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SOCIAL SECURITY: ACHIEVING
SUSTAINABLE SOLVENCY

WEDNESDAY, MAY 25, 2005

U.S. SENATE,
COMMITTEE ON FINANCE,
Washington, DC.

The hearing was convened, pursuant to notice, at 10:05 a.m., in
room G-50, Dirksen Senate Office Building, Hon. Charles E. Grass-
ley (chairman of the committee) presiding.

Also present: Senators Lott, Santorum, Crapo, Baucus, Conrad,
Lincoln, Wyden, and Schumer.

OPENING STATEMENT OF HON. CHARLES E. GRASSLEY, A U.S.
SENATOR FROM IOWA, CHAIRMAN, COMMITTEE ON FINANCE

The CHAIRMAN. Today’s hearing is the third of a series that we
are having on Social Security. Just for a little bit of history, our
first hearing focused on the long-term outlook of Social Security,
and the second focused on plans to achieve sustainable solvency,
and to do that with or without individual accounts, as the Presi-
dent has suggested individual accounts.

Today’s hearing will focus on a menu of options, of which I sup-
pose you could tell me that there are 100 or more out there. But
we obviously cannot deal with 100 or more, but we have a menu
of options to achieve sustainable solvency and to address the poten-
tial payroll tax gap.

The menu of options was developed by the Congressional Budget
Office. However, I want it very clear that I did request the Con-
gressional Budget Office to score each of the menus to reflect eco-
nomic and Democratic—demographic assumptions. [Laughter.]

Senator BAucUs. We appreciate that, Mr. Chairman.

Senator CONRAD. That is good. That is progress.

Senator BAucus. All in the spirit of bipartisanship. We appre-
ciate that.

The CHAIRMAN. You know, when you have friends like these
folks, you do not really need any enemies. [Laughter.]

Demographic assumptions in the latest Social Security trustee
report.

Now, I made this request to the CBO for two reasons. First, the
Social Security trustees are required by law to report each year on
the actuarial status of Social Security.

I do not believe that we want to adopt a reform plan based on
more optimistic CBO assumptions only to have the trustees tell us
in their next report that we did not accomplish our intended goals,
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a la the debate between the Chief Actuary of CMS and CBO of the
last 3 or 4 years.

The second reason that I asked is, when it comes to Social Secu-
rity, I believe that we should always err on the side of caution.
Using overly optimistic assumptions is exactly what brings us here
today.

I say that only because of what I believe and the caution I have,
not because I have any argument with CBO or the trustees on how
they arrived at their figures, because who are we? We are dealing
with professionals, and these are the best honest figures that they
can give us.

Now, we know Social Security was enacted a long time ago, in
1935. It was paying benefits in 1940. Over the next 3% decades be-
yond the 1930s and 1940s, Congress expanded coverage and in-
creased benefits on an ad hoc basis.

By the late-1960s, there was growing interest in adopting auto-
matic cost-of-living adjustments, but there was a significant im-
pediment to doing so, because, since the beginning, the actuaries
who prepared long-range cost estimates for Social Security had uti-
lized an actuarial technique known as—and these are their
words—Ilevel earnings assumptions.

Basically, the actuaries assumed wages would remain fixed at
their current level forever into the future. In 1935, that was not an
unreasonable assumption because, in 1935, wages were still below
the level that had prevailed in the decades of the 1920s.

The actuaries believed this assumption imposed a major fiscal
discipline and provided a cushion against unanticipated events.
Congress was willing to go along, because, as time passed and
wages grew, it was able to periodically dispense then a windfall in
the form of higher benefits voted by Congress.

Despite the availability of such windfalls, critics began to suggest
a new approach being needed. They pointed out that rising infla-
tion imposed an undue burden on Social Security beneficiaries who
were forced to wait on Congress to enact a benefit increase. The
proposed solution was what we have today, the automatic cost-of-
living raise.

The idea of indexing benefits to prices, or even wages, had been
contemplated for several years, but the implementation of an auto-
matic benefit increase was incompatible with the level earnings as-
sumption used since 1935. Long-range projections based on rising
benefits and level wages would show large and growing deficits.

So, critics began a campaign to discredit the level earnings as-
sumption and adopt something we call “dynamic assumptions.”
This campaign led to the 1969-1971 Advisory Council recom-
mendations that Social Security projections be based on assump-
tions that earnings would rise in the future.

By adopting dynamic assumptions, Social Security suddenly ap-
peared to have a significant surplus. But unlike the windfall that
resulted from an actual wage increase, the surplus under dynamic
assumptions was merely assumed.

Nevertheless, several members of Congress seized on the Advi-
sory Council’s recommendations of 1969-1971 and urged an imme-
diate 20 percent across-the-board increase, accompanied by auto-
matic benefit increases thereafter.
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Bypassing the normal committee process, an indexing amend-
ment was offered on the Senate floor to a must-pass bill increasing
the statutory debt limit. It passed overwhelmingly in June of 1972.

The Congressional debate that preceded passage of the indexing
amendment focused on keeping benefits up with inflation. For
those who were already collecting benefits, the amendment deliv-
ered as promised.

But for those who were not yet receiving benefits, the amend-
ment had an entirely different effect: depending on the relative
change in wages or prices, initial benefits for newly eligible recipi-
ents would rise faster than prices, or even faster than wages.

This critical distinction between initial benefits and subsequent
benefits might have gone unnoticed for years, but economic and de-
mographic forces soon intervened to reveal that the formula was
flawed and the goal of wage-indexing was no longer affordable at
the scheduled payroll tax rate.

The 1972 amendment was based on two assumptions: that wages
would rise nearly twice as fast as inflation, and that the number
of births would remain near the baby-boom level. Under these two
conditions, the initial benefits would rise in line with wages and
there would be plenty of workers to support each beneficiary with-
out raising the payroll tax beyond the 12.5 percent.

However, the decades of the 1970s saw rising inflation and the
end of the baby boom. The flawed formula caused benefits to rise
faster than wages and the declining birth rate resulted in projected
decline in the ratio of workers to beneficiaries. As a result, Social
Security trustees began to report ever-rising deficits.

In response to these trustees’ reports, the Senate Finance Com-
mittee and Ways and Means Committee of the House requested ap-
pointment of an independent consultant panel to examine the prob-
lem and develop alternatives.

The panel issued its report in 1976 and recommended that Con-
gress index the initial benefits to prices instead of wages. But advo-
cates of higher benefits sought to replace the flawed 1972 formula
with another wage-indexing formula that was less erratic and un-
predictable.

Ironically, the flaw of the 1972 formula became its biggest asset,
since between 1972 and 1977 the projected costs more than dou-
bled, from 12 percent to 24 percent of taxable wages.

Advocates of wage-indexing sought to portray their version of
wage-indexing as significant savings because it costs only 18 per-
cent of taxable wages, which is probably where it is today.

Advocates of wage-indexing persuaded Congress to adopt their
plan in 1977 by simultaneously arguing that it was cheaper than
current law and more generous than price-indexing.

The fact that changing demographics had rendered the promised
level of wage index benefits unaffordable at the scheduled payroll
tax rate of 12.5 percent did not seem to make any difference.

Advocates dismissed the projections of future deficits by sug-
gesting that economic and demographic changes might solve the
problem. If not, then Congress would have plenty of time to think
of something.
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Well, here we are today, still trying to think of something to do
about what we know is the issue out there, that was still an issue
predicted by some people in 1977.

Members of this committee will no doubt find the menu of op-
tions presented by our witnesses today less than appetizing. And,
of course, everybody is welcome to put their own options on the
table, and we should consider all options, but the time has come
to address the issue.

So let me conclude by sharing with you the admonition given to
this committee by that consultant panel already referred to back in
1976: “This panel gravely doubts the fairness and the wisdom of
now promising benefits at such a level that we must commit our
sons and daughters to a higher tax rate than we ourselves are will-
ing to pay.”

Senator Baucus, I know I took a long time. You take as long as
you want.

OPENING STATEMENT OF HON. MAX BAUCUS,
A U.S. SENATOR FROM MONTANA

Senator BaAucus. Thank you. Thank you very much, Mr. Chair-
man. I very much thank you for calling this hearing focused on ex-
tending the life of Social Security without private accounts.

As you know, Mr. Chairman, in the view of many of us, that last
part is key. If we are to have any hope of enacting legislation in
this Congress to strengthen Social Security, then the President
needs to leave his effort to privatize Social Security behind.

Once the President disavows private accounts in Social Security,
he will find Democrats willing and able to join him in an effort to
strengthen Social Security for centuries to come.

Social Security is America’s most important domestic program. If
Social Security did not exist, most of our seniors would live in pov-
erty. With Social Security, just 1 in 10 seniors do.

Under the current law, the Congressional Budget Office projects
that Social Security can pay full benefits to 2052. The year after
that, Social Security will be able to pay about 80 percent of bene-
fits.

We clearly need to improve Social Security’s finances so that it
will be able to pay full benefits after 2052, but we do not need to
make drastic changes.

Unfortunately, we are going to be hearing about drastic changes
today. The testimony of the Director of the Congressional Budget
Office will provide data on three options, options to achieve sus-
tainability and to sustain solvency of the Social Security trust fund.

Unfortunately, each option results in deep benefit cuts for both
middle-class and low-income Social Security beneficiaries. I do not
think that these deep cuts would be acceptable to most of the
American people.

Let me be more specific. The first option put forward is price-in-
dexing, just as in Model 2 of the President’s Social Security Com-
mission. The President’s advisors suggested in January that the
P}fesident liked this option, although they have backtracked since
then.

CBO’s testimony indicates that this option reduces all benefits by
about 50 percent after 63 years. These are huge benefit cuts. More-
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over, these big cuts would also apply to disability benefits and to
survivors’ benefits when workers die during their working years.

The second option being put forward is similar to the President’s
partial price-indexing plan. He endorsed this plan in his press con-
ference a few weeks ago. Like the President’s proposal, this pro-
posal has deep benefit cuts for the middle class and deep benefit
cuts for survivors.

For example, workers with average earnings who are born today
and retire at age 65 would have their benefits cut by 31 percent.
But this option also cuts benefits for some low-income workers who
were protected under the President’s plan.

For example, all low-income workers with average career earn-
ings as low as $15,000 in today’s dollars would receive benefit cuts
under this newest option. Moreover, the new option would also
anake deep cuts in benefits for the disabled, as would the Presi-

ent’s.

The third option put forward today would raise the retirement
age to about 70 years for all workers who are born 10 years from
now. Currently, the retirement age will rise to 67. This is a big in-
crease. If that were not enough, the option would also cut benefits
by changing the way benefits are indexed.

This would reduce benefits by 27 percent for earners in the mid-
dle of the income distribution who were born this year and retire
at age 65. Even worse, it would cut benefits for workers in the low-
est fifth of the income distribution by 33 percent, and these deep
benefit cuts would apply to survivors of deceased workers and to
disabled workers as well.

Once you look at the details, I think it becomes clear that these
three new options cut benefits for Social Security beneficiaries far
too deeply. We need to scour all other ideas for improving Social
Security’s long-run finances. Regrettably, the President’s Social Se-
curity plan would also cut benefits far too deeply. It would also add
massively to our Federal debt.

The President’s plan has two basic parts. The first proposal is to
privatize Social Security. The President wants to allow workers to
divert some of their payroll taxes out of the Social Security trust
fund and into private savings accounts.

He proposes that when these workers retire, they must pay back
to the Federal Government all of the money that had been di-
verted, plus interest, compounded at a rate of 3 percent above the
inflation rate. The President would dock retirees’ Social Security
checks to collect that repayment.

This privatization proposal is a bad idea, for several reasons.
First, this makes Social Security’s solvency worse—not better, but
worse. Suppose we consider Social Security’s health over the next
75 years, as has been traditional.

The diversion of funds from the Social Security trust fund takes
place during the working years of the individual, but the repay-
ment of the funds first begins after the worker retires. So for some
workers, their payment occurs outside the 75-year window. This
timing gap worsens Social Security’s 75-year solvency.

Coping with this increase in solvency would cause pain. To make
up for this added solvency with benefit reductions for retirees,
while protecting benefits of survivors and the disabled, the Federal
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Government would need to cut retirement benefits across the board
by more than 9 percent. That is according to the Congressional
Budget Office.

I would further note that the average benefit for a retiree today
is about $11,000. A benefit cut of 9 percent would mean a loss of
about $1,000 a year to that average retiree. So, privatization is a
self-inflicted wound to solvency. It does not make sense.

The second problem with privatization is that it would cause a
massive increase in the Federal debt. The debt would go up by
about $5 trillion during the first 20 years.

That is because the Federal Government would have to borrow
money to buy the stocks and the bonds it would need to put into
each worker’s private account. The $5 trillion of new debt would
more than double the size of the Federal debt held by the public
today.

At some point, all this extra debt would drive up long-term inter-
est rates. This would slow economic growth and reduce our stand-
ard of living. This added debt would result in foreigners owning a
lot more of our financial assets.

This means that the earnings on these assets would benefit for-
eigners, not United States residents. Foreigners already own about
$2 trillion of our debt. Privatization would probably double that
amount.

Moreover, much of our debt is currently owned by the central
banks of foreign countries such as China, Japan, and South Korea.
If the dollar were to start dropping even more in value than it al-
ready has, these banks might fear that the U.S. debt they owned
would start plunging in value. They might feel compelled to sell
that debt. This would cause interest rates here to spike, certainly
causing a recession.

The third problem with privatization is that it could cause many
workers to lose money. Under the President’s proposal, if your
earnings do not average at least 3 percent above inflation for your
working years, you will lose money. But the CBO projects just that,
3 percent, which means if you make even slightly less than that
rate of return, you will suffer a loss.

Unfortunately, the President also has endorsed a second bad
idea, and that is cutting benefits by changing the indexing of initial
benefits. The President’s plan would severely cut Social Security
benefits for middle-income retirees, as I discussed, and these cuts
would occur regardless of whether the worker opts for private ac-
counts—regardless.

That is not the end of it. The President’s Chief Economic Advisor,
Alan Hubbard, said last week that the President’s plan would cut
Social Security survivors’ benefits as well. He also admitted that,
under the President’s proposal, disability benefits for workers and
their families would not be fully protected.

As bad as privatization is by itself, and as bad as the middle-
class benefit cuts are standing alone, they are even worse when
they are combined together. Yet, that is what the President is pro-
posing.

As noted earlier, workers who opt for private accounts will have
their Social Security benefits reduced when they retire. As noted
earlier, the President’s plan would cut benefits of middle-class
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beneficiaries regardless of whether they had opted for private ac-
counts.

The combination of these two benefit cuts, for a worker born 5
years from now with career average earnings of $59,000 who re-
tires at age 65, would be a cut of 97 percent. For a worker with
career average earnings of $90,000, the benefit cut would be 100
percent.

Even with these cuts, the President’s plan would not come close
to eliminating Social Security’s insolvency. Under the projections of
the Social Security actuaries, which the President is using, this
combination would eliminate only about 30 percent of Social Secu-
rity’s financing shortfall over 75 years. The President would have
to propose a lot more savings, and probably huge benefit cuts be-
yond those he has already proposed.

The disadvantages of the President’s two proposals, in combina-
tion or separate, greatly outweigh any advantages. We need to
leave the President’s plan behind. Rather, we must scour all the
options available to eliminate Social Security’s 75-year insolvency
shortfall. For example, we need to look at tax compliance with So-
cial Security’s employment taxes.

The Joint Committee on Taxation and the Treasury Inspector
General for Tax Administration each have made recommendations
for improving compliance with employment tax law. The changes
that they are recommending would increase income to the Social
Security trust fund.

We should not cut the benefits of any law-abiding retiree by 1
dime or raise the taxes of any law-abiding worker by 1 dime until
we have done our best to ensure that all taxpayers are complying
with current tax law. The same holds true with respect to any im-
proper payments that are being received on the benefit side for the
program.

So I look forward, Mr. Chairman, to the testimony and discussion
from our very, very fine panel of witnesses. The sooner we get the
President’s plan behind us, the sooner we can return to the real
business of improving Social Security’s finances for the long term.

The CHAIRMAN. Thank you very much, Senator Baucus.

We now have a panel, and we will go in the order in which they
are seated.

Dr. Douglas Holtz-Eakin, Director of CBO; Dr. Eugene Steuerle,
senior fellow, Urban Institute; Mr. Stanford G. Ross, former Com-
missioner of Social Security; Mr. George Yin, Chief of Staff, Joint
Committee on Taxation; and the Honorable Russell George, Office
of the Treasury Inspector General for Tax Administration, Treas-
ury Department.

Dr. Holtz-Eakin?

STATEMENT OF DR. DOUGLAS HOLTZ-EAKIN, DIRECTOR,
CONGRESSIONAL BUDGET OFFICE, WASHINGTON, DC

Dr. HOLTZ-EAKIN. Mr. Chairman, Senator Baucus, and members
of the committee, the CBO is pleased to have a chance to be here
today to discuss this important topic of solvency for Social Security.

You have our written testimony. I could not possibly do justice
to the attachment, which is a menu of options within the context
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of the current system which would affect the future solvency of the
system.

I probably could not do justice either to the three particular
pieces which we pulled out as stylized components of changes to
Social Security in my oral remarks, so I will instead attempt to
provide you a road map to that written testimony and look forward
to your questions at the end.

I will divide the road map into three pieces. First, implications
for aggregate finances for Social Security; second, distributional im-
plications of changes, as I illustrated them in the testimony; and
third, the nature of the benefit adjustments which are underneath
both the aggregates and the distributional implications.

To begin, Figure 1 in the testimony, and the figure I have put
up on the screen, is the current outlook for Social Security, both
in terms of current law and also scheduled benefits. As the Chair-
man noted at the outset, this projection is done using the trustees’
assumptions, so it is CBO’s mimic of the 2005 trustees baseline.

To review the basics of what I believe is by now a very familiar
story, under current law, Social Security at the moment will run
a cash-flow surplus. That cash-flow surplus will peak in the near
future and then diminish, turning to a cash-flow deficit. In the
background, during that period the trust funds will be building up
and providing financing for the future.

Within the program itself, going forward until 2044, the cash
flow deficits will be financed by transfers from the remainder of the
budget to honor the Social Security trust funds, and then in this
projection, trust funds will exhaust and benefits will be cut down
to match receipts coming in, and there will be a gap between the
top dotted line, which is scheduled outlays, and benefits under the
program and those which the Secretary of the Treasury will have
the legal ability to pay.

So that is the current-law outlook, that is the aggregate finances,
and the target for the options that we showed in the written testi-
mony was to transform that outlook into one which had sustainable
solvency.

The tactic is to focus on benefit changes which would permit a
greater accumulation of trust funds and a slower decumulation out
in the cash-flow negative years so that the trust funds do not ex-
haust under the reform and there are sufficient funds to pay bene-
fits as scheduled in the reformed system out to 2100.

In each case, we have scheduled these to begin in 2012, and thus
they would not affect anyone who is currently 55 or older. In each
case, we have focused on reducing benefits through a variety of tac-
tics. As noted in the menu in the attachment, there are other ways
one could do this. Benefit changes are easy to compare and
straightforward. All of the benefit changes will lead to sustainable
solvency. They are designed to do that.

All, in fact, will be of sufficient magnitude that, out around 2100,
there will be a cash-flow surplus in Social Security. The cost and
income lines would not only come together, they will cross.

All share the same Achilles heel of such changes in the current
budgetary context, which is that they rely up front on the accumu-
lation of trust fund surpluses and the presumption that those will
not be spent elsewhere in an economic sense by the rest of the
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budget, and all rely on the future transfers from the unified budget
to honor the trust fund in a world where, I will remind you, the
current-law promises for Medicare and Medicaid are ramping up
much more rapidly and becoming much larger, so they all will
evolve in the same budgetary context that has been discussed in
the past.

Now, moving to the distributional analysis. Under current law,
one can measure the implications in a variety of ways. The meas-
ures that we focus on in the testimony are replacement rates: the
primary insurance amount (the basic retirement benefit) as a frac-
tion of your average indexed monthly earnings.

We also discuss to a lesser degree some lifetime benefit meas-
ures. These are measures that we have produced in the past, and
in our outlook for Social Security there is greater detail.

