later retirement age.

Some proposals to make COLA adjustments, such as using the
lower of wage or price indexing, would also violate the principle
of maintaining parity between active and retired workers. We
know that the wage index tends to lag behind inflation. A year
or two after a big inflationary jump, wages exceed prices. Going
to the lower of the two indices would deny the retiree the catch-
up which the worker gets.

These are the basic principles underlying the proposals in
my bill -- not going beyond the existing tax structure, no large
changes without time for adjustments, an adequate disability
system to act as a safety net for necessary early retirement,
and preservation of parity between active and retired workers.

The Administration and others have made different proposals.
However this Committee chooses to proceed, my purpose here today
is to urge you to adopt these basic principles as a way of evalua-
ting all proposals before you.

My discussions with both younger workers and retirees have
convinced me that they both want to see the social security system
restored to soundness.

Younger workers are still willing to contribute at current
tax rates, but they want to see that they will get benefits when
their turn comes. Retirees are willing to see the system tightened
up to make it sound, but they do not want to see social security

used as a vehicle for balancing the Federal budget or cutting taxes.

Restoring public confidence in social security requires us to
balance these two views. We must not set the generations against
each other in politiecal conflict.

In practical terms, that means trimming benefits or delaying
retirement so that outlays do not exceed current revenues to the
trust fund.
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But it places a floor as well as a ceiling on spending:
we must not act more than the minimum necessary to achieve
actuarial sourdness. We must leave our tax and spending reduc-
tion efforts to the general revenue portion of the budget.

If we are clear that this is the path we have chosen, I
believe that the American people will respond favorably to the
choices made.

Senator CHiLEs. I did read with interest, Mr. Chairman, the
newspaper accounts of your hearing yesterday. I have to say I was
somewhat surprised to see that Secretary Schweiker was stiil push-
ing the administration plan.

I thought that we pretty well agreed that that balloon had gone
up and had come down, and that we were going to work something
else out from there.

I hope that is still the consensus we have.

We had a pretty good vote in the Senate, 96 to 0. That vote
seemed to say that “Congress would not precipitously or unfairly
penalize early retirees,” the ones that were ready to retire at age
62 or 68, now. And that “Congress would enact reforms necessary
to insure the short-term and long-term solvency of the social secu-
rity system, but would not support reductions in benefits which
exceed those necessary to achieve a financially sound system and
for the well-being of all retired Americans.”

I really think that is a good basis, that resolution, and I hope
that is where the administration will be with us, as we begin to try
to put together a plan.

I have said this to you, privately, and I now express it to you
publicly. I don't think this should be a partisan issue, as such. I
think we ought to be able to put together a bipartisan plan, be-
cause we certainly all have the same motives in what we are trying
to do here.

In an effort-to address these problems, having been chairman of
the Aging Committee, last year, I held some 4 days of hearings,
listening to all the statistics that were then coming in, and that
washt}:ie first time we were getting the news of the problems that
we had.

Having in mind trying to do something about both the short-
term and long-term problems, I introduced a comprehensive reform
bill, in February, S. 484.

I concluded from the hearings that I held, that major changes
would be necessary to keep the trust fund solvent and to keep the
promise we had made to all workers.

I also concluded, in the interest of fairness to all, that Congress
ought to address the long-term problem now, as well as the short-
term problem.

To deal with that long-term problem, I saw really three basic
choices, to cut benefits, to raise social security taxes again, or to
raise the retirement age. )

There is a fourth possibility that I left out, Mr. Chairman and
that is one I notice you commented on yesterday, and that is that
we could infuse massive doses of general revenue.
tJodSen';ator ARMSTRONG. Did you want to endorse that suggestion

ay?
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Senator CHILES. Well, using a deficit to fund a deficit, unless you
could make it up on the volume, Mr. Chairman——

[Laughter.]

Senator CHILES [continuing]. I don’'t know how well that would
work.

Senator ARMSTRONG. Senator, for the benefit of anyone who may
not have heard what my comment was, it was to the effect that
suggesting social security borrow from the general fund was some-
what like suggesting that Amtrak bail out Conrail.

I share your feeling that it would be more or less preposterous.

Senator CHiLEs. Well, so, I really reduced my choices to three:
That was to cut current benefits, to raise social security taxes, or to
raise the retirement age.

Younger workers and retirees both want to see social security
restored to soundness. Both are willing to sacrifice if necessary, but
I think we have to be careful to balance the interests of both s
that generations are not set against each other in conflict. -

I decided that a gradual phase in of a rise in the retirement age
was the least unfair, and the most positive, choice for the long-term
problem.

I proposed in S. 484, to begin phasing in age 68 for full retire-
ment, in January 2000.

Eligibility would then be 65 plus 1 month and the age would
izr(l)cixéease by 1 month each 4 months, until 68 would be reached in

The age for reduced benefits would gradually increase from 62 to
65, in the same way.

Basically, that is going to give someone who is going to be
retiring at a later age approximately 30 years to get ready and
plan for the fact that we are going to be increasing that retirement
age.

Age 65 for medicare would not be changed and there would be no
change in disability.

No current retiree, or any worker who had reached age 45 by the
end of 1979, would be affected at all.

To me this was the least unfair, because the long notice and
phase in time gives the younger workers ample time to prepare.

It is positive because it recognizes the improved health and eco-
nomic contributions of older Americans.

Life expectency at age 65 has risen 3 years since social security
began. Benefits would still be provided over the same proportion of
the average person’s life.

I also propose three measures to help prepare workers and em-
ployers for later retirement.

Effective in 1986, I would eliminate entirely the social security
earnings limitation for workers over 65, with a gradual rise to age
68 beginning in the year 2000, parallel with the change in full
retirement age.

The earnings limitation acts as a strong disincentive to contin-
ued work after 65.

I would like to do that before 1986, but because of the cash-flow
problem, I think that is about the earliest that you could actually
make that change.



203

Two, would be to eliminate the social security payroll tax for all
workers over 65, as well as their employers, effective immediately.

This tax break would also phase up to age 68, as again, changes
are made around the year 2000.

This is a direct, economic incentive to employers to hire older
workers. For a worker earning over $30,000 an employer would
save almost $2,000 a year in reduced payroll contributions.