These are not the only measures of benefits. One could look at
first-year benefits awarded to retirees. One could look at disability/
survivors, and one could certainly look at taxes paid over a life-
time. But given the wide variety of benefit measures, these are the
focus of the written testimony.

There is also an issue always in distributional analysis of how
you would classify workers. The figure on the screen, which is Fig-
ure 3 in the written testimony, shows the implications of different
classifications for your measure of distribution under current law.

One possibility is to measure someone by their place in their
ability to purchase, and so the top line shows a worker at the mid-
dle of the earnings level for 2005, which is averaged indexed
monthly earnings of $2,500, and looks at the replacement rate for
a person like that with the same purchasing power and the same
lifetime real earnings going forward. You can see that, under
scheduled promises, the replacement rate would rise for such an in-
dividual going forward.

The insurance amount as a fraction of their earnings would be
increasing over time up until, under current law, the dotted line at
the bottom, which showed the drop-off when trust funds exhaust
and there was a benefit cut.

Alternatively, you could look at the individual and classify them
on their relative rank, where do they fit in the income distribution.
As the economy gets richer, that same middle-earnings person now
would have higher than $2,500 in purchasing power in the future.

The bottom line in that figure shows you the relatively flat re-
placement rate that one would depict if you focused on an earner
at the middle of the distribution at every point in time in the fu-
ture as opposed to an earner with exactly the same purchasing
power.

So there are alternative measures. We tried to lay them out
clearly in the testimony so that the committee can understand
them. And in looking at changes in both the distribution and the
aggregate finances, the focus of the testimony is on alterations of
the current benefit formula. The figure on the screen is the com-
putation of the primary insurance amount for those workers who
turn 65 this year.

The key features from the point of view of the computation are
that, step one, you calculate average indexed monthly earnings,
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typical earnings over a lifetime, where “indexed” in this case is a
wage index.

One variation we will show in the reforms is to change that in-
dexing to prices. Having computed that, the formula then consists
of three segments with bend points, as we refer to them, and re-
placement factors. The replacement factors are 90 percent, 32 per-
cent, and 15 percent. The bend points are, at the moment, indexed
to go up with wages.

The basic tactic in all of the options that we show you is to alter
the pieces that go into this computation, alter the average indexed
monthly earnings computation, change the location of the bend
points, or alter the replacement factors.

These, again, are not the only options one could choose. As the
attachment shows, you could alter retirement ages; you could alter
the cost-of-living adjustments during retirement.

So the options that one sees in the written testimony are really
three, four if you count current law as essentially a wait-and-re-
form option where you just let the trust funds exhaust and cut ben-
efits across the board. So, we show that as well in the interest of
comparability.

The three we show are, as the Chairman or Mr. Baucus men-
tioned, price-indexing as outlined by the President’s Commission on
Social Security. In the context of this diagram, that amounts to
lowering the replacement factors going forward to offset real wage
growth. So, the 90, 32, and 15 percent become smaller numbers
going forward, and this affects individuals and lowers aggregate
benefits as well.

Number two is progressive price-indexing. In the implementation
that you have in the written testimony, this is the same for people
at the top end as the first option. It is pure price-indexing for the
very highest earners.

It is current-law for those who are at the 25th percentile or
below, so they are insulated. It is a combination of those two for
everyone in between. That has a differential effect across the in-
come distribution, but also serves for lower aggregate benefits.

Then, finally, we show an option in which we alter the computa-
tion of the average indexed monthly earnings by moving the index
from wage- to price-indexing. We then also change the bend points
by indexing those to prices instead of wages, and we alter the en-
tire benefit award for longevity.

Having once made the first two changes, the third longevity
change is meant to provide the same lifetime benefits for those liv-
ing longer in the future as those people would get in the present.

The upshot of these changes is a set of formulas which in each
case affects different parts of the income distribution differentially.
You can see that in the stylized pictures that we have here. In each
case, the formulas lie below the current formula and, thus, reduce
the growth rate of benefits and allow sustainable solvency for the
system as a whole.

I thank you for the chance to be here today to talk about this
important question, where about the only option that we know is
not on the table is doing nothing. I look forward to explaining the
ones that we have outlined in the written testimony, both from the
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implications of the aggregate finances and their distribution con-
sequences for beneficiaries. Thank you.

[The prepared statement of Dr. Holtz-Eakin appears in the ap-
pendix.]

The CHAIRMAN. Dr. Steuerle?

STATEMENT OF DR. C. EUGENE STEUERLE, SENIOR FELLOW,
URBAN INSTITUTE, WASHINGTON, DC

Dr. STEUERLE. Thank you, Mr. Chairman, Mr. Baucus, and mem-
bers of the committee. I have had the privilege over a number of
years to serve members on both sides of the aisle in addressing So-
cial Security and tax issues, and am indeed honored to be here
again to try to help you today.

I should indicate right up front that my testimony is largely driv-
en by one major concern: the legacy that our government is about
to leave our children is really a government whose almost sole pur-
pose is to finance our consumption in retirement.

There is little left in the budget for other items if we continue
the pressure of Social Security and the other programs for the el-
derly as to the share of the budget that they are going to take.

At the same time, I believe it is possible to build a Social Secu-
rity system that would do a better job than even current law at re-
moving poverty among the elderly—measured by relative living
standards, I should indicate—and serving the majority of the popu-
lation when they are truly old.

Now, much of my testimony, as requested, deals with our in-
creasing inability to protect the young, the very old, and the vul-
nerable when Social Security essentially morphs into a middle-aged
retirement system, which is what it has become.

Let us begin by defining lifetime benefits as the value at age 65
of Social Security and Medicare benefits as if they were in a 401(k)
account. In today’s dollars, lifetime Social Security benefits for an
average income couple—that is a couple making about $50,000
combined—is about $400,000. That figure is up from about
$195,000 in 1960, and it rises to over a half a million another 25
years from now.

If you add in lifetime Medicare benefits, a couple retiring in
about 25 years is scheduled to get total lifetime benefits—in con-
stant dollars, discounted (I am not cheating with inflation)—of over
$1 million. We cannot provide benefit packages of this size and en-
courage people to retire for the last third of their adult lives with-
out significantly affecting—in fact, dramatically affecting—the
services that could be provided by government to children and to
working families. We simply cannot.

Let me try another lens on these numbers. Close to one-third of
the adult population is scheduled in another 2%2 decades to be on
Social Security. That does not count people on other welfare sys-
tems or other people that need support by government. People,
today, already retire for about the last third of their adult lives.

Now, this issue is not just one related to the benefits under So-
cial Security, but of the amount of years people retire and the ex-
tent to which they drop out of the workforce, reduce national in-
come, and reduce revenues available to government.
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If people retired today for the same number of years as they did
when Social Security was young—that is, in 1940—they would be
retiring about age 74 today. Go out another 40 or 50 years in the
future, they would be retiring at about age 78.

What that means is that, by constantly increasing benefits to
people who are essentially middle-aged retirees, we reduce the
share of benefits that can be doled out to the truly elderly, as
measured by life expectancy. I show this in some graphs in my tes-
timony.

Meanwhile, because people retire for so long, the revenues for
the rest of the government decline, affecting everything else. I will
come back to this revenue picture because it affects the reform op-
tions.

Now, believe it or not, I feel there is tremendous opportunity in
all of this. People in their late 50s, 60s, and even 70s have now be-
come the largest under-utilized pool of human resources in the U.S.
economy. They represent for the labor force, in the first half of the
21st century, largely what women did for the last half of the 20th
century.

It is a tremendous pool of human resources if we can figure out
how to make use of it. I again point out, if they work, they increase
national income, they increase the revenues not just for Social Se-
curity, but for everything else.

Now, restoring Social Security to an old-age, and not a middle-
aged retirement program can be done partly by increasing retire-
ment ages.

But I also point out some related moves that we can make. For
instance, we could adjust benefits so they go more to those who are
truly older. That is, we could ratchet benefits to give more in old
age and a little less to those who retire when they still have 15,
20, or more years of life expectancy.

These changes progressively move benefits to later ages when
people have less ability to work. When they have lower income.
And what is very important, when they are less likely to have a
spouse around to help them when they have impairments.

By the way, these types of changes put the labor force incentives
at the right level, that is, up front when people could adjust, as op-
posed to other benefit adjustments that affect people when they are
older and cannot make adjustments easily. And, I point out again,
they can increase revenues.

Now, admittedly, some groups have shorter-than-average life
expectancies. But attempting to address their needs by granting
many of us—and I am including the people in this room in the au-
dience and myself—a 20th, a 21st, and 22nd year of benefits be-
cause of our life expectancy—if we are healthy, that is what we are
g}ll'anted—that is, in many ways, the ultimate form of trickle-down
theory.

In effect, I do not think I am protecting the poor by making sure
that I get this 22nd year of benefit. But to make an adjustment for
those who are poor and have shorter life expectancies, I do favor
a good minimum benefit.

If we are going to increase retirement ages, let us back it up with
a good minimum benefit so those who have shorter-than-expected
life expectancies actually get an improvement in benefits as well.
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That is, they do not need to bear the brunt of an increase in retire-
ment age.

Now, one question that often arises when I raise these issues
about retirement age—when I talk about Social Security becoming
a middle-age retirement system, and Social Security providing an
increasing share of benefits every year to those further and further
from date of death—is whether people can actually work longer.

In my testimony, I provide three pieces of evidence which I will
quickly summarize. First, older Americans over age 55 have been
reporting—this is their own reporting—improved health over time.
Today, among those even 65 to 74, less than a quarter report that
they are in either poor or fair health.

Second, there is strong empirical evidence that the physical de-
mands of jobs have been declining over time. Finally, until re-
cently, the labor force participation of those with similar life
expectancies has fallen dramatically over time.

For instance, those age 65, when Social Security was young, had
about 16 years of life expectancy. When Social Security was first
established, over 85 percent of people with that type of life expect-
ancy worked. Today, it is less than 40 percent. It is hard to believe
that, as physical demands have been declining, people have become
less capable of working.

Now, in my testimony, I also suggest, as a measure of budget re-
form and not just Social Security reform, that some rules should
be adopted to back up whatever reform we do so that the system
would remain in balance over the long run. For instance, persistent
projected deficits could automatically lead to a gradual increase in
the retirement age or to a reduction in the rate of benefits for
middle- and higher-earning workers.

In conclusion, our current Social Security system increasingly fa-
vors middle-aged retirement. As a consequence, it reduces the
share of Social Security resources for those who are truly elderly.
That is an arithmetic fact. There is no doubt that if you provide
more and more benefits further and further from death, then
smaller shares go to those who are closer to death.

Because of the way our budget is working, the share of revenues
remaining for programs for children and working families will de-
cline, as I say, and they will be left with almost nothing if we
project our budgets out into the near future.

A reformed system, I believe, can reduce poverty rates, adjusted
for living standards over time, while providing many others among
the truly old a lifetime benefit that is as good or better than most
generations have received in the past.

Thank you.

The CHAIRMAN. Thank you, Dr. Steuerle.

4 [The prepared statement of Dr. Steuerle appears in the appen-
ix.]
The CHAIRMAN. Now, Mr. Ross?

STATEMENT OF STANFORD G. ROSS, FORMER COMMISSIONER
OF THE SOCIAL SECURITY ADMINISTRATION, WASHINGTON,
DC

Mr. Ross. Thank you. Mr. Chairman, Senator Baucus, members
of the committee, I am very pleased to have the opportunity to be
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here today and to give my views on how to handle the Social Secu-
rity solvency problem.

I am going to address this based on the charter that this hearing
has, which is, how do you achieve financial solvency? This is obvi-
ously a challenge, but I do not think it is a crisis.

We have handled problems like this before, and in some ways it
is less of a crisis than it was in 1983 when there was a real threat
that the checks would not go out. We have time, so we can measure
the response and phase it in in a way that does not involve abrupt
changes.

The most important thing in approaching Social Security is that
it has to be done on a broadly bipartisan basis. Nobody wants to
be advocating revenue enhancements or benefit adjustments. In-
deed, the less you have to do, the better.

That is why, historically, the way to go about this is to try to de-
velop a package of incremental changes with relatively small ef-
fects. That is what I would urge on the committee today. I have
attached to my testimony an illustrative package of incremental
changes that I think could get us there.

Now, the first thing you have to do is to get your hands around
the size of the problem. Here, I do not think the committee is well
served by having a very broad range for its target. The SSA Office
of the Actuary, based on the 2005 Trustee Reports, has that deficit
at 1.92 percent of payroll.

As I understand the CBO numbers—I have not had time to real-
ly get into the ones presented today, but I have looked at the ones
that were presented previously—a comparable figure is about 1.05
percent of payroll. That is quite a big discrepancy.

I think it is necessary for these two offices to get together and
to help policy makers by presenting a common projection, or at
least a clear explanation of what the differences are. Then people
can make a decision and you can establish a target for the changes
you are obviously going to have to make.

In this regard, for the rest of my statement today and my testi-
mony, I have assumed we will use the SSA Office of the Actuary’s
1.92 percent, and I have assumed we will use their test for sol-
vency, which is to achieve a balance over a 75-year projection pe-
riod, plus make sure that at the end there is stable or rising bal-
ances so that you do not drop off the cliff and have to have this
discussion rapidly again.

I think their test works. I think some of the other things that
have been mentioned, such as doing projections on an infinite hori-
zon, which would raise that deficit target to 3.6 percent of payroll,
are not helpful. They may be helpful for some purposes, but for this
purpose we have a tradition on how you go about this, and I think
that is the way to go at it.

Now, just to get something out of the way, adding an individual
account system in would make it more difficult to solve this prob-
lem. We do not have a comprehensive actuarial study of the Presi-
dent’s plan, but it appears that it would increase that 1.92 percent
deficit by about 0.6 percent. That is a big hurdle.

I am going to assume for the balance of my testimony that we
can focus on achieving financial solvency and we can do it by an
incremental package of changes.
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Now, traditionally, this package has had roughly an equal meas-
ure of revenue enhancements and benefit adjustments. I think if
people, on a bipartisan basis, get together and talk about it, that
is ultimately where they will get.

That is where they have gotten every other time that this prob-
lem has been approached in the 70-year history of the program,
and I do not think you need to reinvent the wheel. I think you just
need to do it currently; adjust to current circumstances.

On the revenue enhancement side, there are two fairly obvious
changes. One is to restore the covered earnings to 90 percent. It
has drifted down to 83 percent because of the greater dispersion of
earnings in the society, the rich getting richer and the poor getting
poorer, and also because there are more non-cash benefits.

I think the 90-percent standard that was used in 1983 is a good
one. I think you can get back there incrementally. It produces 0.75
percent of payroll, which is almost 40 percent of the deficit target
that you need to cover.

I similarly think that you can subject Social Security benefits to
tax in a manner similar to private pensions. I think if you do this,
it is sound because the tax revenues recycle through the trust
funds to pay more benefits. It is a very good device, far better than
approaching it through changing the indexing.

The indexing, as Senator Grassley well articulated, evolved after
a great deal of study and turmoil. We finally got to a system that
is stable. Economists and others can argue the pros and cons of in-
dexing, but we have a system where you basically rely on wages
until you set the initial benefit, and then prices, once you are in
retirement status, to keep up the purchasing power. I think that
system basically works.

As I will indicate below, a possible benefit adjustment is to make
the CPI formula more accurate. There has been more study and
you can make better assumptions about consumer behavior, and
that actually would improve the deficit by 0.35 percent.

But before I leave the revenue enhancements, I also think what
Senator Baucus said is very important. We ought to collect all the
payroll taxes that are legally required to be paid. This is a huge
item.

We have a $350 billion annual tax gap, and at least $50 to $60
billion of that is in payroll taxes. We can collect some of that. In
fact, the country used to do a better job of that.

There are no miracles about how you do it. You give the IRS
more money for enforcement, and they conduct more examinations.
You give taxpayers a better indication of what they are required
to do, and better taxpayer service to help them. I am sure these
last two witnesses will be very articulate about it.

I feel strongly about that, because I started my career in Wash-
ington in 1961 under President Kennedy. I came here as a young
person to work on the first modern tax reform, and I really believe
in the need to have a tax system with integrity, and I think we can
get there.

Now, on the benefit adjustment side, besides making the CPI
more accurate, I would increase the number of years to calculate
benefits from 35 to 40. That is entirely in line with having an ini-
tial benefit formula that takes account of an entire lifetime of work.
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I would hope we would not need to make other changes in the
initial benefit formula, but, if we do, that is a far better way to go
at it than other ways.

I would also, on the retirement age, begin with what I think is
fairly obvious. We now have legislated a normal retirement age of
67. I think we ought to eliminate the hiatus in reaching it and we
ought to phase it in more promptly, not wait 11 years before we
ratchet it up again. We can then see where we are at.

It may well be that we need to increase the retirement age in the
future to deal with some of these longer-term issues that Dr.
Steuerle and others are talking about, and that should certainly be
studied. But this is an obvious change to get to the 1.92 percent.

Similarly, there are other things about benefits that could be im-
proved. The spousal benefit, which gives an automatic 50 percent
based on the higher earner’s wage history, can be seen as discrimi-
nating against lower-earner spouses and working spouses.

I think we can revamp that. I think we can work on adding a
better minimum benefit and make other changes in the benefit
structure that would improve the efficiency and effectiveness of the
system and get the balance of what we would need to have a 50/
50 package.

Finally, I would say that it is important to give the Social Secu-
rity Administration, like the IRS, some additional resources to do
a better job. There are long lines in Social Security offices. The 800
telephone number service is not adequate. Applicants for disability
benefits can wait years to get a determination.

Short-changing the administrators of what is a very good system
does not serve the American people well. They deserve better, and
that should be part of any package of legislative changes to im-
prove solvency.

Finally, I would close by saying, because we all read the news-
papers, if in the present political climate it is difficult to directly
achieve the broad bipartisanship that is needed, I would rec-
ommend you consider a commission along the lines of the 1983
commission that included members of Congress, or the recent 9/11
Commission that took another approach.

I have to say that I do not think the President’s commission was
helpful. It did not have the right mandate. The mandate required
an inclusion of individual accounts.

I think a clear mandate that says, achieve solvency, give us an
agreed state of facts and a good set of options, would help the Con-
gress get on with it. These matters we are talking about, even
small or incremental changes, much less larger changes such as
Dr. Steuerle has talked about, are quite complicated.

You need an expert staff to do work in a dispassionate atmos-
phere, and the Congress could then be presented, if it had about
a year to work and it got appointed quickly, by next summer, with
a good report that might allow Congress to reach agreement.

At any rate, I welcome the opportunity to be here. I have ap-
peared before this committee many times. I respect the bipartisan-
ship that this committee has always reflected. If there is any way
fican be helpful to you to get to that consensus, I am prepared to

o it.
Thank you, Senators.
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The CHAIRMAN. Thank you for your thoughtful comments.
[The prepared statement of Mr. Ross appears in the appendix.]
The CHAIRMAN. Mr. Yin?

STATEMENT OF GEORGE K. YIN, CHIEF OF STAFF,
JOINT COMMITTEE ON TAXATION, WASHINGTON, DC

Mr. YIN. Thank you, Mr. Chairman, Senator Baucus, members of
the committee. Thank you for inviting me to testify today.

I have been asked to present to the committee various tax legis-
lative changes that could be adopted to improve the solvency of the
Social Security system.

I set forth in my written testimony possible expansions to the
employment tax base, as well as certain options relating to the em-
ployment tax rate and cap, and have included very preliminary rev-
enue estimates of most of the options presented.

I encourage the committee to consider changes that would make
the employment tax base more comprehensive before contemplating
possible employment tax rate changes or an increase in the employ-
ment tax cap.

Most of the tax base options were described in the recent Joint
Committee staff report on options to improve tax compliance and
reform tax expenditures, and are worthwhile changes apart from
any effort to improve Social Security solvency.

Moreover, distortions created by existing exceptions to the tax
base, such as growth in the use of non-cash compensation and cer-
tain forms of business entities, may be exacerbated if the excep-
tions are permitted to continue with an increase in tax rates and/
or the tax cap.

Let me briefly describe for you four possible employment tax base
changes. First, the employment tax treatment of partners, S cor-
poration shareholders, and owners of limited liability companies
needs to be clarified and reformed.

Under current law, each of those taxpayers may face different
employment tax liabilities, even though the services they provide
on behalf of their businesses are the same. As a result, the choice
of business form may be motivated more by a desire to avoid or re-
duce employment tax liabilities rather than by non-tax consider-
ations.

The conceptual problem is that the income of these taxpayers
may represent a mix of economic returns for labor and capital. If
employment taxes are to apply only to their labor income, then
labor income must be properly segregated from capital income.

Under the proposal of the Joint Committee staff report, the dis-
tributive share of income of these taxpayers is generally made sub-
ject to SECA tax. Exceptions, however, are provided for certain
types of capital income and in situations where the taxpayer does
not materially participate in the underlying business.

The staff option thus attempts to measure the labor income and
the resulting employment tax liabilities of these taxpayers in the
same way, and similarly to that of sole proprietors.

This more uniform treatment improves the fairness of the tax
law and increases tax neutrality by reducing the importance of em-
ployment tax differences in a taxpayer’s choice of business form.
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A second option is to address the problem of under-reporting of
compensation income by sole proprietors and others not subject to
wage withholding. IRS studies have consistently shown this prob-
lem to be the single largest contributor to the tax gap.

The staff report includes a proposal to impose withholding on
certain government payments for goods and services that are not
currently subject to withholding. Because such payments represent
a significant part of the economy, the proposal can be expected to
improve compliance to a significant extent without burdening any
private-sector payors.

The proposal thus attempts to balance the goals of improving
compliance and not creating undue administrative burdens. This
proposal could be expected to increase income tax and employment
tax revenues, both by collecting some tax from the transaction and
by stimulating voluntary reporting and payment of tax apart from
any amounts actually withheld.

A third option is to provide consistent FICA treatment of salary-
reduction amounts. Under current law, contributions made to tax-
favored retirement plans by salary reduction, such as contributions
to 401(k) plans, including the Federal Thrift Savings plan, are
wages for FICA purposes.

However, salary-reduction amounts used to provide other non-re-
tirement benefits, such as health and dependent care benefits, are
excluded from wages for FICA purposes. The staff report includes
a proposal to treat all salary-reduction amounts as wages for FICA
purposes.

Legislative history indicates that salary-reduction retirement
contributions are included in the FICA tax base in order to avoid
undermining that base and making the Social Security system par-
tially elective. This rationale for the FICA treatment of retirement
plan contributions applies equally to salary-reduction amounts
used to provide other benefits.

One effect of this staff proposal is to provide more consistent
FICA treatment of amounts paid by employees to purchase non-re-
tirement benefits, regardless of whether the benefits are provided
through or outside an employer-sponsored plan.

Finally, the proposal to impose FICA taxes on all benefits pro-
vided through salary reduction could be expanded to apply to all
non-retirement employee benefits. Such a proposal would also pro-
vide consistent FICA tax treatment with respect to employer-pro-
vided and non-employer-provided benefits.

A variety of issues would need to be addressed under such a pro-
posal that do not arise under the staff option. For example, valu-
ation issues do not arise under the staff option because the amount
of salary reduction is known, but valuation issues may arise with
respect to benefits not provided on a salary-reduction basis.

I have set forth in my written testimony a number of other pos-
sible employment tax base changes, and have also included for dis-
cussion purposes several options that would change the employ-
ment tax cap or rates.

I would be pleased to answer any questions about any of the op-
tions outlined. The staff looks forward to working with the com-
mittee in developing proposals for you, and we appreciate very
much the opportunity to testify.
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The CHAIRMAN. Thank you, Mr. Yin.
[The prepared statement of Mr. Yin appears in the appendix.]
The CHAIRMAN. Now, Mr. George?

STATEMENT OF HON. RUSSELL GEORGE, OFFICE OF THE
TREASURY, INSPECTOR GENERAL FOR TAX ADMINISTRA-
TION, U.S. DEPARTMENT OF THE TREASURY, WASHINGTON,
DC

Mr. GEORGE. Thank you. Chairman Grassley, Senator Baucus,
members of the committee, thank you for the opportunity to dis-
cuss a report that my office is releasing today that has implications
for achieving sustainable solvency for Social Security. Mr. Yin’s tes-
timony briefly addressed the topic.

The objective of our report was to determine whether the existing
laws, tax regulations, and IRS policies and practices ensure fair-
ness in the administration of self-employment tax laws for simi-
larly situated taxpayers. We compared the employment tax liabil-
ities of sole proprietors to the employment tax liabilities of single-
shareholder S corporations. Our report found that employment tax
inequities exist between sole proprietorships and single-share-
holder S corporations.

These inequities have historical underpinnings. In 1958, Con-
gress established Subchapter S of the Internal Revenue Code,
which enabled small businesses, including sole proprietorships, to
form corporations owned by 10 or fewer shareholders.

Electing S corporation status exempts profits from corporation
taxation and allows profits to pass through to the shareholders.
Shareholders are then responsible for paying individual income
taxes on the profits received. In addition, shareholders who actively
operate the businesses are subject to employment taxes on the com-
pensation received for their services.

The IRS developed its methodology for dealing with the employ-
ment taxes of S corporations in 1959. This methodology does not
properly address how today’s S corporations are structured because
the 1959 methodology is based on the assumption that S corpora-
tions will have multiple shareholders or owners. In a multiple-
shareholder environment, a consensus of shareholders typically set
the salary of the business operator at a level reflecting the market
value of the operator’s services.

However, in Tax Year 2000, 78.9 percent of all S corporations
were either fully owned by a single shareholder, or more than 50-
percent owned by a single shareholder. Therefore, in nearly 80 per-
cent of S corporations, the individual who owns the business deter-
mines the amount of the salary paid to the shareholder operating
the business.

The decision by the single shareholder of an S corporation of
what amount to pay himself or herself in salary has tax con-
sequences. A lower salary results in lower employment taxes and
higher profits. In comparison, sole proprietorships are treated
much differently for the purposes of employment taxes.

Employment taxes are authorized by the Federal Insurance Con-
tributions Act, or FICA, and the Self-Employment Contributions
Act, or SECA. FICA applies to S corporations and SECA applies to
sole proprietors. Under FICA, S corporations are required to with-
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hold taxes from the wages of employees with matching amounts
paid by the employers. In comparison, under SECA, sole propri-
etors must pay taxes on profits from the operation of their busi-
nesses.

The self-employment tax law treats all profits, except for an
amount equal to the employer portion of FICA, as if they were
wages. As a result, the sole proprietor pays the equivalent of both
the employer and employee portion of FICA on business profits.

The different tax treatment has caused the S corporation form of
ownership to become a multibillion-dollar employment tax loophole
for single-shareholder businesses. For example, as shown in this
first chart, in Tax Year 2000, the owners of 36,000 single-share-
holder S corporations received no salaries at all from their corpora-
tions, even though the operating profits of each of these corpora-
tions exceeded $100,000. This resulted in employment taxes not
being paid on $13.2 billion in profits.

A 2001 Tax Court case provides a textbook example of the type
of S corporation shareholder I am referring to. A veterinarian was
conducting business as, and was the sole shareholder in, his S cor-
poration. His corporation produced over $400,000 in total profits
over 3 years, yet during these 3 years he declared no salary for
himself, despite the fact that his corporation’s sole source of income
was from his services. In court, the IRS prevailed. The Tax Court
agreed that the corporation’s profits should be subject to employ-
ment taxes.

Now, determining what is reasonable compensation to pay a
business officer is complex and subjective. The IRS must sometimes
engage in litigation. Since the IRS is forced to address the issue of
reasonable officer compensation on a case-by-case basis, many own-
ers of S corporations have apparently determined that saving em-
ployment taxes by minimizing salaries is worth the risk of an IRS
examination.

As shown in the next chart, owners of single-shareholder S cor-
porations vary widely in the amount of salary they give themselves.
As you can see, at the top of the chart, many are willing to set
their salaries at zero dollars to maximize their employment tax
savings.

Furthermore, the owners of single-shareholder S corporations
have been setting their salaries at a decreasing percentage of cor-
porate profits in the past several years.

As shown in this third chart, in Tax Year 1994, these share-
holders paid themselves salaries subject to employment taxes equal
to 47.1 percent of their profits. This percentage fell to 41.5 percent
by Tax Year 2001. In comparison, sole proprietors pay employment
taxes on all of their operating profits.

The employment tax consequences of these single-shareholder S
corporations paying themselves little or no salaries are in the bil-
lions of dollars. My final chart compares the actual FICA taxation
of single-owner S corporations to the theoretical SECA taxation
that would have been paid if these profits were taxed as a sole pro-
prietorship. In Tax Year 2000 alone, S corporations paid $5.7 bil-
lion less in employment taxes than would have been paid if the
taxpayers were sole proprietorships.
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Billions of dollars in Social Security and Medicare taxes are
being avoided by single-shareholder and majority-owned S corpora-
tions. Trends indicate that the employment tax base is eroding. In
fact, advising small businesses to save on employment taxes by
forming S corporations has become a cottage industry. A search of
the Internet yields many sites that advises entrepreneurs that they
can save thousands of dollars a year in employment taxes simply
by incorporating.

The Joint Committee on Taxation shares my concern about the
employment tax treatment of pass-through entities such as S cor-
porations, and has, as you heard, recommended changes to their
taxation. Additionally, the Joint Committee outlined five general
principles for improving compliance and reducing the tax gap in
testimony before this committee last month. The employment tax
treatment of owners of pass-through entities was included as one
example of how compliance is hampered when tax outcomes are de-
pendent on difficult factual determinations.

Mr. Chairman, members of the committee, I appreciate the op-
portunity to discuss this important issue. I look forward to working
with the IRS to identify and recommend solutions to the problem,
and would be happy to answer any questions you have at the ap-
propriate time.

[The prepared statement of Mr. George appears in the appendix.]

The CHAIRMAN. Thank you.

We will take 5-minute turns. One of my colleagues is concerned
about everybody sticking with 5 minutes, so I will try to set a good
example.

Senator LOTT. The witnesses did not.

The CHAIRMAN. But I thought I was very lenient and liberal with
the witnesses because we have a big problem of understanding
these issues, and these folks have studied it for a long period of
time for us, and I thought they needed that time.

Dr. Holtz-Eakin, when people compare Social Security benefits
over time, they often compare them in terms of replacement rates,
that is, a person’s benefit relative to his or her own wages.

As you point out in your testimony, relative to any given level
of income, replacement rates are rising under current law. In other
words, someone who makes $1,500 a month in the future will col-
lect a higher benefit than someone who makes $1,500 today.

Do you believe that the American public is aware of the fact that,
under current law, people who earn the same income and pay the
sa(rlne ?taxes will receive higher benefits in the future than they do
today?

Dr. HoLTz-EAKIN. Well, Senator, I have no idea what the Amer-
ican public is aware of, but I do not think that there has been a
full depiction of the distributional consequences of even the current
system, and that is one aspect of it.

The CHAIRMAN. All right.

And given the fact that we are unwilling to raise our own taxes
to pay for higher benefits today, do you believe it is reasonable to
expect future workers to pay higher taxes to support higher bene-
fits in the future?

Dr. HouTZ-EAKIN. I think that the broad lesson of the various
studies, not just the CBO’s, but others’, is that it is appropriate to
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restructure the system now to give people time to anticipate what
changes they will have, and what the system will look like in the
future, and that the current structure is unsustainable. Just wait-
ing and adding a piecemeal fix in the future is probably not desir-
able.

The CHAIRMAN. Also to you, it is often suggested that switching
from wage-indexing to price-indexing would reduce replacement
rates. However, as you pointed out in your testimony, there are two
different ways to implement price-indexing. So, I would like to have
you give us further explanation of the two different approaches and
how they affect replacement rates over time.

Dr. HovLTZ-EAKIN. 1 believe you are referring to just the pure
price-indexing versus the progressive price-indexing?

The CHAIRMAN. Yes.

Dr. HoLTZ-EAKIN. I wanted to make sure. There are, in fact,
more than two. There are an infinite number of ways to do this.
But the pure price-indexing is the simplest to explain because it is
just an across-the-board change in the way the initial benefits are
indexed over time. They make sure that, in the future, the initial
benefit gets the same purchasing power that the benefit has right
now, and that is preserved through the pure price-indexing.

The progressive price-indexing provides that same real benefit at
the top end of the income distribution, it provides a rising real ben-
efit at the bottom end of the income distribution, and it provides
a mixture in between. One could provide that mixture in any num-
ber of ways. It would depend on the details of any particular pro-
posal.

The CHAIRMAN. All right.

Also to you. It has been suggested that switching from wage-in-
dexing to price-indexing would reduce benefits for future retirees.
In Figure 9 of your testimony, you compared lifetime benefits
under each of the options to the benefits that are scheduled under
current law.

However, Social Security cannot pay the benefits scheduled
under current law. If you compare all future retirees to the cohort
born in the years 1940 to 1949, is it not true that all future cohorts
would receive as much or more on a lifetime basis?

Dr. HoLTZ-EAKIN. Under current law, to give you a flavor of
this—that includes the exhaustion of the trust funds going for-
ward—it will be the case that lifetime benefits will rise.

The highest household earnings quintile in the 1940 cohort will
get, on average, $243,000, the 1970 cohort, $303,000 in lifetime
benefits, all in the same inflation-adjusted dollars, and the 2000 co-
hort, even facing the trust fund exhaustion, would get $363,000 in
lifetime benefits.

The CHAIRMAN. All right.

Dr. Steuerle, some people say that Congress should not raise the
retirement age. You referred to this, about whether or not people,
particularly doing manual labor throughout their career, are too
worn out to keep working.

But in your testimony, you point out that in the 1940s and
1950s, the average worker did not start collecting Social Security
until they were 68. Is there any reason to believe that people were
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healthier and jobs were easier in the 1940s and 1950s than they
are today?

Dr. STEUERLE. Mr. Grassley, in my testimony I provide several
pieces of evidence on this point. People report that they are
healthier. The studies we have done on physical demands of jobs
show that they have declined.

If you look closely at the decline in labor force participation of
workers having a similar life expectancy, what you find is a great
deal of it occurred during that very time period when early retire-
ment benefits were made available in Social Security, and Medi-
care was made available. Once that point was hit, all of a sudden
you had this very rapid fall-off in labor force participation rates of,
say, workers with 16 years of life expectancy.

Before that, it remained relatively constant, even from about
1940 to 1960. All of these pieces of evidence—and this is empirical
evidence, done in a nonpartisan way—indicate to me that there is
no evidence at all that people are less capable of work today than
in the past. In fact, they are probably more capable.

Can I just add one additional item on this replacement rate
issue? The replacement rate has, for a long time, been based on the
notion of what the elderly get versus the non-elderly. That is sort
of the purpose behind it.

Even if we use replacement rates—and I am not sure that they
are the best measures—if we take into account that people are liv-
ing longer, their lifetime replacement rates have been going up. If
you go far enough in the future, they are still going up, even with
the increase in the retirement age.

The reason is, if you think about a lifetime benefit package pro-
viding more and more years of benefits relative to lifetime earn-
ings, it has gone up significantly over time. If you go far enough
into the future, it will start going back up again.

The CHAIRMAN. All right.

Senator Baucus?

Senator BAucus. Thank you, Mr. Chairman.

I was struck by what I regard as Mr. Ross’s very thoughtful ap-
proach. That is, this is not a crisis. We do have some time, but we
should not procrastinate. We should start now, but we do have
some time. This means that we have the opportunity to come up
with some thought-through, thoughtful solutions here.

Almost by definition, it has to be bipartisan, as was the case in
1983. That was solved because, finally, at the end, when that com-
mission could not reach agreement, a very high official of the White
House called a couple of Democrats in the commission and said,
hey, let us make a deal here.

We Republicans will agree with tax increases if you Democrats
agree to benefit cuts. They said, you bet. Therefore, the President
and the Congress, Republicans and Democrats, shook hands and
joined together to find a thoughtful, incremental, bipartisan solu-
tion.

I also think it does not make sense to propose fairly drastic
changes in the current Social Security system, as would be the case
with some of the proposals that we have heard about lately, and
one is private accounts. That is drastic, and it makes the problem
worse, not better. Worse.
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If we are to solve the solvency problem of Social Security, we
should certainly not take actions which make the problem worse,
not better. We are here to solve it, not make it worse.

Second, I am a little concerned about some of the proposals on
the table today, and some of the testimony today, which is focused
so much on benefit cuts only or to some degree on some revenue
rise.

But the thrust of the President’s proposals, and Mr. Pozen’s pro-
posals, which are basically the President’s proposals, as has been
suggested here with these various new options asked of the CBO
to provide, are essentially benefit cuts, and pretty drastic. Very
drastic.

We all know Social Security is in trouble. We all know that life-
time earnings is increasing. We all know the demographics. That
is a given. The real question is, what is the solution here?

So I just want to get a couple of points out here, and would like
some of the witnesses to tell us, just for the record, the facts. For-
get the politics, just the facts. Is it true, or is it not true, that the
addition of carve-out private accounts makes the solvency problem
more difficult to solve?

Dr. Holtz-Eakin?

Dr. HoLTZ-EAKIN. Viewed in isolation, with no other change to
the account, taking

Senator BAucuUS. The answer is yes?

Dr. HoLTZ-EAKIN. Yes.

Senator BAucus. Thank you.

Dr. Steuerle?

Dr. STEUERLE. That is correct.

Senator BAUCUS. You agree, it makes it worse?

Dr. STEUERLE. I agree.

Senator BAucus. All right.

Mr. Ross?

Mr. Ross. Yes, it makes it far worse, because the package that
you will need to get it in balance just has to be hugely greater.

Senator BAucus. Mr. Yin?

Mr. YIN. I do not have a view on that.

Senator BAUCUS. Whoa. Whoa. I am not going to let you off that
way. Mr. Yin, your analytic, Joint Tax, honest answer. I mean, you
are a very smart man. You are particularly smart with figures. You
have looked at Social Security solvency.

Mr. YIN. Senator, I read the papers and so forth, but I have not
analyzed it from a professional standpoint the way the other three
gentlemen who have just responded have, so I would be reluctant
to give you a professional judgment on that.

Senator BAucUs. What is your personal judgment? Your personal
judgment. Your honest, personal opinion.

Mr. YIN. I really do not think that would be appropriate to share
with the committee.

Senator BAUCUS. Does it help solve the problem?

Mr. YIN. Well, T do not know. I just have not examined it from
a professional standpoint.

Senator BAucus. I am astounded, Mr. Yin, at that response.

Mr. George?
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Mr. GEORGE. Thank you. Senator, my report was limited espe-
cially to the employment tax issue. I am an attorney, not an econo-
mist. I really do not have an answer.

Senator BAucuUS. You are also a good soldier.

I would like also to ask some of you, why do we not look at some
of these other options that have been suggested here? For example,
let me ask Dr. Holtz-Eakin about those that Mr. George is apply-
ing, namely, SECA and FICA treatment.

Well, let us go back to proprietorships versus S corporations. It
looks like many S corporations, particularly controlled by one
shareholder, or two, are avoiding salaries to avoid employment
taxes. Why not correct that as part of the solution?

Dr. HovLTZ-EAKIN. I do not see any reason why one could not ana-
lyze all the options.

Senator BAucUS. But on the face of it, in your mind, is that
something worth exploring?

Dr. HoLTZ-EAKIN. I think, certainly, from what I have heard—
and I have heard only what I have heard sitting at the table—it
is important to remember that if one were to bring those into the
earnings base, there would be benefits paid on them as well, unless
some change was made.

Senator BAucus. Right.

Dr. HoLTZ-EAKIN. So, do both sides of the equation. Do not just
look at the tax side, look at the earnings side and make sure the
benefits are included in that calculation.

Also, think about the tax policy objectives. You do not want to
bring too much capital income into the base, because then you will
make the same mistake in the other direction and drive people to
reorganize on the basis of tax consideration.

So, certainly it merits consideration, it merits thoughtful consid-
eration, and we would be happy to work with you, and especially
the Joint Committee, if that is someplace you would like to go.

We did include some tax options in our menu. The menu, I really
want to emphasize, is a work in progress. It is not comprehensive.
It was meant to provide stylized components of the kinds of things
that are important to consider. If this is something like that, I
would be happy to work with you on that.