For the older worker, it means more take-home pay.

I think, Mr. Chairman, we have to start thinking of ways of
keeping our work force longer on the payroll, not only for what it
will do for the social security trust funds, but what we actually
have to do for the country because of the demographic changes.

We are seeing less and less of a work force coming in and we are
seeing more and more of our population shift into the older quad-
rant.

We have to begin to do something about that to encourage people
to work longer. The whole thrust over the last 25 years was to try
to get people to retire sooner.

Now we really need to change that thrust and to do that, I think
we are going to have to make some economic incentives to do this.

Revenue lost to the social security trust fund by this proposal
would be made up in this instance, by general revenues. The CBO
estimates the short-term cost to be about $1 billion a year. That
does not take into account, however, the additional income tax
generated by those choosing to work longer.

Over time, it looks like the effects would be to cancel out the cost
or even increase general revenues. You are going to have more
people working for a longer period of time and they are going to be
paying their general income tax on that provision.

The CBO says you will have to score that as an initial loss, but it
would be made up. That would be similar to what we have done on
the job credits bill, where wé made provisions like that.

I would also remove age 70 as the permissible age for mandatory
retirement.

I see no reason why we should allow any legal age discrimina-
tion.

We held hearings, again, in the Aging Committee. We had some
of the major corporations of this country who have no mandatory
retirement age. They virtually destroyed the myths that are out
there that once someone reaches age 65 they become accident
prone, or that you can’t teach the old dog new tricks, or that older
workers start having higher absences. -

In fact, they said that for their workers who wanted to work
longer, who had the incentive and wanted to work longer, they
found that their accident rate was better, their absentee rate was
better, their loyalty to the company was better. And they even
were able to retrain some older workers and to move some into
more flexible time scheduling They felt it was a way of keeping
some of their best workers.

To resolve the short-term problem, I propose interfund borrow-
ing, authorized when any one of the three trust funds fall below 25
percent of 1 year’s outlays, coupled with a prospective phase out of
the student and minimum benefits. )
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This committee has already taken some actions to solve the
short-term funding problem. I urge you to act immediately on the
interfund borrowing authority.

We still have the ogtions before us for the long term.

My concern, Mr. Chairman, is that we sometimes make decisions
of major significance without acting according to a set of underly-
ing principles.

n the Budget Committee and on the floor, I sometimes feel there
is a tendency to make decisions based on only how we get there
from here, on a ledger sheet. I think we need to have better
criteria to judge the merits of prospective social security proposals.

I would like to present four basic principles to you which, if
adopted and followed, I believe would mean the results of your
work would be accepted by the American people.

One, would be to make the system sound within the current tax
structure. That means no additional increase in social security
taxes. But it also means that benefits would not be cut more than
absolutely necessary to achieve actuarial soundness.

The administration proposals would violate this principle by re-
ducing benefits far in excess of what is needed.

Their proposals would save 3.6 percent of payroll when only 1.5
to 1.8 percent is necessary. Even the new trustee report says that
the long-term gap is only 1.8 percent.

Two, would be to make no abrupt changes in the basic structure
of social security. Current beneficiaries should be protected from
large changes, because workers make long-term plans for retire-
ment.

I don’t think it is realistic to expect an older worker to return to
work once he has left. Any major changes should be phased in very
slowly and leave as much time as possible to plan.

Employers, as well as the workers, need to be given time to
ad;'rust to any changes we make.

hree, to preserve a safety net for those who are really unable to
work beyond age 62, if changes are made in early retirement under
old age and survivor’s insurance.

I think we need to watch and see that we do preserve that safety
net. We must be careful what we do with disability insurance.

Many necessary changes have already been made to protect
against abuse of its basic intent. I would urge you not to go too far.
An adequate and fair disability system is a necessary companion to
changes in early retirement.

Four, to keep social security as a wage-based system. It is not a
welfare system. It has not been in the past.

I think it is very important to maintain parity between active
and retired workers. That means keeping the basic benefit struc-
ture and maintaining the current replacement rate.

We froze the replacement rate in 1978, at 42 percent of a re-
tiree’s average 30-year earnings, by decoupling.

Retirees no lon?er receive double adjustments for inflation
through indexing of wage histories as well as indexing of benefits. I
remim{ you that the 1978 law also reduced long-term costs by 25
percent. .

We are not in a position to increase the replacement rate, but a
further adjustment downward, I also think, would not be fair.
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The administration proposals reduced replacement rate by 10
percent by their “bend point” ctanges. I really don’t think that is
necessary if we go to a longer re.irement age in the out years, as [
suggested in my bill.

Going to the lower of the wage or price indexing for COLA's also
would violate parity between active and retired workers. The wage
index lags behind inflation, but after an inflationary jump, wages
exceed prices. So a retired worker would be denied the catch up
that an active worker actually gets.

These are the four basic principles that I tried to use in the bill
that I introduced. The administration has made very different
proposals. However you choose to proceed, I urge you to adopt
these basic principles as a way of evaluating all of the proposals
before you.

Younger workers and retirees both want to see social security
sound. Workers are willing to contribute at current tax rates, but
they want to get benefits when their time comes.

Retirees are willing to see the system tightened to keep it sound,
but they don’'t want to see social security used to balance the
budget or to cut taxes.

Restoring public confidence means balancing those two views, I
think. In practical terms, that means trimming benefits or delaying
;etirement so outlays do not exceed current revenues to the trust
und.

But, it also places a floor on spending. It means not acting more
than the minimum necessary to achieve actuarial soundness.

I think we should leave tax and spending reduction efforts to the
general revenue portion of the budget.

If the American people believe that that is what you are domg, I
amhcertam they are going to accept the decisions you come out
wit

Thank you for the opportunity to testify before you.

Senator ARMSTRONG. Senator Chiles, we thank you for a very
thoughtful statement. I do not personally agree with everything
you have recommended, but I must say that, in my opinion, what
you have recommended and the guidelines you have set forth have
are very close to what I think the ultimate solution will be.

I think you have done us a service not only by the substance and
the scholarship of your proposal, but also by the tone in which you
have presented it:

Let me just respond before I yield to other members of the
committee for their questions and observations on a couple of the
points you raised.