Senator BAucuUs. What is your reaction to some of the thoughts
that Mr. Yin suggested?

Dr. HOLTZ-EAKIN. In terms of equalizing the treatment of S cor-
porations and sole proprietorships?

Senator BAucus. Yes. Right.

Dr. HoLTZ-EAKIN. That was the heart of my comments. I think
you do have to calculate the benefits as well. It is not just taxes.
The timing will be different, but both will be on the table. I think
that it is important for the committee to remember that there are
both financial considerations and tax policy considerations. If you
have a hard time drawing the line

Senator BAucuUs. What about salary reductions?

Dr. HoLTZ-EAKIN. I am sorry?

Senator BAUCUS. Salary reductions.

Dr. HoLTZ-EAKIN. I have not looked at that. I would be happy
to work with you.
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Senator BAucus. All right. Well, my time has expired. But I
would just urge us to look at a much broader range of options and
not just as this panel is primarily suggesting, at least your end of
the panel, benefit cuts only.

Thank you.

The CHAIRMAN. Senator Crapo?

Senator CRAPO. Thank you very much, Mr. Chairman.

I would like to ask any member of the panel who would like to
respond to this to discuss with me for a minute just what exactly
does happen at the time when the trust fund runs out of money,
whether it is 2042, or 2052, or wherever that happens.

Let us take the 2042 projection, which I think then has a 26 per-
cent cut. How is that cut administered? Does every person receiv-
ing Social Security at that time get a 26 percent cut in whatever
benefit level they are receiving? Maybe, Mr. Ross.

Mr. Ross. Yes. I am a lawyer and I have served as a public trust-
ee. My understanding of the law is that the benefits cannot be paid
unless there is money in the trust fund at the beginning of the
month to pay full benefits. You cannot make a partial benefit pay-
ment.

Some of the notion that there is an automatic cut to pay what-
ever you have, 80 percent, I do not think is in accord with the law.

In the 70-year history of the program, the Congress has never al-
lowed that Armageddon to arise, that you get to the beginning of
the month and there is not enough money to pay the benefits. I do
not think Congress will ever allow that to happen. There has to be
legislation in advance that tells the Treasury what to do.

Senator CRAPO. Well, but assuming that Congress does not do
that, assuming the current law, are you saying that at the time
when there is not enough money in the fund to pay the benefits
due that month, that you pay zero?

Mr. Ross. You pay zero.

Senator CRAPO. So everyone’s benefits are reduced to zero?

Mr. Ross. Then the benefit does not go out. That is why, in 1983,
it was that gun to the head that got people to agreement. The Con-
gress has to act. This is not a matter of administrative discretion.
There is nothing in the law that says anything but pay the full
benefit, and if you do not have the money to do it, then you pay
zero.

Senator CRAPO. Does anybody else on the panel have a different
perspective on what the law says?

Dr. STEUERLE. I do not disagree with Mr. Ross. The month you
do not have the money, you would not pay. It may be the next
month you do.

Senator CRAPO. So you might be paying in alternative months.

Dr. STEUERLE. So over the course of the year you might end up
paying 75 or 80 percent. Stan, do you agree with that?

Mr. Ross. We have never encountered that. I think the lawyers
who are advising the Secretary of the Treasury would have to stay
up quite a few nights to come up with this kind of alternating pay-
ment approach.

I think they would probably be up here pleading with the Con-
gress to give them clear direction, because as far as the public is
concerned, if you think of some poor beneficiary out there who is



27

waiting for that check, they would much rather know that if they
are not going to get it, what they are going to get. They get it every
month as their——

Senator CRAPO. I certainly agree with that, Mr. Ross. In fact,
that is what we are here trying to do, trying to forestall that occur-
rence.

Mr. Ross. That is why I do not think it is possible to realistically
think that Congress will not act eventually to give a clear answer
to what you pay when Armageddon is approaching.

Senator CRAPO. I certainly hope you are right, and I hope we act
sooner than later.

Dr. Holtz-Eakin, I would like to talk to you for a minute, because
in his testimony Mr. Ross made a very good point, I thought, as
I took it. He said we have two very different sets of projections
about what is going to happen, and when.

Frankly, the fact that we have two such different projections is
making it much more difficult for us to analyze and determine how
to address this issue on a policy basis.

Why? I mean, I understand the fact that they are different be-
cause of the assumptions that are being made. But why do we have
such vastly different assumptions?

Dr. HoLTZ-EAKIN. This is a really important question, so let me
respond in two different areas. First is substance and process with
the two different projections.

First, on the substance, these are, in my view, two very high-
quality projections about the future of the finances of the Social Se-
curity that make different choices, in some cases, depending on the
objectives.

In our case, the CBO’s are intended to build up the 10-year pro-
jections, which provide the baseline for budget projections, so they
must marry up well with those.

They are intended to be cohesive in providing the ability to ana-
lyze Social Security from the perspective of not just program fi-
nances, but the budgetary implications and all the interactions
there, as well as economic impacts at the level of beneficiaries and
at the level of aggregate economic performance. We grow faster or
slower under different circumstances. So, our choices are driven by
that. The Social Security Administration makes different choices.

My own view is that, given the standards of science in this area,
these are essentially the same policy projections. I know numeri-
cally they differ, but there are uncertainties that prevail in the fu-
ture. Both projections tell the same story to the Congress.

Importantly, with a few notable exceptions, most of the reforms
that have been considered look the same regardless of which base-
line you start with, so the changes you make come out about the
same.

As a matter of process, I can speak only for CBO. We will con-
tinue to provide both. We will do the CBO projections for those in-
terested. We can provide our mimic of the SSA, and are happy to.
It is up to Congress. There is statutory guidance on what to do in
the 10-year baseline, but there is not beyond that. So, we are going
to work with you.

What you are going to have to worry about is what the Chairman
mentioned at the outset, which is making sure that an analysis
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provided by us or the Social Security Administration marries up
well with an evaluation of the financial condition at the end of
that. If the CBO baseline is used and the trustees agree that that
constitutes a fix, that is fine. If you use the trustees’, you have an
automatic guarantee that marries up well with theirs.

Now, I know that is a longer answer than anyone deserves on
this, but it comes up again and again and again. I think it is an
important issue to be resolved so that, going forward, the discus-
sion is about the issues and not about the numbers.

Senator CRAPO. Well, thank you.

The CHAIRMAN. Senator Conrad?

Senator CONRAD. Well, that is a good segue into my questions be-
cause I have the same kinds of questions. I thank Senator Crapo
for asking that, because I think that is going to be increasingly
part of this debate.

Let me just say, I have grave doubts—very serious doubts—about
the underlying assumptions made by everybody here. Let me show
why.

Under the assumptions by the Social Security actuaries and by
CBO, they are saying economic growth over the next 75 years is
going to be 1.9 percent a year. That is an incredibly pessimistic
forecast. Looking at the past 75 years, economic growth has been
3.4 percent.

What happens if future economic growth was the same as past
economic growth? Well, here is what happens. Eighty percent of
this problem goes away. Eighty percent of the shortfall disappears
if we just have the same economic growth in the next 75 years that
we have had in the past 75 years.

Now, this is more than an academic question about projections,
because I have gone back now and looked at what the actuaries
told us in 1994. My colleagues, in 1994, told us there was 36 years
of solvency left. That is what their report says.

In 2005, guess what? They tell us there are 36 years of solvency
left. How can it be? Eleven years ago, there were 36 years of sol-
vency left. Eleven years later, there are 36 years of solvency left.
It is because they completely underestimated economic growth.

Now, does this mean we do not have a problem? No. I wish it
did. But we do have a problem. We have a big problem. I just think
we have been asking, frankly, the wrong questions.

The problem we have, to me, is a budget problem. The budget
problem we have is, first of all, that the shortfall in Medicare is
7 times the shortfall in Social Security. This is much less prone to
these kinds of missed assumptions than is Social Security, at least
as I look at it, because it is driven by two things that are very like-
ly to continue.

One is the fact the baby boomers are going to retire. They have
been born, they are out there. Also, medical inflation is running far
ahead of other inflation, and technical changes make that likely to
continue.

Second, we have record budget deficits now before the baby
boomers retire. Third, the President is proposing a tax policy that
has the cost of the tax cuts explode at the very time the baby
boomers retire. This is totally disconnected from any reality.
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In addition, Social Security, those bonds that we talk about
which are backed by the full faith and credit of the United States,
they are real assets, but they have to be redeemed out of current
income. This is missing from this discussion.

Yes, it is true Social Security is solvent long into the future. It
is also true that it is solvent because of assets that are held in the
trust fund, and those assets are a call on the general revenues of
the United States.

When those bonds come due, they must be paid for out of current
income, so you connect the dots for the American people: massive
shortfall in Medicare; record budget deficits now; baby boomers re-
tiring; Social Security has to be redeemed out of current income,
and 1\;ve are headed for a train wreck. We are headed for a train
wreck.

But I must say, I think the assumptions on Social Security are
extremely pessimistic, and very likely to be just wrong. I would
hope that we would go back to a much more fundamental question
of the problems and challenges facing us, which are, to my way of
thinking, a budget crisis. All of these elements contribute to it.

I would ask, Mr. Ross, when I look back on this message from
the trustees, you are one of the signatories of this message to us
back in 1994, saying we had 36 years of solvency left at the time.
Do you recall that?

Mr. Ross. Yes.

Senator CONRAD. And now they are telling us that there are 36
years of solvency left. Why do you think there was this significant
variance from what actually occurred?

Mr. Ross. Because the projections are made on the basis of as-
sumptions and methodologies. The assumptions change as experi-
ence changes. There are trends, there are fads in the climate of
opinion among economists, demographers, and others who are
called on. That is why we have safeguards in the system to do this
annually. Periodically, we do technical panels to check these as-
sumptions.

One of the last ones, I was chairman of the bipartisan, inde-
pendent Social Security Advisory Board, and my colleague here, Dr.
Steuerle, was the chairman of the technical panel. We had a broad
range of people in, and we looked at it. But you cannot lock it up
for all time. You have to look at it freshly.

Senator CONRAD. I agree with you. I think, given what the Con-
gress is trying to do now because of where the President has placed
this solvency issue on the agenda, I think it should be looked at
fresh and made sure that the assumptions and methods are as
good as we can get, and that the policymakers have the best infor-
mation possible to make decisions.

Let me just say, given the variance between what is projected
and what has happened, the idea of trying to do this over an infi-
nite time horizon leaves me cold. It just strikes me as so utterly
unrealistic.

The CHAIRMAN. Senator Wyden?

Senator WYDEN. Thank you, Mr. Chairman.

Mr. George, I am very troubled by the fact that a substantial
number of extremely wealthy people are not contributing their
share on the Social Security matter. They are what I call the Social
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Security scofflaws. That is what they are, Social Security scofflaws.
I think Senator Baucus was dead right, that you ought to go after
them first.

My question to you with respect to this substantial under-report-
ing is, do you believe that enforcement is all that needs to be done
in order to get this revenue, or is it also a matter of changes in
the statute to provide new tools? Let us start there.

Mr. GEORGE. Let me preface my response, Senator, by saying
when you call them “scofflaws,” you must remember that the law
currently allows people to make this election.

Senator WYDEN. There is no question about that, and I under-
stand that. I still think, when you talk about this, we are talking
about a substantial number of very wealthy people. I want to know
whether you need a statutory change or whether you can do this
by enforcement.

Mr. GEORGE. Well, the basis of this is an Internal Revenue Serv-
ice revenue ruling dating back to the 1950s. We believe that statu-
tory change is required to make the changes that would allow for
the elimination of this problem, sir.

Senator WYDEN. Good.

Mr. Yin? Yes.

Mr. YIN. If T could just comment. There is an enforcement issue
because, under current law, the requirement is based on reasonable
compensation. So, it is a question of, to what extent is that being
well enforced? But that is a very difficult line to enforce.

So, I would concur with Mr. George that, as our testimony sug-
gested, that statutory changes are needed not just in the sub-
chapter S area, but in all of the other areas, the limited liability
companies and partnerships as well.

Senator WYDEN. That is what I mean. I think this is a very
broad kind of area, and we are going to want to follow this up with
you.

A question for you, Dr. Holtz-Eakin. Thank you for your coopera-
tion. You have always assisted me and been very responsive. When
you brought up the question of surpluses essentially now and into
the future, you did not talk about how the continued use of the So-
cial Security surplus for other programs in government contributes
to this problem.

Can you tell us what your judgment would be on this? Because
this is what I think most bothers the American people. I mean,
they understand the demographics. We are going to have more
older people retiring, and fewer younger people.

Yet, I think when they look back at the history from 1983, they
see that the Social Security surplus then was continually used for
other matters. So, I would like you to lay out for us just what, in
effect, the abuse of the surplus has done with respect to solvency.

Dr. HovL1z-EAKIN. Well, I think it is central to examine this issue
in the broader budgetary context. CBO has always tried to present
that so it is clear that you can see the interactions where current
surpluses in payroll taxes and excessive benefits are showing up in
the unified budget.

In the future, any 75-year balance plan requires that they be de-
livered back, with interest, in the presence of these other budgetary
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demands, Medicare and Medicaid, in particular. So I think that
perspective is central.

Number two, the economic question is whether we have, in the
process of the past 20 years, with payroll taxes and excessive bene-
fits, managed to take that surplus and, in an economic sense, save
it by raising national saving, accumulating more in the way of
technologies and physical capital so the pie is bigger, so we can pay
for everything in the future, public and private. That is the ques-
tion. I would say, on balance, the answer is no.

The government budget, with focus on current consumption and
borrowing to finance current consumption at the moment, mitigates
against that. So going forward, we have to raise national saving.
That is part of Social Security. It is also part of everything else.
We have not done that in the past.

Senator WYDEN. And you have to level with the American people.
That is what happened in 1983. The American people were told
that this was going to pre-fund the baby boomers, and it did not
happen. Yes, sir?

Dr. STEUERLE. Senator Wyden, when I give talks to the public—
and I agree with you, the public has to be engaged in this issue—
I often make an analogy to a household.

Suppose as a household I spent $100,000 and made $80,000.
Then on the side, I decided to borrow not just $20,000 to finance
my consumption, but $30,000, and put that extra $10,000 into an
account.

Then suppose I pass those debts and that account on to my chil-
dren, and I tell my children, you owe me a great deal of money be-
cause of the amount that I have in the account. That is sort of the
equivalent.

The amount we have put in these Social Security trust fund ac-
counts, which is relatively modest relative to the liabilities, is being
passed along to our children, along with a huge amount of liabil-
ities, not just from the current deficits we are running, but from
all the promises that we have made to ourselves.

Senator WYDEN. Mr. Chairman, thank you.

The CHAIRMAN. You bet.

Senator Lott?

Senator LOTT. Thank you very much, Mr. Chairman. Thank you
to all the panel members for being here. I wish we had more time
to ask questions, but all of your testimony has been quite inter-
esting.

Dr. Holtz-Eakin, first of all, is it accurate that the numbers do
not add up when you factor in the fact that we are living longer,
the fact that we have the baby boomers—my generation—coming,
and the fact we have huge benefit increases? We are just not going
to be able to continue on this path without there being a tremen-
dous shortfall, right?

Dr. HoLTZ-EAKIN. Benefits, paid and promised, exceed dedicated
revenues as far as the eye can see.

Senator LOTT. It is real simple. And you know the American peo-
ple have that figured out. They understand it, really. They are not
sure what we should do about it and they are not quite sure ex-
actly when it is essential that action be taken, but they understand
that the numbers do not add up.
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And by the way, I think most elderly people like my mother, at
92 years old, almost, is more worried about what is going to be
there for her children and grandchildren than she is about the fact
that her situation is going to be protected and she is not going to
have her benefits cut.

Is it also not just very clear, Dr. Holtz-Eakin, that the sooner we
begin to address this problem, the easier it really will be? Not that
it will be easy, but you have a longer time to lead into it. You can
take your actions where they have gradual effects rather than,
boom, a shock, and with each passing year, we get about another,
what, half a trillion dollar hit in solving the problem. Are those
statements accurate?

Dr. HoLTZ-EAKIN. Moving sooner is better from the point of view
of beneficiaries, certainly. Simply resolving the uncertainty would
be a good thing. Being able to make plans for the new system
would be a good thing.

Moving sooner is better from the government budget perspective
under the assumption that any additional surpluses you accumu-
late actually turn out to be economic surpluses. If they are dis-
sipated, then you have not really gained by moving.

Senator LOTT. Right.

Let me ask you this, too. We have this Washington-speak, which
is so disingenuous, in my opinion. And I say “we” because we all
are guilty of it. But only in Washington, if you control the rate of
growth of benefits, is that considered a cut, even though your bene-
fits are still going up.

So the fact of the matter is, if we go with an honest CPI—Dbe-
cause what we have now is not honest—or if we convert to using
prices instead of wages, that benefits will not go up as fast, but will
still go up. Is that accurate?

Dr. HOLTZ-EAKIN. You can certainly run the system with dif-
ferent price indexes that will provide higher real benefits than peo-
ple receive today.

Senator LOTT. Yes. Yes.

Dr. Steuerle, I thank you for having the courage, at least, to ad-
dress this question of, thank goodness, we are living longer and we
are living better, but it is creating a huge problem for Social Secu-
rity. So what do we do? You have been over it, but let me get it
real simple.

Do we go automatically to a straight age increase? Or what about
this idea, that you index it to longevity? If we wind up living now,
where the average age becomes 80, that it would automatically go
up, giving us political cover, because we can say we did not have
any hands on the steering wheel, it just automatically happened.
What about that concept?

Dr. STEUERLE. Well, Senator, if the system had been indexed for
longevity from the beginning and we had the current tax rate, we
would not be sitting here. We would be in substantial surplus and
we would not have an issue.

Senator LOTT. No question about it.

Dr. STEUERLE. The complication with starting indexing right
now, is that, by itself, it is not enough to restore solvency. The
main reason is we delayed so long. It was not just the baby
boomers coming along, which actually gave us a reprieve.
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It is the decline in the birth rate that started in the 1920s—that
temporarily stopped when the baby boomers came along, and then
came along again—that forces us, in some sense, in one generation,
to make changes we would normally make over three generations.

So to some extent, items like the increase in the normal retire-
ment age from 65 to 67, and adjustments like that, have to take
place in addition. Just indexing, by itself, is not enough.

Senator LOTT. But if we indexed and went back to prices instead
of wages—and I was in Congress when these changes were made.
In fact, I voted against them. But I understood why we converted
to wages, because we thought it would be better for the system at
the time. Then things flipped and now it has created the problem.

But if we just did those two things, all other things being consid-
ered equal—and I know it is saying too much—we would have the
problem resolved and money left over, right?

Dr. STEUERLE. I am not sure how those two add up. I would have
to check with Doug here. But I want to say, even if we had no sol-
vency problem, the fact that we retire people—and I tried to make
this very clear—for longer and longer still gives us an argument for
increasing the retirement age.

Senator LOTT. No question about it.

Dr. STEUERLE. The reason is that smaller and smaller shares of
benefits are going to the people who are truly old and in need.

Senator LOTT. I have been stunned that my classmates, some of
them, have been retired since they were 58.

Dr. STEUERLE. If you give the benefits back to the old, I am
saying

Senator LOTT. Why? I think you ought to work until you cannot
work any longer, personally. But the thing about it here is, we can
solve this problem, I believe, by addressing the age question and
controlling the rate of growth of the benefits. We do not need tax
increases. I think one of the cruelest taxes of all is the payroll tax,
because it hits that working man and woman so hard.

But let me just address my last question to you, Mr. George. Is
it not a fact that the people that get hit the hardest by Social Secu-
rity taxes are small business men and women? No wonder they try
to get over subchapter S. They are trying to get out of being hit
twice as hard as the average worker. Is that not true?

Mr. GEORGE. I agree, sir.

Senator LOTT. All right.

Well, I just think that my colleagues on the other side of the
aisle think the solution is just raising taxes. I think that, as the
only solution, is not acceptable, so I hope we can work with that
viewpoint in mind.

Thank you, Mr. Chairman.

The CHAIRMAN. The Senator from Arkansas.

Senator LINCOLN. Thank you, Mr. Chairman.