First of all, I applaud your call for a bipartisan approach. I agree
with that entlrely I am confident that the administration feels
that way, from my discussions with them.

Within the last 3 or 4 hours I have been in touch by telephone
with some of our counterparts in the House. I am confident the
kind of spirit that you have called for will in fact develop and we
will be able to put together a package along the lines you have
suggested.

I particularly want to compliment you for your suggestion about
the gradual increase in the age of first retirement.

83-8238 O—81—14
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I want to address a question to you about that and about all of
your proposals. It is a question that you may not expect because it
doesn’t go to the technical aspects of the dollar impact of what you
are recommending, but really to the political repercussions.

It is well known that the subject of social security reform, to the
extent that it involves discipline or some scaling down of anticipat-
ed future benefit increases, is thought by people in political office
to be a very hot, controversial, potentially explosive subject.

It is my understanding that you represent a State which has one
of the highest, if not the highest, proportion of retirees, and 1
presume social security recipients.

Yet, for a long time, you have been out front and identified as a
leading proponent of this kind of reform.

May I just ask, for my own interest and that of other_Senators,
what has the political fallout of this been?

How have your people responded?

Do you sense that this is something that is politically feasible or
is it going to be a Kamakazee effort of some kind?

hSenator CHiLEs. Well, I could make a couple of observations on
that.

One, I still don’t have any cointroducers on the bill that I intro-
duced in February. [Laughter.]

So, I have to say that my observations are my own, and not
shared by other Senators, perhaps.

My bill began to look better though, after the administration bill
wask introduced. That would be the second observation that I would
make.

Third though, Mr. Chairman, people in my State, and I suspect
people in every State, know that this system is sick. They know
that without doing something to it, it is going to flounder. I think
they are prepared to take the medicine if the medicine is going to
be fairly administered. I think that is the greatest concern.

As I look through those options that I talked about earlier—
raising taxes;-cutting benefits, adjusting the retirement age—the
least undesirable of those options was the third one, gradually
raising the retirement age.

I have discussed this with a lot of young and blue-collar workers
who were continually saying to me, “What in the world are you
doing?”’ especially when the January 1 tax increase went into
effect. “Here you made a tremendous increase in my taxes again.”

A worker who is paying on the first dollar that he earns in his
payroll tax which again, is more unfair than the general tax where
he has his exemptions and deductions. In fact, many of our workers
pay more money in the payroll tax than they do in income tax.

‘But, what are you doing? You are raising this tax and I know
and you know there is not going to be anything there left for me
when I get ready to retire.”

So, being able to say to them, “Look. You are going to have to
work a little longer. We are going to try to give you some help by
virtue of retirement plans and other things, but at least when you
get there, there is going to be a sound retirement system for you
when you get there.”

I think it is something you can sell,
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As I say, I have been %l ing all over my State attempting to sell
this since I introduced the bill in February. I think it is salable.

Senator ARMSTRONG. Well, I do compliment you. I think the
actuarial questions are xmportant and the economic issues have to
be addressed, but what we are really looking at when we talk
about social secunty reform is the question of pohtlcal leadership
and political courage.

Senator CHILES. Well, I think that is exactly right, because what-
- ever ¥I ou are talkmg about you have to get a majority of votes in
both Houses in order to be able to effect the changes.

Senator ARMSTRONG. That’s right.

Senator, I have a number of other questions, but we are going to
follow pretty closely the time restrictions.

So, I will yield now to early bird, Senator Danforth.

Senator gANFORTH Thank you, Mr. Chairman. I have no ques-

tions.

Senator ARMSTRONG. Senator Long.

Senator LoNG. No questions.

Senator MoyNIHAN. Mr. Chairman, is it possible to put a Demo-
cratic chart up there? [Laughter.]

I would aKpreciate that.

Senator ARMSTRONG. Please do. We are art lovers here. So we
would be glad to see what you have.

[Senator Moynihan's chart displayed:]



7%

Social Security as percent of GNP

1980

v

1990

v v v v

2000 2010 2020 2030 . 2040 2050

Source: 1981 Social Security Trustees Report

802



209 -

Senator MoyNIHAN. Thank you, Mr. Chairman.

Senator DoLE. Is that political terrorism you were talking about?

Senator MovNIHAN. This is terrorism. I would like to show this
to our friend and colleague, Senator Chiles. He has said this system
_ should not be used for any other purpose. :

"We have been hearing that there is a crisis. We had four crises
at}lldl one bankruptcy in two pages.of testimony, yesterday, Senator
Chiles. :

Here is a 75-year projection of the portion of gross national
product that will be consumed by social security benefits under the
administration’s economic projections.

For the next 40 years social security benefits as a proportion of
the gross national product go down. It goes down, down, down, and
then when the baby boom generation retires, right in here the year
2015, it begins to go up. -

[Indicating.]

Senator MoyNIHAN. Now we have to prepare for that middle
third of the 20th century, but we don’t have to do it in an atmos-
phere of crisis.

You put your legislation in the beginning of this year. You have
been working on it for a long time. We have a real problem, but we
don’t have a bankruptcy on our hands.

Senator CHILES. I think that the short-term problem is the one
that people talk about as the crisis. I think it is very easy to solve
and I think this Congress is going to solve it.

I think the more serious problem is the one that is out there. I
think the most serious part of that problem is the crisis in confi-
dence that the system now has and the fact that people young and
old are losing confidence.

All of the columns and statements that are written just add to
that. That is why I think it is very critical that we address that
problem, I think this year, and certainly this Congress.

But, I think it is not a problem we cannot address. It is not a
problem that does not avail itself of a solution. I think it is one this
Congress should and will address. -

Senator MoyNIHAN. I much agree with you.

Senator CHiLEs. I don't think there is any cause for panic.

Senator MoyNIHAN. I would like to hear the chairman say there
is no cause for panic. We have a problem in the middle of the 21st
century. We can solve it.

We have a short-term problem. We can save it by managing
public affairs and not terrorizing each other with terms like “bank-
ruptcy.” That is why people are frightened. They are not actuaries
and they say, “My God, the social security system is bankrupt.”

This type of politics terrifies them. If we do something, benefits
needn’t be reduced. We can deal with the 75-year problem in an
orderly way and why not do it now. -

I thank you. There is no grounds for panic.