I do not know where that last one came from, Senator Lott,
about raising taxes, but we are all looking for some plausible solu-
tions of how we maintain a program that has meant so much to
SO many.

So, Mr. Chairman, we thank you for bringing us together once
again to discuss this really important issue.
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I want to thank all of our panelists. Our great Nation is faced
with a number of economic challenges, including, but definitely not
limited to, Social Security. I think you all have made some infer-
ences in some of your comments, but I strongly believe that this
debate is about more than Social Security.

It is certainly about the budget and the economy. It is about
Medicare and Medicaid. Certainly, the issue that the President and
others want to continue to borrow from the Social Security trust
fl%l’lg for things other than Social Security, we have all been guilty
of that.

Some of the most recent have been very large tax cuts. It is
wrong, and the people of this country know it. The debate is really
about setting priorities. My priorities are to ensure that Arkansas
and its people, and other people across this country, have the re-
tirement security that they need to live their lives with dignity,
and certainly minimize the burden to future generations.

So, we applaud you all for being here and working with us, and
I applaud the Chairman and Senator Baucus. I certainly look for-
ward to working with him towards the end of finding those an-
swers.

Dr. Holtz-Eakin, the Congressional Budget Office has put many
options on the table to address Social Security solvency, and these
options would generate a large amount of money for Social Secu-
rity, certainly a program that will be able to pay 75 to 80 percent
of its promised benefits beyond 2041 or 2052, wherever you want
to choose.

On the other hand, the Medicare trust fund is predicted to be ex-
hausted by 2020, over 20 years earlier than Social Security, which
is, I think, clearly a more imminent concern for us, is this financial
crisis for Medicare.

Has CBO put any options on the table to address Medicare?

Dr. HovLTZ-EAKIN. We do not have a comparable menu for the
Medicare program——

Senator LINCOLN. Do you intend to get one together?

Dr. HoLT1Z-EAKIN. [Continuing]. That reflects both our focus on
Social Security at the moment, Senator. But also, there is a big dif-
ference between the two programs in the research community. So-
cial Security is a program that is, by and large, well understood.
The menu that has been provided by the research community is
much deeper and broader. The program is simpler in the sense that
it is just money. I do not mean that in a cynical fashion.

Senator LINCOLN. I think you are right, though. It is much easi-
er.
Dr. HovL1z-EAKIN. The source of the problem in Medicare is ris-
ing health care costs in excess of the growth of the economy as a
whole, and that is less well understood.

The diagnosis is not as clear. Is it higher quality, in some cases?
Administrative costs? Over-utilization? All those aspects. As a re-
sult, the menu of solutions is thinner. We do not have the same
consensus. We certainly look forward to working with you on it, but
it is a harder problem.

Senator LINCOLN. Good. Well, I hope we will, because I do think
that, because it is a harder problem and the solutions are not as
easy to come up with, and the problem that exists with Medicare
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comes sooner than Social Security, that we will focus some time on
that. Because, clearly, if those solutions are harder to find and it
is a much more intricate problem, we are going to have to devote
some serious time to it. I hope that we will.

I guess I would like to address this to Dr. Holtz-Eakin as well,
but any of you others can answer. I think some of you already
have. It, a little bit, has to do with the assumptions that Senator
Conrad brought up.

But there was a recent article in Business Week that asserts that
Social Security’s problems are economic and not demographic. As
we know, in 1983 the Social Security Commission knew that the
Nation was going to be faced with some big demographic changes,
but the article says that there were two things that the commission
could not anticipate: the growth of average U.S. wages slowing
down and the income inequality rising very sharply.

I guess, Dr. Holtz-Eakin, you did not really answer that question
in terms of these assumptions on economic growth that we are as-
suming in much of what is being talked about in Social Security
being much larger than what they have historically been.

Dr. HOLTZ-EAKIN. Let me say a couple of words about that. The
pieces that you need to do a projection of this sort are numbers of
bodies and how much income you get per body, the productivity of
those workers. The dominant difference between the past and the
future is simply the growth in the number of bodies.

Over the past 30 years, there has been a growth of 60 percent
in the covered workers in the system. Going forward, there is going
to be a growth of 15 percent, and that is due to the demographics.

So, the total growth rate of the economy is driven, to a great ex-
tent, by demographics. Much of that is baked in the cake. The piece
that is not, is immigration, the source of real population growth
going forward, which will depend, in many cases, on policy and eco-
nomic development. So, first, is bodies.

The second is productivity of those workers and what they will
earn in wages as a result. Part of that is just pure technology. I
do not think anyone is projecting a diminishment of the U.S. tech-
nological prowess going forward, so that part I would expect to re-
main quite strong. We have that in our projections.

The next piece is national saving and the accumulation of the re-
sources to train people, buy factories, give them better equipment.
That is a wild card, the degree to which we save as a Nation and
equip those workers.

Given that none of this is for sure, what we have tried to do is
display the range of uncertainty in our projections, to be quite hon-
est about it. The hope is to give that to you, not as an acknowledge-
ment of our broad incompetence as a profession, but instead to in-
dicate those situations where solutions are robust to the way things
actually pan out versus those where they are very knife-edge, and
steer away from those that rely heavily on particular assumptions.

Senator LINCOLN. Absolutely.

Dr. STEUERLE. Senator Lincoln, as Stan Ross mentioned, I
chaired a technical panel where we examined these issues. And one
of the points that was hard to make, but we tried to make very
strongly, was that when policy makers address Social Security,
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they do not just need to target some very long-run average benefit
or average actuarial balance. They can also target the uncertainty.

The reason Social Security and Medicare, as you mention, are
very different from other programs we have as a Federal Govern-
ment is that these are the primary ones where we promise in-
creased levels of benefits for 75, 100, 200 years in the future.

It is not that we could not also project educational spending for
200 years in the future. But you do not as a Congress index teach-
ers’ salaries for wages, and you do not have them automatically
grow. So what happens is, we put only a select group of programs
on automatic pilot.

With automatic growth, we do not give other programs a level
playing field. We put other programs at a severe disadvantage in
the budget process. Then we force our estimators to estimate the
cost of our promises.

Well, they will not estimate educational spending 20 years from
now because it is not in the budget. But we do have promises for
Social Security 20 years from now.

The point I am trying to make is that we can reduce that uncer-
tainty. For instance, if we are not certain about how long people
are going to live, we can index for life expectancy.

If we are not certain about the economy, we can index so that
the system does certain things as the economy changes. If economic
growth provides additional reprieve to the system, then we can in-
crease the rate of benefit growth. In effect, we can actually target
uncertainties in designing policy.

That is what we have not done in Social Security, and to a larger
extent, Medicare. I just want you to remember that you can actu-
ally target reducing the uncertainty so that future economic and
demographic changes do not constantly force you back to the table.

Senator LINCOLN. I want to make sure I am clear on what I am
hearing you say. You are indicating that it is less economics and
more demographics.

Dr. STEUERLE. Well, it is more demographics, as Doug Holtz-
Eakin just mentioned, because the drop in workers-to-retirees from
3 for 1 to 2 for 1 is a demographic push, it is not economics.

Economics can help you a little bit in terms of economic growth.
The problem is, economic growth increases benefits in a wage-in-
dexed system, so when you get more economic growth, you also get
more benefits.

Senator LINCOLN. Is that same demographic, though, not very
prevalent in the fact that you are seeing a sharp increase or a rise
in income inequality? That kind of highlights that demographic
that you are talking about.

Dr. STEUERLE. You could target the income inequality as well by
saying that you are going to have the wage base adjust over time
so it covers 90 percent of the wages; if the income becomes more
unequal, then you are going to have the wage base still grow. You
can also target the issues that the two gentlemen at the end of the
table mentioned in terms of the wage base.

There are two reasons why the wage base in Social Security has
become worse over time. One is increasing inequality, and one is
because we have a constant increase in the share of compensations
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not subject to tax. We could change those laws so those things did
not occur.

What I am indicating is that, in almost all these areas of uncer-
tainty, we can actually target them. It would leave the system
more in balance over time. Even if you left it at the current level
of 1 percent or 2 percent of taxable payroll, 75-year actuarial im-
balance, we could reduce the uncertainty around that. If you want
a target of zero percent, we can reduce the uncertainty by dealing
with all these issues.

Senator LINCOLN. It just seems like there is more involved there
than what we have actually been targeting as it is.

A couple of last questions.

The CHAIRMAN. Your time is up.

Senator LINCOLN. Oh. Are we going to have another round?

The CHAIRMAN. Yes.

Senator LINCOLN. All right.

The CHAIRMAN. Sure. We will give you all the time you want.
Senator Baucus will give you all the time you want. [Laughter.]

I want to focus on an argument that I sometimes hear, and we
have heard it this morning, about solving the Social Security finan-
cial problems by closing the tax gap and dedicating those revenues
to Social Security.

I am very interested in closing the tax gap. Senator Baucus and
I have worked together on the tax gap. Last year, Mr. Yin, we
wrote you a letter asking you to report to this committee on ways
to reduce the tax gap. You reported back to us with a variety of
proposals.

Some of those proposals were aimed at improving tax compliance,
some really were aimed more at what I call tax reform rather than
the tax gap, in the truest sense of the word. Many of the proposals
could be very, very controversial with members, even on both sides
of the aisle.

But in any event, let us just assume that all of those proposals
were enacted in law. How much revenue would that bring into the
Federal Government? You can use the 10-year figure, but an aver-
age annual figure, I think, is a good basis, too.

Mr. YIN. Mr. Chairman, I do not remember the figure offhand.
Bear in mind that we did not estimate the package of proposals to-
gether, so that we did not measure the potential interaction. We es-
timated each of the independent items in isolation from all of the
others, so it would not necessarily be the sum total.

The CHAIRMAN. It would not be the $300 billion over 10 years?

Mr. YIN. I believe the sum total was somewhere in the range of
$400 billion over 10 years, but that is correct, sir.

The CHAIRMAN. So $30 billion a year, which would go a long
ways from closing this problem we have with Social Security. I
mean, it would fall way short of the problem we have identified
here today.

Mr. YIN. Well, of course, it depends on what your target is. I
mean, from where I come from, that is still not chump change. But
I understand what you are saying, sir.

The CHAIRMAN. All right.

I would like to follow up with you, and to expand a little bit on
this question and drill down some of the specific proposals, because
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too many members seem to think the tax gap is like ripe fruit on
the ground waiting to be just picked up.

You mentioned one of these would be repealing the mortgage in-
terest deduction on home interest loans. Another one would be sub-
jecting State and local workers to the Medicare tax. One would be
subjecting workers to use cafeteria and other fringe benefits to pay
the payroll tax on those, or allowing offshore activities of U.S. com-
panies to be exempt from tax.

I know that members on both sides of the aisle, Republicans and
Democrats, who would have serious concerns with those proposals.
I am sure that many here would not endorse them. Most of the
other proposals in the Joint Committee report generate similar con-
troversy.

Just focusing on these four proposals, however, how much of the
number—well, you could not remember, but I thought it was in the
neighborhood of $300 billion—is reflected in these four proposals,
which would be the total revenue impact of all the proposals in
your report, minus these four?

Mr. YIN. Again, Senator, I do not have that number. And prob-
ably just to clarify, the proposal on mortgage interest only related
to home equity loans. It did not affect your mortgage on your prin-
cipal residence, but it did involve a curtailment of the deduction on
home equity borrowing.

The CHAIRMAN. I did not realize that we have a vote right now.

Senator BAucus. Mr. Chairman, I will just defer to our colleague
from Arkansas, if she wants to ask some questions. I have no more
questions.

Senator LINCOLN. I just had two quick questions.

The CHAIRMAN. Do not forget to go vote.

Senator LINCOLN. No, no. I will not. I will not.

The CHAIRMAN. Because I am not going to be here to remind you.

Senator LINCOLN. All right. Well, thank you. Thank you, Mr.
Chairman. I will be very brief.

The CHAIRMAN. Thank you all very much on the panel.

Senator BAucus. This was a thoughtful discussion. Mr. Chair-
man, I thank you for allowing the witnesses to go beyond the cus-
tomary 5-minute rule, because I think it helped us think this
through a little more thoughtfully, and I thank you very much. You
all have been very good, and I appreciate it.

Senator LINCOLN. I agree with those two gentlemen.

Dr. Steuerle, you mentioned about allowing people in the work-
force longer, allowing them to continue their productivity. We had
a great hearing on that in the Aging Committee, a lot of good testi-
mony about that. But has anybody studied what that does to unem-
ployment?

Dr. STEUERLE. Most economists do not accept the notion that if
an elderly person works longer, he or she in some sense is taking
away a job from a younger person. The reason is fairly simple. If
I work longer and I make $50,000, it means I am producing
$50,000 for the economy and I am $50,000 richer. If I go out and
I buy other goods and services, then I create a demand for $50,000
of goods and services that somebody else must produce.

Senator LINCOLN. So there has been a universal understanding
or something that this is not going to have an impact?
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Dr. STEUERLE. In the Depression, there was an argument that
Social Security needed to retire people early so they could create
jobs for young people. I should say, by the way, we did not get out
of the Depression until we got into World War II.

Senator LINCOLN. All right.

I think, Mr. Yin and Mr. George, I just have to believe that in-
creasing enforcement can happen without increasing taxpayer edu-
cation. So, only focusing on the enforcement, I feel like, is some-
what short-sighted and can result really in our taxpayers not get-
ting the services and the information that they need.

Do you agree that if in fact what we need to do is to crack down
and make sure that we are doing a better job in the collection of
that, that we also need to do a better job in educating, getting
them the tools that they need to comply with increased enforce-
ment?

Mr. YIN. Senator Lincoln, I think that better taxpayer informa-
tion is always useful, but I think the laws do have something to
do with it. If the laws are written in a way that does not require
a lot of taxpayer information or a lot of taxpayer compliance obliga-
tions, that facilitates the collection task for everybody. It facilitates
for the taxpayer, it facilitates for the enforcement agency.

So I think that the design of the law is a critical piece of the puz-
zle. That said, obviously, given the laws that we have, taxpayer in-
formation is certainly an important issue.

Senator LINCOLN. Thanks, Mr. Yin.

Mr. GEORGE. Senator, I agree with what Mr. Yin stated. Once
again, what the report that we issued today deals with is a legal
loophole in the tax law. So whether or not education is the issue
here, I am not sure, but overall, of course, an informed populace
is a better populace in terms of making decisions.

Senator LINCOLN. That is the largest complaint we usually get
up here, is that we just willy-nilly enact laws and then we forget
they have to be implemented on a local level. Without an edu-
cational component, oftentimes there is a lot that is not there.

There are a couple of minutes left, and I want to make sure the
Chairman knows I do not miss the vote.

Thank you all very much for participating. We are grateful for
your expertise and sharing that with us. Thank you.

I will adjourn the committee.

[Whereupon, at 12:12 p.m., the hearing was concluded.]






APPENDIX

ADDITIONAL MATERIAL SUBMITTED FOR THE RECORD

PREPARED STATEMENT OF HON. RUSSELL GEORGE

Chairman Grassley, Senator Baucus, Members of the Committee, thank you for
the opportunity to discuss a report that my office is releasing today regarding the
Internal Revenue Service’'s administration of certain employment tax laws.

The objective of our report was to determine whether the existing tax laws, tax
regulations, and IRS policies and practices ensure fairness in the administration
of self-employment tax laws for similarly situated taxpayers. We compared the
employment tax liabilities of sole proprietors to the employment tax liabilities of
single-shareholder S corporations. Our report found that employment tax
inequities exist between sole proprietorships and single-shareholder S
corporations.

These inequities have historical underpinnings. In 1958, Congress established
Subchapter S of the Internal Revenue Code, which enabled small businesses,
including sole proprietorships, to form corporations owned by 10 or fewer
shareholders. Electing S corporation status exempts profits from corporate
taxation and allows profits to “pass through” to the shareholders. Shareholders
are then responsible for paying individual income taxes on the profits received.
In addition, shareholders who actively operate the business are subject to
employment taxes on the compensation received for their services.

The IRS developed its methodology for dealing with the employment taxes of S
corporations in 1959. This methodology does not properly address how today's
S corporations are structured because the 1959 methodology is based on the
assumption that S corporations will have multiple shareholders or owners. Ina
multiple shareholder environment, a consensus of shareholders typically set the
salary of the business operator at a level reflecting the market value of the
operator's services.

However, in Tax Year 2000, 78.9 percent of all S corporations were either fully
owned by a single shareholder, or more than 50 percent owned by a single
shareholder. Therefore, in nearly 80 percent of S corporations, the individual
who owns the business determines the amount of the salary paid to the
shareholder operating the business.

The decision by the single shareholder of an S corporation of what amount to pay
himself or herself in salary has tax consequences. A lower salary results in lower
employment taxes and higher profits. In comparison, sole proprietorships are
treated much differently for the purposes of employment taxes.

(41)
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Employment taxes are authorized by the Federal Insurance Contributions Act, or
FICA, and the Self-Employment Contributions Act, or SECA. FICA applies to §
corporations, and SECA applies to sole proprietors. Under FICA, § corporations
are required to withhold taxes from the wages of employees, with matching
amounts paid by the employers. In comparison, under 8ECA, sole proprietors
must pay taxes on profits from the operation of their businesses. The self-
employment fax law treats all profits (except for an amount equal to the employer
portion of FICA) as if they were wages. As a result, the sole proprietor pays the
equivalent of both the employer and employee portions of FICA on business
profits.

The different tax treatment has caused the 8 corporation form of ownership to
become a multibillion dollar employment tax loophole for single-shargholder
businesses. For example, as shown in this first chart, in Tax Year 2000, the
owners of 36,000 single-shareholder S corporations received no salaries at all
from their corporations, even though the operating profits of each of these
corporations exceeded $100,000. This resulted in employment taxes not being
paid on $13.2 billion in profits.

A 2001 tax court case provides a textbock example of the type of 8 corporation
shareholder | am referring to. A veterinarian was the sole shareholder in his §
corporation. His corporation produced over $400,000 in total profits over three
years. Yel, during these three years, he declared no salary for himself, despite
the fact that his corporation’s sole source of income was from his services. In
court, the IRS prevailed. The tax court agreed that the corporation’s profits
should be subject tc employment taxes.

Determining what Is reasonable compensation to pay a business officer is
complex and subjective, and the IRS must sometimes engage in litigation. Since
the IRS is forced o address the issue of reasonable officer compensation on a
case-by-case basis, many owners of S corporations have apparently determined
that saving employment taxes by minimizing salaries is worth the risk of an IRS
examination. As shown in the next char, single-shareholder S corporations vary
widely in the amount of salary they give themselves. At the top of the chart, vou
can see that many are willing to set their salaries at $0 to maximize their
employment tax savings.

Furthermore, the owners of single-shareholder 8 corporations have been setting
their salaries at a decreasing percentage of corporate profits in the past several
vears. As shown in this third chart, in Tax Year 1994, these shareholders paid
themselves salaries subject to employment taxes equal to 47.1 percent of their
profits. This percentage fell to 41.5 percent by Tax Year 2001, In comparison,
sole proprietors pay employment taxes on all their operating profits.
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The employment tax consequences of these single-shareholder S corporations
paying themselves little or no salaries are in the billions of dollars. My final chart
compares the actual FICA taxation of single-owner S corporations to the
theoretical SECA taxation that would have been paid if these profits were taxed
as a sole proprietorship. In Tax Year 2000 alone, S corporations paid $5.7 billion
less in employment taxes than would have been paid if the taxpayers were sole
proprietors.

Billions of dollars in Social Security and Medicare taxes are being avoided by
single-shareholder and majority-owned S corporations. Trends indicate that the
employment tax base is eroding. In fact, advising small businesses to save on
employment taxes by forming S corporations has become a cottage industry. A
search of the Internet yields many sites that advise entrepreneurs that they can
save thousands of dollars a year in employment taxes simply by incorporating.

The Joint Committee on Taxation shares my concern about the employment tax
treatment of pass-through entities — such as S corporations — and has
recommended changes to their taxation. Additionally, the Joint Committee
outlined five general principles for improving compliance and reducing the tax
gap in testimony before this Committee last month. The employment tax
treatment of owners of pass-through entities was included as one example of
how compliance is hampered when tax outcomes are dependent on difficuit
factual determinations.