Senator ARMSTRONG. Senator Moynihan, I am relieved to learn
you are not terrorized by the data that has been submitted. It
never crossed my mind you would be. [Laughter.]

But, I would like to point out to you that the chart you have put
on the wall is really not the part which is alarming to a large
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group of people. It is the proportion of the payroll devoted to social
security that is alarming.

Tomorrow, I will ask staff to draw us a chart which will project
out into the future, not the cash-benefit payout, but the proportion
of the payroll that will be paid out. It is not going to terrorize you,
but it will be a curve that will look a lot like chart No. 3, that is, it
will be going right up like a skyrocket. :

Senator MoyNIHAN. If that is the problem, there is no problem
with social security. It is overfunded, not underfunded.

Senator ARMSTRONG. Well, I don’t want to take the time of other
members to draw this out now, Senator. I will be happy to discuss
it with you at length on another occasion.

But the Senator from Florida made the very telling point about
the potential generational conflict. One of the reasons why there is
a growing generational chasm is because of the sensation on the
part of younger workers that too high a proportion of their earn-
ings are being used to finance this program.

The projected rise in the social security tax, if you plot it into the
future, is a very sharp curve.

While I don’t think it is a cause for terror, the Senator from
Colorado never suggested that it was.

I do think it is a cause for concern and prompt action. On that, 1
believe we are now in agreement.

Senator MoYNIHAN. Well, we will receive your data and see them
and we will learn whether we are in agreement.

Senator ARMSTRONG. Art lovers, return tomorrow. [Laughter.]

Senator DURENBERGER. Senator Chiles, do you find this as
thoughtful as your own presentation? [Laughter.]

I want to ask you just one question, because you have obviously
committed a lot more of your own time and effort and concern to
this issue than a lot of us have.

If I were to put a chart up there on health care costs in this
country, I think it could easily rival, in terms of its growth, any of
the chairman’s charts.

As I look at the purpose of social security, I find a large part of it
provides cash income security to a variety of people, for a variety
of purposes.

The one major part of social security that is not cash, is the
hospital portion of social security called part A, of medicare.

When you look at the total costs to the elderly population of this
country for health care, I think in the most recent year it approxi-
mates something close to $100 billion out of the $240 billion health
care cost in this country.

But only about 30 percent of that is covered by the payroll tax
through the part A portion of social security.

I would like your observations on the appropriateness of continu-
ing the tax payroll, to provide for the hospital or a portion of the
hospital costs to the elderly and to cover only about 30 percent of
the total health care cost.

Senator CHILES. I introduced my bill S. 484 before we had all of
the tax proposals from this committee and we were talking about
making some tax cuts. We were trying to find ways to benefit all
the workers by a tax cut.
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So, I proposed to finance a portion of the health insurance with
general revenue. But I was going to use that portion to reduce the
payroll tax. At that time, I felt the payroll tax, and I still do, is
highly inflationary and that a reduction of that payroll tax would
actually cut inflation too, while we worry about many tax cuts
being inflationary.

So, I was going to use that as a way of rolling back the payroll
tax, to keep the increases at the 1981 level of 6.65 percent or below
until 1990. -

I want to make it very clear, I do not feel we should ever use the
general revenue to bail out the problems of the social security
system.

Senator DURENBERGER. I agree with you on the bailout notions.
That is why I asked you, someone who has been around here a lot
longer than I have, why is it we have singled out of all of the
health care needs of the elderly, why have we singled out hospitals
or why should we single out hospitals to finance out of payroll

 taxes.

Senator CHILES. I don’t think anyone could tell you any real
rational reason that was done. No one thought costs were going to
escalate the way they did. It was a convenient collection method.

Senator ARMSTRONG. Senator Dole.

Senator DoLE. I want to thank Senator Chiles for his contribu-

_ tion to the committee.

As I understand it, you believe we can meet the short-term needs
Jjust by interfund borrowing; is that correct?

Senator CHiLEs. Yes, with the cuts that have already been made.
You cut the minimum, you cut the college scholarships. Under my
proposal, I was going to cut those out prospectively, in the future,
but not cut benefits for those now receiving them, as you have done
now. -

I think you basically have come down to the fact that you can
meet the short-term crisis with interfund borrowing.

Now, I will mention that a number of people are now talking
about a fairly large cushion that should be in the trust fund.

If you want to talk to a cushion of 50 to 75 percent of 1 year’s
outlays, no, you won’t meet that. But, to me, I don’t see any reason
you have to have that large a cushion between now and the year
1986 when the worst of the problem comes.

Yes, let’s build a cushion in the out years. I think that is a good
thing to do. But I don’t see why we should go cut somebody’s
benefits more, so you can say you have a cushion.

I think what we want to do is get by this crucial time, in 1986,
and even if we squeak by or get by, that is all we need to do and
then we will build a cushion after that. .

I think you virtually have enough cuts now. -

If you had to do something else, I would say that probably taking
the CPI out to 15 months would be the most viable of the things
you could do.

Senator DoLe. You would not dip into general revenues. It has
been estimated by some that if the economy performs poorly, we
are going to need $60 billion to $80 billion in excess of interfund
borrowing over the next 5 years.
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It has been suggested by some that if that were true, we would
just take it from general revenues. You are a member of the
Budget Committee. Do we have that money available?

Senator CHirLes. Well, using the CBO projections, which were
more pessimistic than the administration, the most they are talk-
ing about needing after the cuts that we now made, the most would
be $1 billion a year.

I don’t see that you have to——
lggg};xator MoyNIHAN. A billion dollars a year between now and

Senator CHiLEs. That is right, $1 billion per year.

Senator MoyNIHAN. For 5 years.

Senator CHILES. Yes. So, I don’t think you have to do anything
that drastic to get that kind of money. I don’t think that problem is
as great as this one we are talking about on the longer term.

Senator DoLe. Well, I think you clearly identified in your state-
ment some of the difficult choices. I think it is safe to assume we
are not going to increase social security taxes.

I think it is also fairly safe to assume that we are not going to
get into general revenues. So, we really have just one other alter-
native, in some phased in way, to reduce the growth of benefits.

I am not certain just where.

Senator CHILES. Well, then I think you are left with cutting
benefits or stretching out the retirement age.

And, having seen what happened with the administration’s pro-
posal, I don’t think cutting benefits is something that this Congress
18 prepared to do. I hope we are not.

Senator DoLe. I think you are referring to phasing in benefit
reductions as opposed to cutting benefits.

Senator Chiles, Well, I say that—cutting people who are going to
retire next year.

Senator DoLE. Right.

Senator CHiLEs. Because that is what the proposal——

Senator DoLE. That was much too abrupt. I think that was a
mistake. I think the administration concedes that it was a mistake.
We believe that with effort, yours and that of other Republicans
and Democrats, we can work out a solution. If it is all going to be
political terrorism, though, we probably can’t.

Senator ARMSTRONG. Thank you, Senator Chiles. We appreciate
your——

Senator MoyNIHAN. Mr. Chairman, I wonder if I could just ask
the Senator one more question.

Senator ARMSTRONG. Of course.

Senator MoyNiHAN. Because——

Senator ARMSTRONG. Another chart.

Senator MoyNIHAN. Yes. [Laughter.]

Senator DoLE. That counts against your time, the walk up there.
[Laughter.]

Senator- MovYNIHAN. I think we are getting a moment of reason
here. We don’t want political terrorism. .

Senator DoLe. It will get you on the nightly news, but it won’t
solve the problem. [Laughter.]

Senator MoYNIHAN. All right. Who started it?
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There is a basic fact that for the next three decades or more, as a
percentage of our gross national product, social security benefits
are going to be declining.

We heard yesterday the simPle point that retirees under this
system don’t benefit from—don’t take part in—any national eco-
nomic growth. Their payment levels are merely indexed to keep
real value the same. )

You have said that the Congressional Budget Office estimates
that, with the measures the committee and the Senate have al-
ready taken, we need over the next 5 years perhaps $1 billion a
year.

After which the system gets to be built up on its own.

Senator CHILES. Because of the January 1 tax increase.

Senator MoyNIHAN. Yes, sir, $1 billion a year is one seven-
hundredth of our budget. It is a large amount, but not enough to
cause panic. There is no reason for older people to panic. We are
not going to cut their benefits, and there is no reason for young
people to think their benefits aren’t going to be there. They are
going to be there.

If we think we have a bankrupt system, we won't right it. If we
think we have a manageable system, we can right it.

Senator DoLE. The question was——

Senator MoyNIHAN. Thank you, sir.

Senator CHiLES. I think it can be solved in a number of ways. I
would hope personally, we would not infuse general revenue funds.
I think that would be a bad practice.

Senator MoyNIHAN. You would agree that if we had to the
amount would not be large.

Senator CHiLEs. I think the problem is small enough that we can
deal with it in a number of ways. It won’'t be that difficult a
problem.

I always felt the difficult problem was the one that is lurking out
there, beginning after the year 1990 and starts coming in around
the year 2000. That is the one I have always been afraid that, that
this Congress would say, “Let’s let some other Congress solve that
one.” And, because of the crisis in confidence, that is the one I
think is more important we deal with now.

We are going to deal with the other one. The gun is at our head
on the short-term problem.

-1 am confident we can deal with it.

Senator MoyNIHAN. I thank you very much.

Let me make just one last point. The real onset is the year 2015.

Senator CHILES. The worst of the problem, yes. But it starts
building up a little before that.

Senator ARMSTRONG. Thank you, Senator Chiles.

The committee is now pleased to hear from a panel, including
Mr. James R. Swenson, chairman, Social Insurance Subcommittee,
of the American Academy of Actuaries.

And, Mr. A. Haeworth Robertson, vice president of William M.
Mercer, Inc., and former Chief Actuary of the Social Security Ad-
ministration, 1975 to 1978.

Gentlemen, we are very happy to have you with us. Hopefully
you are going to tell us how we got into this fix, whether we really
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are in a fix, whether we should be mildly concerned or grossly
alarmed, and where we go from here.
Mr. Swenson, would you begin?

STATEMENT OF JAMES R. SWENSON, CHAIRMAN, SOCIAL IN-
SURANCE SUBCOMMITTEE, AMERICAN ACADEMY OF ACTU-
ARIES

Mr. SwensoN. Mr. Chairman and distinguished enators, on
behalf of the American Academy of Actuaries, thank you for this
opportunity. '

I request that the written statement be made part of the record,
and would like to summarize that statement at this time.

The academy recommends that both short and long-term finan-
cial balance be achieved now, to restore public confidence in the
program.

While the short-term financing problems of the program require
immediate action, the long-term problems pose an even greater
challenge to the program.

Because of demographics, total benefit costs are projected to
increase to between 22 percent and 38 percent of payroll by the
year 2030.

Despite scheduled increases in future tax rates, a 75-year deficit
averaging 1.8 percent of payroll is projected for OASDI benefits
and a deficit averaging 3.5 percent of payroll is projected for the HI
program.

Proposals to gradually increase the retirement age from 65 to 68
wouldnreduce the OASDI deficit by slightly more than 1 percent of
payroll.

Mandatory universal social security coverage would reduce that
deficit by one-half percent of payroll and would also help to solve
the more immediate short-term cash flow problems.

Those short-term problems would be substantially alleviated if
proposals permitting interfund borrowing were enacted.

However, the margins protecting the program from adverse eco-
nomicl lconditions are inadequate and other changes are warranted
as well.

Safety valve type provisions are needed to protect the program
from adverse economic conditions. For example, if the 1977 social
security amendments had provided that benefit increases be based
upon the smaller of wage or price increases, the program would not
now be confronted with cash flow problems.

Actuarial projections of the degree of the short-term problem
largely depend upon the economic assumptions. Unfortunately, it is
impossible to accurately predict future economic conditions.

Therefore, adequate reserve margins are needed.

Two advisory councils and the national commission on social
security have recommended trust fund balances ranging from 75
percent to 125 percent of annual outlays.

These are reasonable long-range objectives for the program. How-
ever, it is not realistic to expect these reserve levels to be attained
during the next 5 years.

If a safety valve provision limiting benefit increases is enacted, it
is my judgment that a minimum reserve level of 25 percent of
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annual outlays would be adequate as it would permit time for a
subsequent legislative action, if needed.