Mr. Chairman and members of the committee, | appreciate the opportunity fo
discuss this important issue. | look forward to working with the IRS to identify
and recommend solutions to this problem. | will be happy to answer any
questions you have at the appropriate time.



44

Operating Profits of S Corporations That Paid No
Salaries to the Sole Owners (Tax Year 2000)
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Variations in Salaries Selected by Owners of Single-
Shareholder S Corporations (Tax Year 2000)
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Source: TIGTA analysis of IRS Master File Data. These data reflect the impact of § corporation
spousal ownership but not majority ownership.
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Officer Salaries Declared by Single-Shareholder
S Corporations As a Percentage of Operating Profits
(Tax Years 1994 - 2001)
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Actual FICA Taxation vs. Theoretical SECA Taxation of S
Corporations (Tax Year 2000)
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Source: Treasury Inspector General for Tax Administration {TIGTA) analysis of IRS Master File data
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Actions Are Needed to Eliminate Inequities in
the Employment Tax Liabilities of Sole
Proprietorships and Single-Shareholder
S Corporations

May 2005

Reference Number: 2005-30-080

This report remains the property of the Treasury Inspector General for Tax Administration
({TIGTA) and may not be disseminated beyond the Internal Revenue Service without the
permission of the TIGTA.
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DEPARTMENT OF THE TREASURY
WASHINGTON, D.C. 20220

INSPECTOR GENERAL
for TAX
ADMINISTRATION

May 20, 2005

MEMORANDUM FOR DEPUTY COMMISSIONER FOR SERVICES AND
ENFORCEMENT

Halh. OHpetins

FROM: Pamela J. Gardiner
Deputy inspector General for Audit

SUBJECT: Final Audit Report - Actions Are Needed to Eliminate Inequities
in the Employment Tax Liabilities of Sole Proprietorships and
Single-Shareholder S Corporations (Audit # 200430022)

This report presents the resuits of our review of the Internal Revenue Service’s (IRS)
administration of self-employment tax laws. The overall objective of this review was to
determine whether the existing tax laws, tax regulations, and IRS policies and practices
ensure fairmess in the administration of self-employment tax laws for similarly situated
taxpayers.

In summary, inequities exist between the employment tax liabilities of sole proprietors

and the employment tax liabilities of the owners of single-owner S corporations.” The

employment tax methodology applied to S corporations does not properly address the
facts and circumstances related to the predominant ownership structure of today’s

S corporations.? This condition is largely the result of Revenue Ruling® 59-221* issued

! In 1958, the Congress established Subchapter S of the Internal Revenue Code (IR.C.) that enabled small
businesses, including sole proprietorships, to form corporations owned by 10 or fewer shareholders, Blecting this
form of business organization, commonly referred to as an S corporation, exempts the profits from corporate
taxation and allows the profits to “pass through” to the shareholders who are then responsible for individual income
taxes on the profits.

* This report addresses issues similar to those discussed in the Joint Comumittes on Taxation (ICT) report Options to
Fmprove Tax Complionce and Reform Tax Expenditures JCS-02-05 (January 27, 2005). Despite similarities in
conclusions and recommendations, this report was developed independently without knowledge of the JCT study.

> A Revenue Ruling represents the IRS’ official interpretation of the LR.C. as it applies to a particular set of facts.
Revenue Rulings are intended to promote the uniform application of the tax laws and assist taxpayers in attaining
maximum voluntary compliance.

419591 C. B, 225; Rev. Rul. 59-221 (January 1959).
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by the IRS in 1959 because the 1958 statute that established S corporations in tax law®
was silent on the employment tax treatment of the corporate profits.

When the Revenue Ruling was issued, no S corporation tax returns had yet been filed,
s0 the IRS based its ruling on assumptions regarding the ownership structure of

S corporations. Apparently assuming that a majority of S corporations would involve
multiple shareholders, the IRS concluded only shareholders actively operating the
business should be subject to employment taxes and only on amounts received for their
services. In a multishareholder environment, it would have been reasonable to assume
that the salary of the business operator would be set by a consensus of shareholders at
a level reflecting the market value of the operator’s services.

What apparently was not anticipated was that most S corporations would eventually
consist of sole proprietors who chose to incorporate without expanding ownership to
include additional shareholders. In Tax Year (TY) 2000, 78.9 percent of all

S corporations were either fully owned by a single shareholder (69.4 percent) or more
than 50 percent owned by a single shareholder® (9.5 percent). Also apparently
unanticipated was the fact that, when there is only one shareholder controlling and
operating an S corporation, the determination of a salary is unilateral, highly subjective,
and influenced by the knowledge that a higher salary will result in higher employment
taxes and therefore lower profits.

One of the criteria for judging a tax system is whether similarly situated taxpayers are
freated the same. Given equal amounts of income subject to employment taxes,
owners of single-shareholder 8 corporations and sole proprietors are similarly situated
for employment tax purposes. However, a fundamental and significant inequity is
created between sole proprietors and owners of single-shareholder S corporations by
the manner in which taxable income is determined, since sole proprietors pay
smployment taxes as a percent of all profits, while owners of single-sharehoider

S corporations pay employment taxes on only the portion of profits they unilaterally
select as their salaries.

The 1959 Revenue Ruling that created this inequity has had three major detrimental
effecis on the tax system. First, the 8 corporation form of ownership has become a
multibillion dollar employment tax shelter” for single-owner businesses. In 1959, the
maximum potential loss of employment tax revenue from allowing owners of
single-shareholder S corporations to select their own salaries would have been only
$8.3 million ($49.1 million in Calendar Year 2000 dollars). In TY 2000, the cost was
$5.7 billion due to historical increases in employment tax rates and the ability of nearly
80 percent of S corporation owners to minimize their employment taxes by minimizing
their salaries.

% pub. L. No. 85-866, 72 Stat. 1650 (1958).

¢ Majority ownership provides such shareholders with the ability to make unilateral decisions, such as setting officer
salaries.

7 A tax shelter is the way of organizing a business to reduce or eliminate taxes.
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Second, Revenue Ruling 59-221, in effect, places the burden on the IRS fo prove that
the salary chosen by the owner of a single-shareholder § corporation is not
“reasonable” (i.e., commensurate with the services the shareholder provided to the

S corporation). Dealing with this issue on a case-by-case basis puis a severe strain on
the limited resources of the IRS. In TY 2000 alone, 36,000 single-shareholder

S corporations with profits of $100,000 or more passed through total profits of

$13.2 bitlion to their sole owners without paying any employment taxes. The cost of the
IRS resources needed to effectively combat such a large problem on a case-by-case
basis would be prohibitive.

Third, trends point to continued erosion of the employment tax base and related
reductions in Social Security and Medicare revenues that employment taxes produce.
The number of single-shareholder S corporations (as reported on U.8. Income Tax
Return for an 8 Corporation (Form 11208)) grew from 1,030,716 in TY 1994 to
1,684,861 in TY 2001, a 63.5 percent growth rate. Single-shareholder 8 corporations
accounted for 26.4 percent of the combined profits of sole proprietorships and
single-shareholder S corporations in TY 1994 and 36.1 percentin TY 2001. As
single-owner business profits shift to the S corporation structure, the amount of
salaries selected are steadily declining as a percent of corporate profits. Owners of
single-shareholder S corporations paid themselves salaries subject to employment
taxes that equaled only 47.1 percent of their profits in TY 1994, which fell to just

41.5 percent by TY 2001. In contrast, unincorporated sole proprietors pay
self-employment taxes on all of their profits.®

To eliminate the empioyment tax sheiter for most S corporations, increase

Social Security and Medicare employment tax revenues by $30.8 billion and

$30.2 billion respectively between Calendar Years 2006 and 2010, provide for equitable
employment tax treatment of taxpayers, and reduce the burden on IRS examination
resources, we recommended the IRS Commissioner inform the Assistant Secretary of
the Treasury for Tax Policy of the detrimental effects discussed in this report of
Revenue Ruling 59-221 that was apparently issued under the historically inaccurate
assumption that most 8 corporations would involve muitiple shareholders. The IRS
Commissioner should consult with Treasury regarding whether the detrimental effects of
Revenue Ruling 59-221 should be reversed through the issuance of new regulations or
through the drafting of new legislation, either of which should subject all ordinary
operating gains of an S corporation that accrue to a shareholder (including the
shareholder's spouse and dependent children) holding more than 50 percent of the
stock in the S corporation to employment faxes.

# Por purposes of determining employment taxes, the profits of sole proprietorships are calculated as gross income
minus expenses and an amount equal to the employer’s share of Federal Insurance Contributions Act (FICA) taxes.
S corporations also deduct the employer’s share of FICA taxes from their income for determining profits.
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Management's Response: The Comimissioner, Small Business/Self-Employed

(SB/SE) Division, disagreed with the report recommendations but agreed there

were problems related to compensation paid to 8 corporation officers and that
differences exist between the employment tax liabilities of sole proprietorships and
single-shareholder S corporations. The Commissioner, SB/SE Division, did not agree
that IRS Revenue Ruling 59-221 was the cause of these problems. In discussions and
in management’s response, the IRS has expressed its belief that, since it was based
upon corporate employment taxation statutes and regulations in effect prior to the
creation of S corporations, Revenue Ruling 59-221 confirms that Self-Employment
Contributions Act (SECA) taxes do not apply to S corporation shareholders. The IRS
believes legislative rather than regulatory changes could help reduce the problems they
experience in relation to the employment taxes of single-shareholder S corporations and
believes any such legislation should also address possible similar inequities in other
types of business structures. However, the IRS also stated that simplifying the
assessment of employment taxes, as we recommended, would not be consistent with
the underlying principles of employment tax statutes in connection with the performance
of services.

Because the Commissioner, SB/SE Division, does not agree the source of the problem
was Revenue Ruling 59-221 and believes it is important to consider the problem in the
context of other business entities, the Commissioner, SB/SE Division, did not agree with
the specific recommendations in this report or with the related outcome measures.
Regarding the outcome measures, the Commissioner, SB/SE Division, expressed
concerns that the outcome measures did not take into account that some taxpayers
may react to the implementation of our recommendations by converting 8 corporations
to other business structures. Concern was also expressed that our outcome measures
did not reflect the impact of additional employment taxes that may be paid by owners of
single-shareholder S corporations having multiple sources of income subject fo
employment taxes. Management's complete response to the draft report is included as
Appendix V.

Office of Audit Cornment: We disagree with the IRS position that Revenue

Ruling 59-221 confirmed rather than established that SECA taxes should not apply to
single-shareholder S corporations, and we continue to believe the current employment
tax inequities are the result of the Revenue Ruling. The historical file for this Revenue
Ruling shows the Revenue Ruling was prompted by a 1958 question from a taxpayer
regarding whether or not self-employment taxes (applicable 1o sole proprietors) would
apply to the profits of the newly-created S corporations. Rather than addressing the
case of a sole proprietor choosing to become a single-shareholder $ corporation,

the IRS respense discussed a multi-shareholder S corporation and concluded that
seif-employment taxes should not apply to the profits of such S corporations. The IRS
applied the concepts supporting this decision to all S corporations, regardiess of the
number of shareholders, when it issued Revenue Ruling 58-221 in 1959.

We are encouraged the IRS recognizes that changes in tax law may be advisable as it
relates to the compensation of owners of single-shareholder S corporations. While we
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support the IRS desire to eliminate through such legislation similar empioyment tax
inequities in other business structures, identifying and quantifying such possible
additional inequities were beyond the scope of this review. In addition, we do not
believe correction of the current inequities discussed in the report should be delayed
while a search for possible additional inequities is conducied. Nor do we believe current
inequities should continue out of apprehension that an unquantifiable number of
taxpayers may change their business structures to pursue new strategies to avoid
employment taxes.

In response to IRS concerns related to the possible impact of taxpayers having multiple
sources of employment-taxable income, we have reduced our original 5-year estimate
of total additional employment tax revenues to $61 billion. See Appendix IV for
additional information. in addition, we have added notes {a) through (c) to
Recommendation 2 on page 18 to clarify our position on various uncertainties
expressed in IRS management’s response.

While we still believe our recommendations are worthwhile, we do not intend to elevate
our disagreement concerning them to the Department of the Treasury for resolution.

Copies of this report are also being sent to IRS managers affected by the report.
Please contact me at (202) 622-6510 if you have questions or Philip Shropshire, Acting
Assistant Inspector General for Audit (Small Business and Corporate Programs), at
{215) 516-2341.
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Actions Are Needed to Eliminate Inequities in the Employment Tax Liabilities of Scle

Proprietorships and Single-Shareholder 8 Corporations

Background

The Federal Insurance Contributions Act (FICA)' and the
Self-Employment Contributions Act (SECAY require the
payment of employment taxes to the Federal Government
that fund both the Social Security (L.¢., old age, survivor,
and disability insurance or OASDI) and Medicare

{i.e., hospital insurance or HI) trust funds. The OASDI
portion of both FICA and SECA taxes is 12.4 percent of
taxable wages or self-employment income, up to a
maximum earnings limit that is sometimes adjusted by
statute. For Tax Year (TY) 2000, this limit was $76,200; it
has increased to $90,000 for TY 2005. The HI portion of
both FICA and SECA taxes is 2.9 percent of total taxable
income.

Employers withhold FICA taxes from the wages of
employees, with matching amounts paid by the employers.
Employees do not pay FICA taxes on the amount paid by
their employers on their behalf. Sole proprietors

(i.e., individuals who own unincorporated businesses) must
pay SECA taxes’ on profits from the operation of their
businesses. The SECA tax law treats all profits (except for
an amount equal to the employer portion of FICA) as if they
were wages, and the proprietor pays the equivalent of both
the employer and employee portions of FICA on the profits.

In 1958, the Congress established Subchapter S of the
Internal Revenue Code (IR.C.)’ that enabled small
businesses, including sole proprietorships, to form
corporations owned by 10 or fewer shareholders.” Electing
this form of business organization, commonly referred to as

' 26 U.S.C. Chapter 21 (2004).
226 U.S.C. § 1401 (2004).
* Individuals are generally subject to SECA taxes if they have net
earnings from self-cmployment (excluding church employee income) of
$400 or more. Net earnings from self-employment generally means the
net income earned by any self-employed person from a trade or business
and any individual’s distributive share of partnership net income or loss
atiributable to the partnership’s trade or business.
26 U.S.C. Chapter 1, Subchapter S (2004).
* In TY 2000, S corporations were permitted to have up to
75 shareholders. A husband and wife are considered one shareholder for
purposes of determining the number of sharebolders in an § corporation.
Generally, S corporation shareholders are individuals, but certain trusts,
estates, charities, and qualified retivement plans may also be
S corporation shareholders.

Page 1
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Actions Are Needed to Eliminate Inequities in the Employment Tax Liabilities of Sole
Proprietorships and Single-Shareholder § Corporations

an S corporation, exempts the profits from corporate
taxation and allows the profits to “pass through” to the
sharcholders who are then responsible for individual income
taxes on the profits received. Shareholders who actively
operate the business are subject to employment taxes on
compensation received for their services.

Sole proprietorships and S corporations were, respectively,
the first and second most prevalent types of business
organizations in TY 2000. For TY 2000, there were
approximately 17.9 million sole proprietorships that
reported approximately $245 billion in profits from business
operations. Also for TY 2000, approximately 2.9 million

S corporations reported approximately $200 billion in
profits from business operations.

To perform the audit, we analyzed TY 2000 data collected by
the Internal Revenue Service (IRS) Statistics of Income (SO
function regarding S corporations and compared ownership
information reported by S corporations to information on the
IRS Individual Returns Transaction File® for TY 2000.

TY 2000 was the most current year for which specific data
was available from multiple sources at the time audit planning
commenced. We did not attempt to identify partnerships

and corporations other than S corporations that may be
solely-owned or majority-owned by a single individual.

Data analysis was conducted in our Cincinnati office. We

did not visit any IRS offices to perform the audit. The audit
was performed in accordance with Government Auditing
Standards during the period July 2004 through

February 2005. We did not test management controls since
they were not significant to our audit objectives. Detailed
information on our audit objective, scope, and methodology
is presented in Appendix I. Major contributors to the report
are listed in Appendix IL

¢ An IRS file containing data transcribed from each tax return, as well as
computer-generated information used to verify the accuracy of the
transcribed data.

Page 2
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Actions Are Needed to Eliminate Inequities in the Employment Tax Liabilities of Sole
Proprietorships and Single-Shareholder S Corporations

Billions of Dellars in
Self-Employment Taxes Are
Being Avoided Each Year As
Sole Proprietors Increasingly
Choose to Incorporate

The employment tax methodology applied to

S corporations does not properly address the facts and
circumstances related to the predominant ownership
structure of today’s S corporations.” This condition is
largely the result of Revenue Ruling® 59-221° issued by the
IRS in 1959 because the 1958 statute establishing

S corporations in tax law™ was silent on the employment tax
treatment of S corporation profits.

When the Revenue Ruling was issued, no S corporation tax
returns had yet been filed, so the IRS based its ruling on
assumptions regarding the ownership structure of

S corporations. Since the law allowed up to 10 shareholders
int an S corporation, the IRS apparently assumed that a
majority of S corporations would involve multiple
shareholders when it concluded only shareholders actively
operating the business should be subject to employment
taxes and only on amounts received for their services. Ina
multishareholder environment, it would have been
reasonable to assume the salary of the business operator
would be set by a consensus of shareholders at a level
reflecting the market value of the operator’s services.

‘What apparently was not anticipated was that most

S corporations would eventually consist of sole proprietors
who chose to incorporate without expanding ownership to
include other sharcholders. In TY 2000, 78.9 percent of all
S corporations were either fully owned by a single
shareholder {69.4 percent) or more than 50 percent owned"

7 This Treasury Inspector General for Tax Administration conclusion, as
well as others throughout the report, address issues similar to those
discussed in the Joint Commitiee on Taxation (JCT) Report Options to
Improve Tax Compliance and Reform Tax Expenditures YUS-02-05
{January 27, 2005). Despite similarities in conclusions and
recommendations, this report was developed independently and without
prior knowledge of the JCT study.
* A Revenue Ruling represents the IRS’ official interpretation of the
LR.C. as it applies to a particular set of facts. Revenue Rulings are
intended to promote the uniform application of the tax laws and assist
taxpayers in atlaining maximum voluntary compliance.
?1959-1 C. B. 225; Rev. Rul. 59-221 (January 1959).
' Pub. L. No. 85-866, 72 Stat. 1650 (1958).
! Majority ownership provides such shareholders with the ability to
make unilateral decisions, such as setiing officer salaries.

Page 3
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Actions Are Needed to Eliminate Inequities in the Employment Tax Liabilities of Sole
Proprietorships and Single-Shareholder 8 Corporations

by a single shareholder (9.5 percent).” Also apparently
unanticipated was the fact that, when there is only one
shareholder controlling and operating an S corporation, the
determination of a salary is unilateral, highly subjective, and
influenced by the knowledge that a higher salary will result
in higher employment taxes and therefore lower profits.

One of the criteria for judging a tax system is whether
similarly situated taxpayers are treated the same.” Given
equal amounts of income subject to employment taxes,
owners of single-sharcholder S corporations and sole
proprietors are similarly situated for employment tax
purposes.” However, a fundamental and significant
inequity is created between sole proprietors and owners of
single-shareholder S corporations by the manner in which
taxable income is determined. Sole proprictors pay
employment taxes as a percent of all profits, while owners
of single-shareholder S corporations pay employment taxes
on only the portion of profits they unilaterally select as their
salaries.

The 1959 Revenue Ruling that, due to unanticipated
predominance of single-sharcholder S corporation
ownership structures, created the inequity between sole
proprietors and single-shareholder S corporations has had
three major detrimental effects on the tax system:

"2 These statistics reflect the impact of spousal ownership. A husband
and wife are considered one shareholder for purposes of determining the
number of shareholders in an S corporation,
B JCT report Description and Analysis of Proposals to Replace the
Federal Income Tax JCS-18-95 (June 5, 1995).
' Both types of taxpayers are subject to OASDI taxes of 12.4 percent on
taxable income that does not exceed the annual earnings lmit. This
limit increases each year with increases in the national average wage
index. For TY 2000, the limit was $76,200. In TY 2005, the limit is
$90,000. Both types of taxpayers are subject to HI taxes of 2.9 percent
on total taxable income. Both types of taxpayers deduct one-half of
their employment taxes from their incomes for determining their
individual income tax liabilities on their business profits. A sole
proprietor deducts the employment taxes from the total income reported
on U.8. Individual Income Tax Return (Form 1040). The owner of an
S corporation deducts the employment taxes from the income reported
on U.S. Income Tax Return for an 8 Corporation {Form 11208), thereby
reducing the pass-through incorne that must be reported on the
Form 1040.