Maintenance of this 25 percent minimum reserve level would
require approximately $65 billion of additional taxes or benefit
reductions to be spread over the next 5 years based upon projec-
tions employment economic assumptions I personally believe to be
reasonable for short-term planning purposes.

Please realize that subsequent legislative action may be neces-
sary. However, current enactment of legislation providing a safety
valve and further producing $65 billion of additional revenues or
savings, would allow sufficient time for such action.

If you wish to reduce the possibility of having to take further
action, then current legislative changes should be based upon pessi-
mistic actuarial assumptions.

It is my opinion that the pessimistic assumptions developed by
Data Resources, Inc., are not unreasonably pessimistic.

The current financing problems of the program illustrate the
continuing need for independent, professional actuarial analysis.

ERISA requires that valuations of private plans be certified by a
qualified actuary, and a similar actuarial certification is required
for pension plans covering Federal employees.

The American Academy of Actuaries recommends that the Social
Security Act be amended to enable the public to enjoy the same
benefits of professiondl actuarial certification.

This recommendation has also been made by the National Com-
mission on Social Security.

In conclusion, the Academy hopes that this testimony has been
helpful. We would welcome the opportunity to be of further assist-
ance as you proceed with your important deliberations.

Senator ARMSTRONG. We thank you very much.

We will ask you to stand by when we hear from Mr. Robertson.
Then I am confident there will be questions from the committee.

Mr. Robertson.

STATEMENT OF A. HALWORTH ROBERTSON, VICE PRESIDENT,
WILLIAM M. MERCER, INC.

Mr. RoBertsoN. Thank you, Mr. Chairman, distinguished Sena-
tors. .

I am pleased to have been asked to appear before you today as
y_otu consider the present and long-range problems of social secu-
rity. :

Despite the widespread concern being expressed about social se-
curity’s financial problems, relatively few people appreciate the
extent of those problems or their imminence.

Some people are still suggesting that social security’s financial
problems are minor, that they are temporary.

I believe the financial problems are significant now and that
they will continue to grow and worsen until they become unman-
ageable during our lifetime.

1 would call your attention to my own graph, on page 6 of my
written statement. It indicates that the total cost of social security
(Old Age, Survivor’s, and Disability Insurance and Hospital Insur-
ance and SMI) has grown from two-tenths of 1 percent, in 1940, to
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a little over 1 percent in 1950, and now is about 14 percent of
taxable payroll.

That chart also indicates that the cost for the entire social secu-
rity program is going to grow to somewhere between 20 and 40
percent of taxable payroll, during our lifetime.

Social security is a program of future promises and we should do
our utmost to keep those promises. Social security has promised to
pay certain benefits. It has promised to collect certain taxes. We
cannot keep both sets of promises.

We are either going to have to increase the taxes above those

. that we promised to collect or we are going to have to decrease the
benefits below those we promised to pay.

In deciding which promises to keep, and which ones to break, we
must consider not only the persons who receive the benefits, but
also the persons, the working taxpayers who pay the taxes, that
make the programs possible.

In the short run, at least for the next 5 years or so, in my
opinion, we have no choice except to honor the promises to pay the
benefits as scheduled.

Therefore, we must break our promises about taxes and we must
collect more taxes than we have currently scheduled.

One exception is the cost-of-living adjustment. I think we can
legitimately break that promise to a certain extent, because the
way the cost-of-living adjustments are operating now, we are being
more fair to the social security beneficiary than we are to the
active working taxpayer who is paying taxes.

This means that during the next 5 years, we may have to collect
as much as 5 to 10 percent more in taxes than we have already
scheduled, more than we promised that we would collect.

This will be a burden. I don’t think it will be an intolerable
burden. It is the only honorable course to follow, as I see it.

The long run is another matter. We must stop trying to figure
out ways to pay for the present program, and we must change the
social security program. Social security may be suitable for people
now retired. It may be suitable for people retiring in the next few
years.

y It is totally inappropriate for the bulk of the nonretired popula-
ion.

The projected high money costs are not one of the major deficien-
cies of social security. Social security has many deficiencies, but
the cost isn’t one of them.

When we talk about changing social security the first thing most
of us do is go out and ask an elderly person what he thinks of the
change. That is not of whom we should be asking the question,
bflcause their benefits are not going to be changed very much, if at
all.

We should ask the young people.

Who are they? Who is this post-World War II baby boom we keep
talking about? It is 135 million people less than age 35. They make
up 65 percent of the population that is currently under age 65.

In other words, 65 percent of the population that is not yet
retired still have enough time to make plans for their own genera-
tion that will suit their needs.
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These young people will begin reaching their sixties 25 years
from now in the year 2006. It is today that we need to set the
general framework for their retirement benefits. How much they
will be, the source, what age they will commence.

The only reverence we owe all of these past decisions we made
for present beneficiaries is to fulfill the promises we made to date
to our older population. ,

It is entirely reasonable therefore for us to give serious consider-
ation to a completely new type of system for the 65 percent of our
population not yet retired, but still under age 35.

Thank you, Mr. Chairmran. My written statement has been sub-
mitted for the record. It .s more complete. I can’t resist reminding
you that I have a more complete statement in this red book, “The
Coming Revolution in Social Security.” [Laughter.]

Senator DoLe. Here it is.

[Senator Dole holds up a book.]

géaughter.]

nator MoyNIHAN. The red book. [Laughter.]

Mr. RoBerTtsoN. Each of you gentlemen has a copy. If I may say
so, I would commend it to you and your staffs, because I believe it
is the only document that has in a single source, the long-range
financial status of social security. I believe it is the only document
that also has some articulation of some of the current dissatisfac-
tions of the youth with the present system.

Thank you, sir. - .

Senator ARMSTRONG. Thank you, gentlemen.

Mr. Robertson, Senator Moynihan has presented to us a graph
showing the social security cash benefits as a percentage of gross
national product. I don’t know if you were in the room when we
were discussing earlier whether this was the appropriate measure
of the cost and burden on the economy and so on. ‘

But I note that in your statement, you attempt to relate the
burden of social security not to the payout of benefits but to the
payroll tax.

Vghy is the payroll tax, in your judgment, a more relevant meas-

ure? .
-You note that instead of being a gentle curve as shown on that
graph, that it has risen from less than two-tenths of 1 percent, to
about 14 percent today, and I think I heard you say between 20
and 40 percent of payroll.