Page 4
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Actions Are Needed to Eliminate Inequities in the Employment Tax Liabilities of Sole
Proprietorships and Single-Sharehoider S Corporations

1) The § corporation form of ownership has become a
multibillion dollar employment tax shelter” for
single-owner businesses ($5.7 billion in TY 2000
alone).

2) Officer compensation issues have become a drain on
limited IRS examination resources.

3) Trends point to continued erosion of the
employment tax base and resuliing reductions in
Social Security and Medicare revenues.

The IRS Revenue Ruling inadvertently created a
multibillion dollar employment tax shelter

The 1959 Revenue Ruling appears to influence the
salary-setting decisions by the owners of single-sharcholder
S corporations. As shown in Figure 1, the salaries declared
by the owners of S corporations have been steadily
declining over the years. Owners of single-sharcholder

S corporations paid themselves salaries subject to
employment taxes that equaled only 47.1 percent of their
profits in TY 1994, which fell to just 41.5 percent by

TY 2001. In contrast, unincorporated sole proprietors pay
employment taxes on all of their profits.”

15 A tax shelter is the way of organizing a business to reduce or
eliminate taxes.
' For purposes of determining employment taxes, the profits of sole
proprictorships are calculated as gross income minus expenses and an
amount equal to the employer’s share of FICA taxes. S corporations
also deduct the employer’s share of FICA taxes from their incorme for
determining profits.

Page §
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Actions Are Needed to Eliminate Inequities in the Employment Tax Liabifities of Sole
Proprietorships and Single-Shareholder § Corporations

Figure 1: Officer Salaries Declared by Single-Shareholder
8 Corporations As a Percentage of Operating Profits
(TYs 1994 ~ 2001)"7
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Source: IRS SOI function data.

The ability to independently set salary levels also extends to
S corporation shareholders who own more than one-half of
the corporation’s stock, which in effect allows them the
ability to make unilateral decisions, such as setting officer
salaries. The ability of a single shareholder of an

S corporation to set officer salaries has a significant effect
on employment tax receipts. As shown in Figure 2, the
amount of employment taxes paid in TY 2000 by
single-shareholder S corporations was $5.7 billion less than
the SECA taxes that would have been paid if the taxpayers
were unincorporated sole proprietors.

' Includes only those S corporations that filed returns reflecting one
shareholder for the corporation. Officer compensation reported on the
returns is expressed as a percentage of the total of officer compensation
and positive net income from the operations of the single-owner
S corporations.

Page 6
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Actions Are Needed to Eliminate Inequities in the Employment Tax Liabilities of Sole
Proprietorships and Single-Shareholder 8 Corporations

Figure 2: Actual FICA Taxation vs. Theoretical SECA Taxation of
§ Corporations (TY 2000)"®
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Source: Treasury Inspector General for Tax Administration (TTGT4)
analysis of IRS Master File” data.

In 1959, the IRS ruling appeared to have limited impact.
Just 71,140 S corporations existed in TY 1959 and, of
these, only 46,037 reported profits. Since the maximum
amount of self~employment tax per individual was just $180
in 1959, the maximum potential loss of self-employment tax
revenue in 1959 would have been only $8.3 million

($49.1 million in Calendar Year {(CY) 2000 dollars).”

However, the 1959 ruling does not reflect conditions in
today’s business and tax environments. A number of factors
have combined to significantly increase the employment tax
consequences of the IRS decision.

'® Represents the FICA taxes applicable to officer compensation paid,
allocaied according to the percentage of ownership for those
shareholders owning more than 50 percent of the shares of the

S corporations. We computed the SECA taxes based upon the total of
officer cornpensation plus the amount of positive net income from the
operation of the business, allocated based upon the percentage of
ownership. See Appendix IV for additional information.

'* The IRS database that stores various types of taxpayer account
information. This database includes individual, business, and employee
plans and exempt organizations data.

* Assumes that all of the S corporations had only one sharcholder and
no salaries were paid to shareholders.

Page 7
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Actions Are Needed to Eliminate Inequities in the Employment Tax Liabilities of Sole

Proprietorships and Single-Shareholder 8 Corporations

e The SECA tax rate on earnings at or below the
maximum limit was four times higher for TY 2000
than it was for TY 1959.

e The maximum earnings limit for TY 2000 was
16 times higher than it was for TY 1959,

e The Medicare tax (which did not exist in 1959) was
assessed on unlimited earnings in TY 2000,

e The number of S corporations that existed in
TY 2000 was 40 times higher than that in TY 1959.

s InTY 2000, approximately 54.6 percent of all
S corporations reported to the IRS that they were
owned by a single shareholder.

& Inreality, 78.9 percent of all S corporations
were either fully owned by a single sharcholder
(69.4 percent) or majority owned by a single
shareholder (9.5 percent) for TY 2000 when spousal
ownership was taken into account.”

Thus, historical increases in employment tax rates and the
ability of nearly 80 percent of § corporation owners to
minimize their employment taxes by minimizing their
salaries combined to transform the original $8.3 million
maximum potential self-employment tax revenue cost into
an estimated $5.7 billion revenue cost in TY 2000.

The IRS has limited resources for combating abuses

On a mass scale, it is extremely difficult for the IRS to
alleviate the serious problem of self-employment tax
avoidance by S corporations. Revenue Ruling 59-221, in
effect, places the burden on the IRS to prove that officer
compensation was not “reasonable” (i.e., commensurate
with the services the sharcholder provided to the

S corporation). Therefore, the IRS must examine the

' A husband and wife are considered one sharcholder for purposes of
determining the number of shareholders in an S corporation. To
determine actual S corporation ownership, we refied upon data from
Shareholder’s Share of Income, Credits, Deductions, etc. (Schedule K-1)
of Form 11208 provided by the IRS SOI function and compared those
data to spousal information on Form 1040 tax returns filed for TY 2000,
Page 8
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Proprietorships and Single-Shareholder $ Corporations

S corporation returns and supporting business records to
make reasonable compensation deferminations.

As shown in Figure 3, however, the IRS is able to examine
only a small fraction of the S corporation returns that are
filed each year. Between Fiscal Years (FY) 1996 and 2003,
the examination coverage rates for S corporation returns
ranged from a high of 1.04 percent to a low of 0.30 percent
in the most recent year.

Figure 3: Examination Rates for S Corporation Returns
(F¥s 1996 - 2003)

Fiscal Year | Returns Examined | Coverage Rate
1996 19,490 0.92%
1997 23,898 1.04%
1998 25,522 1L04%
1999 21,169 0.81%
2000 15,200 0.55%
2001 12,437 0.43%
2002 11,646 0.3%%
2003 9,695 0.30%

Source: TIGTA analysis of IRS data.

In addition, Figure 4 shows the IRS examination coverage
of S corporation returns in the past 5 years has been
insufficient to keep pace with the steady growth in the
number of returns filed.

Page 9
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Figure 4: Examination Coverage of S Corporation Returns
{FYs 1988 - 2003)
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Making reasonable compensation determinations is a
complex and sormewhat subjective endeavor that can result
in litigation for the IRS. Since the IRS is forced to address
the issue of reasonable officer compensation on a
case-by-case basis, there are evidently many owners of

S corporations who have determined the employment tax
savings available from minimizing salaries is worth the risk
of an IRS examination.

As shown in Figure 5, owners of single-shareholder

S corporations vary widely in the amount of risk they wish
to assume. As shown in the far left column, many are
willing to set their salaries at $0 to maximize their
employment tax savings.
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Figure 5: Variations in Salaries Selected by Owners
of Single-Shareholder § Corporations (TY 2000)%
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Source: TIGTA analysis of IRS Master File Data. These data veflect
the impact of § corporation spousal ownership but not majority
ownership.

Significant amounts of business profits frequently accrue to
the owners of single-shareholder § corporations who choose
to pay themselves no salaries and, therefore, pay no
employment taxes. As shown in Figure 6, approximately
36,000 single-shareholder S corporations with profits of
$100,000 or more in TY 2000 passed through total profits of
$13.2 billion to their owners without paying any
employment taxes.

2 The profits of the single-shareholder § corporations consist of
operating net income as reflected on corporate returns filed plus officer
compensation. Officer corpensation is included to ensure
comparability with sole proprictorships for which similar payments are
not deductible for computing net income from operations. Amounts for
S corporations are for only those corporations filing returns claiming
only one sharcholder.
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Figure 6: Operating Profits of 8 Corporations That Paid No
Salaries to the Sole Owners (TY 2000)
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Source: TIGTA analysis of IRS Master File Data. These data reflect
the impact of S corporation speusal ownership but not majority
owitership.

Court records show the IRS can enforce reasonable
compensation determinations through costly litigation. For
example, in a recent tax court case,? a veterinarian who was
the sole shareholder in his S corporation had received

3 years of profits from the business totaling nearly $419,000
while declaring no salary for himself, despite the fact the

S corporation’s sole source of income was from the services
he provided. The court agreed with the IRS that the
taxpayer’s profits should be subject to employment taxes.

While such successes are helpful, there were 36,000 similar
situations (see Figure 6) in TY 2000 alone in which the
owners of single-shareholder S corporations took no salaries
from the businesses while having over $100,000 in income.

* Figure 6 is composed of those companies represented by the left-most
column of Figure 5. The same footote applies to Figure 6. Profits
exempted from employment taxes represent the positive net income
from the operation of the single-owner S corperations, as reported on
corporate tax returus filed.

* Vererinary Surgical Co P.C.v. Commissioner, 117 T.C. 4]
(2001).
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The cost of the IRS resources needed to effectively combat
such a large problem on a case-by-case basis would be
prohibitive.

If'the S corporation owners who now have the ability to set
their own salaries were instead subject to employment taxes
on their profits, as are unincorporated sole proprietors, we
estimate that Social Security and Medicare tax revenues
would increase by $30.8 billion and $30.2 billion,
respectively, during the 5-year period from CY's 2006

to 2010. This change would also allow the IRS to devote
scarce compliance resources to examination priorities other
than reasonable compensation determinations. See
Appendix IV for additional information.

Trends indicate continued erosion of the employment
tax base

The number of single-sharcholder S corporations (as
reported on U.S. Income Tax Returns for an S Corporation
(Form 11208)) grew from 1,030,716 in TY 1994 to
1,684,861 in TY 2001, a growth rate of 63.5 percent. While
there may be other reasons for small businesses to choose
the S corporation form of organization, the opportunity to
choose how much to pay for employment taxes must
certainly be a consideration.

In fact, advising small businesses to shelter camings from
self-employment taxes through the formation of

S corporations has become a cottage industry. A search of
the Internet yields multiple sites that offer advice,
assistance, and encouragement to sole proprietors to
convince them to become 8 corporations. The sole
proprietors are advised they can save thousands of dollars a
year in employment taxes simply by incorporating. It is
also possible on the Internet to gauge the size of the savings
using computer-generated savings amounts based on the
user’s entries for anticipated profits and chosen salary
levels. Not surprisingly, the lower the salary chosen, the
higher the savings become, reaching maximum savings at a
salary level of $0.

Figure 7 shows the growth in the numbers of
single-shareholder and multiple-shareholder § corporations
as reported to the IRS on S corporation returns.  Although
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Figure 7 shows that there are far more single-shareholder

S corporations than multiple-shareholder S corporations, our
analysis of taxpayer data revealed that the imbalance is
significantly more pronounced than is shown in Figure 7.

Figure 7: Growth in Single-Owner and Multiple-Owner
S Corporations (T¥s 1994 - 2001)*°
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Source: IRS SOI function. These data do not reflect the impact of
S corporation spousel or majority ownership.

Approximately 54.6 percent of all S corporations reported
that they were owned by a single sharcholder in T'Y 2000.
However, this does not reflect the fact that tax law™ treats a
husband and wife as 1 shareholder or the fact that ownership
of more than 50 percent of a corporation’s stock by a single
shareholder gives that shareholder control of business
decisions, including the amount of business profits that will
be paid to that individual as a salary.

By accounting for these factors, we determined that, in
TY 2000, 78.9 percent of all S corporations are either
owned by a single shareholder (69.4 percent) or
majority owned by a single sharcholder (9.5 percent).

fj Analysis reflects the number of shareholders shown on Forms 11208.
26 U.S.C § 1361{c)(1) (2004).
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Figure 8 demonstrates the true predominance of
single-sharcholder S corporations in TY 2000, as well as the
sizable portion of business income related to
single-shareholder 8 corporations. The left-most column in
Figure 8 shows the operating profits® and the volume of
S corporations that were either solely owned or solely
controlled by a single sharcholder. The remaining colurmns
show the S corporations with more diverse ownership.
Figure 8: Number of S Corporations and Operating Profits

Stratified by Number of Sharcholders
(TY 2000)
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Source: TIGTA analysis of IRS SO function and Individual Master File
Data. These data reflect the impact of S corporation spousal and
majority ownership.

The trend toward single-shargholder S corporations may
account for the relatively slow growth of business profits
that are subject to SECA taxes seen in Figure 9. The
average annual growth in net income from the operation of

* For comparability to sole proprietorships, the operating profits shown
represent the total positive net income from the operation of the
businesses plus officer compensation paid (which is not a deductible
itemn for determining the net income of a sole proprictorship). The total
positive net income is from line 21 of Form 11208,
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single-sharcholder S corporations® between TYs 1994
and 2001 was 18.8 percent. The average annual growth in
net income from the operation of sole proprietorships was
only 4.2 percent during the same period.

Figure 9: Average Annual Growth in Net Operating Income of

S Corporations and Sole Proprietorships
(Y5 1994 - 2001}

SINGLE-SHAREMOLDER UNINCORPORATED SOLE
S CORPORATIONS PROPRIETORSHPS

AVERAGE ANNUAL NET INCOME GROWTH
1994 THROUGH 2001

Source: IRS SOI function data. These datw do not reflect the impact of
§ corporation spousal or majority ownership.

The continuing migration of sole proprictors to the

S corporation structure diverts business profits away from
the SECA tax base into S corporations where the amount of
FICA taxes that will be generated is significantly less, due
to the subjectivity of establishing reasonabile officer
compensation. Figure 10 shows that single-sharcholder

S corporations accounted for 26.4 percent of the combined
profits of sole proprietorships and single-shareholder

S corporations in TY 1994 and 36.1 percent in TY 2001, an
increase of nearly 10 percentage points in just 8 years.

= Represents positive net income from business operations minus net
deficits as reported on line 21 of Form 11208, Amounts on line 21 are
et of officer compensation which is not a deductible item in
determining the net income of sole proprietorships.
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Figure 10: Operating Profits of Incorporated and Unincorporated
Single-Owner Businesses
(FYs 1994 - 2001)*
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Source: IRS SOI function data. These data do not reflect the impact of
S corporation spousal or majority ownership.

Recommendations

To eliminate the employment tax shelter for most

S corporations, increase self-employment tax revenues,
provide for equitable employment tax treatment of
taxpayers, and reduce the burden on IRS examination
resources:

* Represents the total positive net income from the operation of sole
proprietorships plus the positive net income from the operation of
single-sharcholder § corporations. The net income for the
single-shareholder S corporations includes officer compensation paid to
ensure comparability with sole proprietorships for which similar
payments are not deductible for computing net income. Amounts for
S corporations are for only those corporations filing returns claiming
only one sharehoider. No adjustments have been made for spousal or
majority ownership. Figure 10 excludes partnerships and corporations
other than S corporations that may be solely-owned or majority-owned
by a single individual.
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1. The IRS Commissioner should inform the Assistant
Secretary of the Treasury for Tax Policy of the
detrimental effects discussed in this report of
Revenue Ruling 59-221 that was apparently issued
under the historically inaccurate assumption that
most S corporations would involve multiple
shareholders.

Management’s Response: The Commissioner, Small
Business/Self-Employed (SB/SE) Division, did not agree
with this recommendation. The Commissioner, SB/SE
Division, disagrees that Revenue Ruling 59-221 is the cause
of the inequities reflected in the report. The issue is not
with Revenue Ruling 59-221. In fact, the statutory and
judicial laws that form the basis for Revenue Ruling 59-221
are still the law today. The Commissioner, SB/SE Division,
stated, under current law for S corporations, the issue is how
best to determine “reasonable compensation” for application
of the FICA tax.

Office of Audit Comment: We continue to believe the
current employment tax inequities are the result of the
Revenue Ruling. The historical file for this Revenue Ruling
shows the Revenue Ruling was prompted by a 1958
question from a taxpayer regarding whether or not
self-employment taxes (applicable to sole proprietors)
would apply to the profits of the newly-created

S corporations. Rather than addressing the case of a
sole proprietor choosing to become a single-shareholder
S corporation, the IRS response discussed a
multi-shareholder S corporation and concluded that
self-employment taxes should not apply to the profits of
such S corporations. The IRS applied the concepts
supporting this decision to all § corporations, regardiess
of the number of sharcholders, when it issued Revenue
Ruling 59-221 in 1959.

2. The IRS Commissioner should consult with the
Assistant Secretary of the Treasury for Tax Policy
regarding whether the detrimental effects of
Revenue Ruling 59-221 should be reversed through
the issuance of new regulations or through the
drafting of new legislation, either of which should
subject all ordinary operating gains of an

Page 18



73

Actions Are Needed to Eliminate Inequities in the Employment Tax Liabilities of Sole
Proprietorships and Single-Shareholder S8 Corporations

S corporation that accrue to a shareholder (including
the shareholder’s spouse and dependent children)
holding more than 50 percent of the stock in the

S corporation to employment taxes.

a. SECA taxes should not apply to officer
compensation (if any) on which FICA taxes
are paid.

b. No employment taxes should apply to
S corporations without operating gains.

¢. No changes should be made to the current
employment tax treatment of S corporation
minority shareholders.

Division, does not agree with this recommendation. The
Commissioner, SB/SE Division, stated new regulations
would not affect the fundamental application of employment
taxes to S corporations. A recommendation to discuss
legislative changes to simply subject to employment tax “all
ordinary operating gains of an S corporation that accrue o a
shareholder” is not consistent with the principles underlying
the employment tax statutes in connection with the
performance of services. Nor does it properly recognize the
administrative and taxpayer burdens that this legislation
may cause or consider the application of employment taxes
to other flow-through entities. However, the IRS will
continue its outreach efforts to communicate all
employment tax provisions as they pertain to each tax
entity. As appropriate, the IRS will work with the
Department of the Treasury in furtherance of legislation that
would resolve the issues in the best interest of tax
administration.

Because the Commissioner, SB/SE Division, does not agree
with our premise that the source of the problem is the
revenue ruling and believes it is important to consider the
problem in the context of other business entities, the
Commissioner, SE/SE Division, does not agree with the
specific recommendations of this report and, therefore,
cannot agree with the outcome measures. The
Commissioner, SB/SE Division, also has concerns with our
calculation of the outcome measures. The Commissioner,
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SB/SE Division, stated the calculation does not take into
account that some taxpayers may react to implementation of
the proposal by converting S corporations to another entity
(such as a C corporation or a limited liability company).
The Commissioner, SB/SE Division, also stated our report
assumes the S corporation shareholder has no other
self-employment income {or FICA tax wages) and does not
account for an offset to self-employment taxes for any

S corporation that will reflect an ordinary loss.

assertion that Revenue Ruling 59-221 confirmed rather
than established that SECA taxes should not apply to
single-shareholder S corporations, and we continue to
believe that the current employment tax inequities are the
result of the Revenue Ruling. However, we are encouraged
that the IRS plans to work with the Department of the
Treasury in furtherance of legislation that would reselve the
issues in the best interest of tax administration.