Mr. ROBERTSON. Yes, sir.

Senator ARMSTRONG. At some future date.

Mr. RoBERTSON. Yes, sir.

Senator ARMSTRONG. How could that be? How could we imagine
a tax of that level and what are the consequences?

Mr. R‘;)BERTSON. How can we imagine it and what are the conse-
quences?
1:th‘;la\tor ARMSTRONG. How could that be? How could you square

at?

Mr. RoBerTsoN. I think it is perfectly reasonable to look at costs
as a percentage of the payroll. It is also perfectly reasonable to
look at them as a percentage of the GNP,

I would like to have an emendation of Senator Moynihan’s chart
so it would include the cost of medicare, HI and SMI, because when
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the taxpayer pays his social security taxes it includes 1.30 percent
of his taxable payroll for hospital insurance.

Medicare today costs roughly a third of what the cash benefits
cost. In the future it is estimated that medicare costs will eventual-
ly be about 40 percent of the total cost of social security.

So, for one thing, if medicare were included in the chart, it
would rise considerably above the level that is shown.

One reason for comparing costs with payroll is that most of the
program is currently financed out of a payroll tax. So we think of
it that way. We pay 6.65 percent of our taxable payroll now in
taxes.

If you want to know what this present program would cost, if we -

continue to finance it out of a payroll tax split equally between
emploKee and employer, we would take roughly half of these fig-
ures that I have here which means the ultimate payroll tax under
the present program will be somewhere between 10 and 20 percent
of payroll, if the program continues and if we continue our present
retirement age patterns.

Senator ARMSTRONG. Mr. Swenson, a brief question for you.
Could you comment on whether or not, in your view, the actuarial
assumptions used by social security policymakers in the past have
been valid?

Mr. SweNnsoN. The assumptions which were selected at various
points of time were best estimates at that point of time.

Unfortunately, the history of the past decade has proved that
most of the assumptions have been overly optimistic in the sense
that actual economic conditions have proved to be worse than those
which were expected.

Quite frankly, I do not contend that this is a problem deliberate-
ly created by persons who were setting policy or selecting those
assumptions. If I had been selecting assumptions in 1977, I would
not have selected assumptions which would have projected a real
wage loss of 3.1 percent in 1979, and a real wage loss of 5 percent
in 1980 as actually experienced by the economy.

But as I stated in my testimony, it is impossible to accurately
predict economic conditions.

Therefore, I think it is necessary really to employ a range of
assumptions to give policymakers a good idea of what would
happen under various alternative sets of conditions.

nator ARMSTRONG. Is that why you recommend a 25-percent
reserve ratio, just to smooth out those fluctuations?

Mr. SwensoN. Well, I recommended that there should be a mini-
mum reserve in the next 5 years of 25 percent combined with a
safety valve provision. The safety valve provision would add consid-
erably to a smoothing of the economic fluctuations if that safet
valve limited benefit increases when real wage losses occurred‘r

Senator ARMSTRONG. Thank you.

Senator Danforth.

Senator DANFORTH. Thank you, Mr. Chairman.

Gentlemen, as we approach the social security problem how far
down the road would you advise we look? Would it be responsible
on our part just to take care of the short-term problem or should
we dl;e cognizant of the situation 30 or 40 or 50 years down the
road?
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Mr. SwENsON. I personally believe that you should be addressing
both the short- and the long-term problems. There are two distinc-
tive problems. -

The short-term problem is one that has largely been created by
adverse economic conditions, that is unexpected adverse economic
conditions.

The long-term problem, however, is one of demographics. I would
agree with Senator Moynihan that this is the more severe of the
problems.

Se?nator DANFORTH. We should address the long-term problem
now’

Mr. SweNsON. Yes; it is proper to address the long-term issue
now, because adequate time is needed to enable people to plan in
accordance with whatever changed circumstances are necessary.

Senator DANFORTH. Do you agree with that, Mr. Robertson?

Mr. RoBERTSON. Yes, sir, I do. The nature of a pension promise, is
that of a long-term promise, a deferred promise. I was almost
overwhelmed when I came in by the youth of the people in the
back of the room.

This baby boom generation is between zero and 35. Just 25 years
from now, they are going to be reaching their sixties.

It is now that people need to be planning and our institutions
need to be planning.

Senator DANFORTH. In fact, the most frequent question that I get
from constituents on social security is: “Will it be there when 1
retire?”’

Let me ask you another question. In your view, you are both
actuaries. I listened, along with Senator Armstrong, very carefully
to your testimony. You talked about social security benefits as a
percentage of payroll.

Is it relevant? I am sure anything Senator Moynihan presents is
relevant. I must say, I don’t understand the nature of the relevance
of considering social security as a percentage of gross national
product. You didn’t mention it in your testimony.

You indicated, Mr. Robertson, that it is interesting to consider it,
but how much attention should we give and why, to social security
as a percentage of GNP?

Mr. SwensoN. 1 personally believe that it is proper to look at
social security as a percentage of payroll. That is the manner in
which it is financed.

There are certain elements that are included in the gross nation-
al product that do not enter the social security program.

Federal employees 'wages, for example, would not be included in
thgd payroll. However, they would be included in the gross national
product.

So, to the extent there are certain elements in the econom
included in the gross national product that are not properly includ-
ed in payroll, it is somewhat deceptive.

Senator DANFORTH. You are saying that the benefits of social
security are financed by a payroll tax and therefore social security,
in judging the health of social security, the relationship between
benefits and payroll is the significant figure, not the relationship
between benefits and the entire GNP.
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If social security benefits were financed by taking a percentage
out of the gross national product or financed by general revenue,
then it might be significant.

But, as long as it is financed out of payroll, it is not a very
significant figure.

Isn't that a fair statement?

Mr. SwensoN. I would characterize that as a fair statement,
although again, let me emphasize the point, that there is some
relevancy in comparing it to gross national product, but again,
there are some illusory aspects that are involved as well.

Incidentally, just one further comment. Those projections, I be-
lieve, are based upon economic assumptions which the administra-
tion is employing currently. Those assumptions anticipate a return
to the type of real wage growth that we enjoyed during the 1960’s.

,‘ While I certainly hope that our economy does indeed return to

that real wage growth pattern, I am not certain we should be
counting on it.

Senator DANFORTH. How about you, Mr. Robertson.

Mr. RoBERTSON. I believe we should look at the cost of social
security both as a percentage of covered payroll and as a percent-
age of the gross national product.

The percentage of gross national product is an indication of how
much of our total goods and services we are producing, that we are
allocating to nonproducers, to put it crudely.

If we would take the figure I have or that anybody has that
shows costs as a percentage of pz:iyroll. and if you multiply them by
about 40 percent to 50 percent, depending on the time period, you
will convert it to the gross national product.

The payroll 1 think is 40 to 50 percent of the gross national
product. It changes gradually over the years.

I think it is fair to look at both of them. But I don’t think it is
fair to look at a chart that shows social security costs, but leaves
out medicare.

Senator DANFORTH. Thank you.

Senator ARMSTRONG. Senator Moynihan.

Senator MoyNIHAN. Thank you, Mr. Chairman.

Allow me to make the statement that, we would have done but
the trustees, who produced the data from which we produced that
curve, did not produce it for hospital insurance. Had they done it,
we would have put it up there.

Mr. RoBertsoN. Well, I have been trying to get somebody to ask
the trustees to produce those figures for medicare. Maybe you
could ask them to do that next year.

Senator ARMSTRONG. Senator Long.

Senator LoNG. Thank you Mr. Chairman.

Let me ﬂgst thank both witnesses. I am particularly ?leased to
have Mr. Robertson here to give us his thoughts. I think I will find
time to read your book before we find a solution to this problem.
[Laughter.]

Senator MOYNIHAN. Mr. Chairman, I have a question, one each
for our two distinguished panelists.

Mr. Swenson, it is an intriguing proposition when you say that
the American Academy of Actuaries strongly urges that the Social
Security Act be amended to enable the American public to enjoy



221

the same benefit of professional actuarial certification as is re-
quired for private pension funds and pension plans covering Feder-
al employees.

Would you talk a moment about that?

Mr. SWENSON. Surely.

Senator MoyNIHAN. I described the Federal pension. I didn’t
know there was an actuarial certification for it. There are a lot of
things I don’t know about that.

Mr. SWENSON. Yes, basically what is being proposed is that actu-
aries be able to exercise their judgment independent of any politi-
cal pressures in selecting methodology and assumptions which are
most appropriate in making projections for the social security pro-
gram.

Senator MoyNIHAN. Once a year we would get a report from the
trustees and we would get a report from a board of actuaries. That
says the system is or is not solvent. Now mind you, a pay-as-you-go
system has different questions than a funded system, but it is
nonetheless auditable; is that your point?

Mr. SWENsON. Yes.

Senator MoyNIHAN. These taxes will produce these revenues and
they will match these benefits.

Mr. SwWENSON. Yes.

Senator MoyNIHAN. I would like to say to my colleagues that this
is an idea which we should talk about. We don’t want to politicize
this system, although it is so large as to make some elements of
political choice inevitable.

Mr. Robertson, I wanted to ask you, sir, you said that I think you
particularly chose this because you knew the chairman would want
to hear you say that social security has many deficiencies, but cost
is not one of them.

I take it that some of your views is that, has to do with Professor
Friedman's critique about the degree to which—in their book, Free-
dom to Choose, by Milton and Rose Friedman they refer to this
kind of—they say the social security system trespasses upon almost
every aspect of our personal lives by imposing an unnecessary
straightjacket of behavioral standards. When to retire. How much
to earn between ages 62 to 72. When to divorce. [Laughter.]

Wait until my wife finds that out. [Laughter.]

Whether to remarry, as well as when and to whom and so on.
The Friedmans say this loss is a loss of freedom and the “present
demoralizing situation under which some people, the bureaucrats
administering the programs run other people’s lives.”

Now, I am not saying that is not so. I take it that is a matter of
real concern. -

Mr. RoBERTSON. Yes, sir, it is. For those of you who have a book,
on page 274 you will find chart 22A that tells you whom you can
marry or not marry without having your benefits adjusted adverse-
ly from social security. It is quite a formidable chart. [Laughter.]

Social security sometimes we view as a pension plan, death bene-
fit plan. It is not really that. It is a very sophisticated mechanism
for dividing the population into those who work and produce and
those who aren't working.

83-828 O-—81—15
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How many of you know people who once they reach 62, 65, quit
working and give as the excuse they will lose their social security
benefits?

I talked to a widow the other day who announced she was not
going to remarry, although I hadn't even proposed. She was not
going to remarry because she would lose the benefits she is getting
now and would not be able to send her children through college
and so forth.

If we really examine this program, we see that it puts a lot of
limits on how we should behave if we want to maximize the advan-
tage it has to us.

The other thing that I have in mind is the 65 percent of the
nonretired population that is under age 35.

Now, what benefits are appropriate for them. Certainly not a
benefit that assumes that there is a male breadwinner and a
female homemaker and two children and the wife never enters the
labor force. That is not suitable for this generation. -

Senator MoyNIHAN. That will not have been their experience.

I\;I:X I just say that these are legitimate questions that have been
raiSed in an attractive and important way. I think we of this
committee should not ever forget that we are doing more than
bringing in some taxes in order to make some benefits. We are
doing a lot to almost everyone’s lives.

Some may have a different view from Friedman’s or Robertson’s,
but they raise questions that cannot be ignored and I thank you.

Senator ARMSTRONG. Senator Durenberger.

Senator DURENBERGER. Thank you, Mr. Chairman.

I wonder if both of you would operate on the assumption that the
Freedom Plan which I have read, is long range and from what we
have heard here today, some adjustments in benefit computation is
the short range, and talk briefly about what changes in benefit
computations ought to take place in the short-range.

We heard the CPI zero it in lately, because for the last couple of
years it was much higher than the wage index, since wage earners
were helding down their demands to help fight inflation.

But, if you go back to the old days, before we adopted it, it looks
like my predecessors were much more generous than the CPI
would have been.

Then, also comment on the President’s recommendations regard-
ing the decrease in the change in bend points.

r. SWENSON. Let me first mention that I am representin