While we support the IRS desire to eliminate through such
legislation similar employment tax inequities in other
business structures, identifying and quantifying such
possible additional inequities were beyond the scope of this
review. In addition, we do not believe correction of the
current inequities discussed in the report should be delayed
while a search for possible additional inequities is
conducted. Nor do we believe current inequities should
continue out of apprehension that an unguantifizble number
of taxpayers may change their business structures o pursue
new strategies to avoid employment taxes.

In response to IRS concerns related to the possible impact of
taxpayers having multiple sources of employment-taxable
income, we have reduced our original S-year estimate of
additional employment tax revenues to $61 billion. See
Appendix IV for additional information, I addition, we
have added notes (a) through (c) to this recommendation to
clarify our position on the uncertainties expressed in IRS
management’s response.

Page 20



75

Actions Are Needed to Eliminate inequities in the Employment Tax Liabilities of Sole
Proprietorships and Single-Shareholder $ Corporations

Appendix |

Detailed Objective, Scope, and Methodology

The overall objective of this review was to determine whether the existing tax laws, tax
regulations, and Internal Revenue Service (IRS) policies and practices ensure fairness in
administering self-employment taxes to all similarly situated taxpayers.

To accomplish this objective, we:

L Researched historical tax law changes regarding sole proprietors and § corporations and,
where possible, identified the reasons for those changes.

1L Reviewed available IRS studies, reports, and general information regarding
setf-employment taxes and related compliance information, including tax court cases.

BL  Identified and evaluated the characteristics of S corporations by analyzing databases that
were developed by the IRS Statistics of Income (SOI) function for Tax Year (TY)} 2000
U.S. Income Tax Return for an S Corporation (Form 11208) and related Shareholder’s
Share of Income, Credits, Deductions, etc. (Schedule K-1). TY 2000 was the most current
year for which specific data was available from multiple sources at the time audit planning
commenced.

Al To determine the presence of spousal ownership among the shareholders in
S corporations, matched the Schedule X-1 data to the IRS Individual Returns
Transaction File' for TY 2000 to identify the shareholders in the same 8 corporation
that filed jointly or as married filing separately for TY 2000,

B. Once the spousal ownership test was completed, identified all shareholders owning
more than 50 percent of the stock in an S corporation (regardless of whether the
stock was owned by 1 spouse or both).

IV.  Evaluated historical trends regarding both nonfarm sole propristorships and S corporations
by analyzing statistics published by the SOI function from 1959 to 2001.

V. Researched Social Security Administration (SSA) records regarding the historical rates for
Federal Insurance Contributions Act’ and Self-Employment Contributions Act® tax rates as
well as the annual contribution bases for the SSA’s Old-Age, Survivors, and Disability
Insurance .

VL Researched Intemet siies for applicable information and advice offered to the public
regarding employment taxes.

! AnIRS file containing data transcribed from each tax return as well as computer-generated information used to
verify the accuracy of the transcribed data.

* 26 U.S.C. Chapter 21 {2004).

126 U.8.C. § 1401 (2004).
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Appendix i

Major Contributors to This Report

Philip Shropshire, Acting Assistant Inspector General for Audit (Small Business and Corporate
Programs)

William E. Stewart, Audit Manager

Theodore J. Lierl, Lead Auditor

Stanley M. Pinkston, Senior Auditor

James M. Allen, Information Technology Specialist

Joseph C. Butler, Information Technology Specialist

Kevin O’ Gallagher, Information Technology Specialist
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Appendix i}

Report Distribution List
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Appendix IV

Qutcome Measures

This appendix presents detailed information on the measurable impact that our recommended
corrective actions will have on tax administration for Calendar Years 2006 through 2010. These
benefits will be incorporated into our Semiannual Report to the Congress.

Tvpe and Value of Quicome Measure:

e Increased Revenue — Potential; $30.8 billion in increased Social Security tax revenues from
S corporation shareholders owning more than 50 percent of the stock in the corporations
_{see page 3).

e Increased Revenue - Potential; $30.2 billion in increased Medicare tax revenues from
S corporation shareholders owning more than 50 percent of the stock in the corporations
(see page 3).

Methodology Used to Measure the Reported Benefit:

To determine the number of solely owned and solely controlled (i.¢., a single shareholder with
maore than 50 percent ownership) S corporations, we relied on the percentage of ownership
information reflected on Shareholder’s Share of Income, Credits, Deductions, etc.

{Schedule K-1) that was developed by the Internal Revenue Service (IRS) Statistics of Income
(SOI) function for Tax Year (TY) 2000 U.S. Income Tax Return for an § Corporation

(Form 11208). We enhanced this information by matching the Social Security Numbers (SSN)!
from the Schedules K-1 to an extract from the Individual Master File? that contained the primary
and secondary SSNs and the filing status from each individual income tax return filed for

TY 2000. If both the primary and secondary SSNs matched one retum and both SSNs matched
the Schedules K-1 issued by the same S corporation, we totaled the percentage ownership from
the Schedules K-1 and reduced the number of shareholders shown on the § corporation return by
one.

After this analysis was complete, we identified all § corporations with more than 50 percent
ownership as modified for spousal ownership. To determine the income received by these
taxpayers from their 8 corporations, we multiplied the total operating profits of the

§ corporations by the percentage of ownership of the taxpayers. To determine the operating
profits of the § corporations on a basis equivalent to Self-Employment Contributions Act

! The $8N is generaily used as a taxpayer identification number that must be used on 1.8, Individual Income Tax
Return (Form 1040) and its related schedules.

* The IRS database that stores various types of taxpayer account information. This database includes individual,
business, and employee plans and exempt organizations data.
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(SECAY)® tax {reatment of sole proprietors, we added officer compensation fo the net income (or
deficit) from the operation of the trade or business. Although both Federal Insurance
Contributions Act (FICA)* taxes and SECA taxes are virtually identical on this amount (as
explained on page 3 of this report) and officer compensation is not a deductible amoumnt for
determining operating income for sole proprietors, the change was necessary for clarity of
discussion and SECA tax computations and for comparability of S corporation profits and sole
proprietorship profits. Both the unadjusted operating net income and the amount of officer
compensation were obtained from the TY 2000 Form 11208 database developed by the IRS SOI
function.

To determine the amount of FICA Social Security taxes currently paid by taxpayers owning
more than 50 percent of an S corporation, we multiplied the taxpayer’s percentage of ownership
by the amount of officer compensation for the S corporation and then multiplied the result,
limited to the TY 2000 Social Security income ceiling of $76,200, by 12.4 percent. Our
computations assumed the taxpayer had no other income subject to Social Security taxes. To
determine the amount of FICA Medicare taxes currently paid, we multiplied all of the taxpayer’s
officer compensation by 2.9 percent.

To determine the amount of SECA taxes that would be paid on the taxpayer’s share of the
operating profit from the 8 corporation, we applied the SECA tax rules to the total of operating
net income plus officer compensation that exceeded zero. In the case of officer compensation
that was partially or wholly in excess of available gains, we computed no SECA taxes on the
portion of the officer compensation that exceeded the available gains. The operating profits were
multiplied by 92.35 percent’ to determine the taxable SECA base. To determine the amount of
SECA taxes that would be assessed on the taxable SECA base, we multiplied the taxpayer’s
operating profits, limited to the TY 2000 Social Security income ceiling of $76,200, by

12.4 percent. Qur computations assumed the taxpayer had no other Social Security-taxable
income for the year, but the presence of such income would reduce both taxable FICA income
and taxable SECA income and, thus, would not materially affect the difference between the
FICA and SECA taxation computed by the Treasury Inspector General for Tax Administration
(TIGTA). To determine the amount of SECA Medicare taxes that would be paid, we multiplied
the taxable SECA base by 2.9 percent. To produce national statistics, the record weights®
provided by the SOI function on all TY 2000 Form 11208 database items were applied to all
taxpayer counts and amounts.

To determine the increase or decrease that would result from subjecting S corporations to SECA
taxes, we compared the amount of FICA taxes currently paid on officer compensation to the
amount of SECA taxes that would be assessed if they were applied, instead, to all operating

P26 US.C. § 1401 (2004).

* 26 U.S.C. Chapter 21 (2004).

* For purposes of determining employment taxes, the profits of sole proprietorships are reduced by an amount equal
to an employer’s share of FICA taxes (7.65 percent) before calculating SECA taxes on the remaining 92.35 percent.
¢ Record weights are values that indicate how many records similar to the sampled record would likely be found if
all records were examined.
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profits. To determine these future amounts, our computer programs totaled all applicable FICA
and SECA amounts and we then expressed these amounts as a percentage of officer
compensation (for FICA taxes) or operating profits (for SECA taxes). The future annual growth
in officer compensation (7.70 percent) and operating profits (9.60 percent) were based upon
average annual increases in those items from TYs 1999 through 2001 according to SOI function
data published by the IRS. While the average annual growth in single-owner S corporation
profits from TYs 1995 through 2001 was 12.77 percent, we used a more conservative average
annual profit growth rate of 9.60 percent for TYs 1999 through 2001 for our analysis to more
closely reflect recent economic conditions.
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Table 1: Employment Tax Revenue Losses Before SECA Taxes Can Be Applied
to Single-Owner $ Corporations

TY 2000 ACTUAL
DUE N CY 2001

TY 2001
DUE IN CY 2002

TY 2004
DUE IN CY 2008

TY 2003
DUE IN CY 2004

TY 2002
DUE INCY 2003

DUE IN CY 2006

TY 2005

A) Average Annual 3 Corporation
Officer Compensation Growth
Actual TY 1998 Through TY 2001)

TH0% 7.70%

7.70% 7.70% 1%

TI0%

&) Officer Compensation of Single-
sharenolder S Corporations Through:

7Y 2005 (CY 2008}

$

B4,725,792926 | $ 91,249,678,981

$ ©8,275,804,263 | $105,843,948,801 | $113,903,071,356 1 &

132,770,537 260

) FICA Old Age, Survivar, and
Disability insurance (CASDH) Tax
Liability as a Parcentage of Profits.
(QASD! an Actuat TY 2000 Officer

Componsation)

6.43% 643%

B6.43% 8.45% 8.43%

8.43%

0} FICA Fospital Insurance (Hi) Tax
Liability as a Percentage of Profits
(Actual TY 2000}

2.80% 2.90%

2.80% 2.80% 2.80%

2.80%

£) FICA OASDI Revenue 5

5,444,396,482 | §  5,863,815011

$ 7.325,083,132

P

$ 8315113367 [ § 6801377008

7.888,114,534

Anticipated (flem B ¥ item C)
F) FICA Mt Revenue Anticipated

(tem B * item D) $

2487,047,998 | §  2,646,240,880

§ 28500012241 § 306804613181 % 3.305,799,069 | §

3,560.345,508

Gy Tolal FICA Revenus Anticipated

(itern £ + itero F) $

7801444477 1§ 8,500,855 701

$.0,16511459013 987082841415 10830,8822021%

11,448,460,131

H) Average Arnnual S Corporation
Profit Growth (Actual TY 1999
 Through TY 2001)

9.60% 9.60%

2.60% 9.60% 2.80%

2.60%

1) Profits of Single-Shareholder $
Corporations Through TY 2005 (CY
2008)

§

198,815,842,141 | § 217,683,072,587

$238,580,647 555 | $261,484,389,720 | $286,586,801,133 | §

314,099,232,6682

17y SECA BASDI Reverue as a
Percentage of Profits (SECA OASD!
Agplied to Actal TY 2000 Operating
Profits, Including Officer
Compensation}

4.18% 4.18%

4.18% 4.18% 4.38%

4.18%

K3 SECA Hi Revenue as 2
Percentage of Profits (SECA M
Appiied to Actual TY 2000 Operating
Profits, Inchiding Oficer
CGompensation)

2.68% 2.68%

268% 2688% 2.68%

2.68%

IL7 SECA DASD! Revenue
3

8,296,204,950 9,092,640,635

$...9.965534.136 [ § 1002222541318 11.970,759.053 | §

13,118,951 922

$

%,319,232,854 5,829,879,208

3 6389547812 | § 7002944183 | $ 7675226825 | §

8,412,048,800

N} Totat SECA Revenue Anticipated
(tem L. * ltem M)

$

13,615,437,814 14,922,519,843

$ 16355081748 5§ 17,925169506 13 19.645,985,8771 %

21,532,000,522

O} CASDH Revenue Loss (lem L
minys item E)

2,851,808.477 3,229,025,624

$ 308504207691 % 4,12084831718 464567592018

5,230,837,388

P} HI Revenue Loss {ilern M minus
item F)

2,862,184,860 3,183,638,518

$ 35305463893 303340286518 4,369,427,7561 %

4,881,703.002

G} Total Empioyment Tax Loss
tem O + dem P)

§

$ _8412664,142

5,713,893.337

$ 718096715818 8054341,182|% ©,015103,676]3%

10,082,540,380

Source: TIGTA analysis of IRS data. Minor differences

may result from the rounding of muliiplicands.
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Tabie 2: Employment Tax Revenue Increases From Applying SECA Taxes
to Single-Owner 8 Corporation Profits

TV 2005 TY 2006 TY 2007 T 2008 ¥ 2008
DUE INCY 2006 | DUE INCY 2007 | DUE N CY 2008 | DUEINCY 2009 | DUE IN CY 7010 TOTAL
AA) Averags Annual S Corporation 7.70% 7.70% 7.70% 7.70% 7.70% NA

Officer Compenaation Growth

AB) Officer Compensation of Single-

Sharehotder § Corparations
Through TY 2008 (CY 2006)

$ 122,770,537,850 | $ 132,223,869,265 | $142,405,107,198 | §153,370,300,452 | $165,179.813.587 | § 715,949,620,353

ACY FICA Q05D Revenue as a

Percentags of Protits (Actual TY 6.43% 6.43% 6.43% §.43% 6.43% NiA
2000)

42) FICA Hi Revenue as a

Parcentage of Profits (Ackial TY 2.80% 2.80% 2.90% 2.90% 2.90% A

2000) .

AL) FICA OASDI Revene $ 7860314534 | § 6496576353 | § 0150812732 | § 9455425312 | § 10814293061 | §  46,006,221,082

Anticlpated (item AC * term AB)

A} FICA Hi Revenue Anticipated

$§  3.560345598 18 3834902200 B 4,920,748,100 { § 444VTIBVIS (& 4.7D0,214,504 1§ 20,762,539,222

Anticipated (tem AE » fterm AF § 11,449,480,131 | § 12,331,068,567 | § 13.280,560,841 | § 14,303,164,028 | § 15404507655 | §  96,768,761,214

A} Average Annual § Corporation
Profit Growth (Actual TY 1999 9.60% $.60% 9.60% 2.60% 9.60% NIA
| Through TY 2001)

) Brofits of Single-Shareholder $
Corperations Through TY 2006 {CY | § 314,009,232,682 | § 344,252,750,020 | $377,301,023,866 | $413 621,922,179 | $453,220,026,708 | § 1,802,304,064 474
2000)
iJ) SECA OASDI Tex as a
Percentage of Profits (Actual TY 4.18% 4.18% 4.18% 2.16% 4.18% WA
2000

AK) SECA Hi Tax as a Percentage 2.68% 268% 2.66% 2.68% 2.88% N/A
of Profits {Actual TY 2000)
ALy SECA DASDI Tax Amount
|Anticipated (item AJ * filem AJ
ARY SECA HI Tant Amount
Anticipated (item AK * ltem A1)
ANj Total SECA Taxes

{(tem Al + fern AM)

§ 43119951922 | § 14.370,467.306 1 § 15,759,8586,167 | § 17.272,846,200 | § 18,8931,039,435 | §  70,463,201,029

$ 84120486001 % ©5,219605266 | § 10,104,687,371 | § 11,074,737,359 | § 12,137,912,745 1 §  50,848,090,741

$ 21,532,000,522 | $ 23,800,072,572 | § 25,864,583,539 | § 28,347,583,558 | § 31,088,951,580 { § 130.412,194,771

AC) OASDI Ravenue increase (fem
AL minus ftem AE)

;i RErrrerer
;ii‘“;:?:; Increase (oM AM | & 4951,702.002 | § 5365113057 | 5 5974930262 | § 6626,908,640 | § 7047807551 § 30488451518
AQ) Tolal Employment Tax 1ncis398] 3
(e AD + fem AP}

Source: TIGTA analysis of IRS data. Minor differences may result from the rounding of multiplicands.

§ 5230837388 | § 5882800953 | § B,8600,083,436 1§ TA17,420,887 | $ B316,746,373 | §  33,456,579,038

10,082,540,300 | § 11,268,004.010 | $ 12.584,022,608 1 § 14,044 419,533 | § 15664,443,925 | §  63,643,430,857

To address concerns expressed by the IRS in response to this report regarding the impact of
single-shareholder S corporation owners who may have employment-taxable income from
multiple sources, we conducted further analysis. Such multiple sources of employment-taxable
income would include multiple single-shareholder S corporations owned by one individual and
wages received by the owner of a single-shareholder § corporation for services not related to the
single-shareholder S corporation. Multiple-source employment-taxable income would not
impact HI revenue which applies to all employment-taxable eamings. However, it could impact
OASDI taxes that in TY 2000 were assessed on only the first $76,200 of such income. SOI
records for TY 2000 indicate that 2 percent of single-shareholder S corporations are owned by
taxpayers that own more than 1 single-shareholder S corporation. Information was not available
regarding non-S corporation wage income for the owners of single-sharcholder
S corporations, so we relied on data regarding sole proprietors to gauge the impact of
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wage-related employment taxes on such income. The IRS Individual Return Master File
records for TY 2000 indicates that 5.9 percent of sole proprietors at least partially reduced their
self-employment taxes due to employment taxes paid on wages. To maximize the reduction

in our 5-year revenue increases, we added these percentages and assumed that the OASDI
increases would be completely eliminated for 7.9 percent of the owners of single-shareholder

S corporations whose OGASDI increases involved employment-taxable income from multiple
sources. This reduced our original OASDI estimated increase to 92.1 percent (100 - 7.9) of the
original $33,456,979,038, resulting in a revised estimate of $30,813,877,694 in OASDI
increases.

Implications of Officer Compensation Allocation

The recipient of officer compensation from an S corporation is not identified on Forms 11208 or
the Schedules K-1 attached to those returns. As a result, it was necessary to make assumptions
regarding the amount of compensation (salary) paid to the sole owners or majority owners of the
corporations. For our calculations, we distributed officer compensation according to the
percentage of ownership shown on Schedules K-1 of Forms 11208, as adjusted for spousal
ownership. The FICA taxes were then computed on the amount of officer compensation and the
SECA taxes were computed on the total profits available for distribution by the S corporation
(consisting of officer compensation plus nonofficer-compensation profits). The difference
between the FICA and SECA taxes was then calculated.

Implications for fully-owned S corporations: For S corporations owned by a single
shareholder, we allocated all officer compensation to the sharcholder. If, as an extreme example,
all of the officer compensation was actually paid to someone other than the single sharsholder,
the amount of FICA taxes paid by the single shareholder would be reduced to $0, leaving the
total amount of SECA taxes on the nonofficer compensation (business operating profits) as the
total difference between the FICA tax of $0 and SECA taxes that would be applied to the
business operating profits. In this case, the business profits of up to $76,200 (the Social Security
taxable limit) that were not subject to Social Security taxes for SECA purposes (because they.
were above the Social Security Administration limit when officer compensation was added to
operating profitsy would now be subjected to SECA taxes of 12.4 percent, which would increase
the difference between FICA taxes ($0 in this example) and SECA taxes.

Thus, our estimate of the amount of the increase in SECA taxes over FICA taxes may be
understated if all officer compensation was not paid to the single shareholder of an S corporation,
to the extent that decreasing the amount of officer compensation decreases the amounts we
considered subject to FICA taxation and concurrently increases the amounts we should have
considered subject to SECA taxation. Approximately 85 percent of the SECA tax increases we
computed were refated to single-shareholder S corporations. Allocating no officer compensation
to the shareholders would add 44.9 percent to the tax increases we computed.

Implications for majority-owned S corporations: For multiple-shareholder
S corporations in which 1 shareholder owns more than 50 percent of the stock (and thus controls
the § corporation’s decision making), we allocated officer compensation to the majority
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sharcholder by applying the shareholder’s percentage of ownership to the total amount of officer
compensation paid by the S corporation. The results from allocating too much officer
compensation io the majority shareholder would mirror those described for single-sharcholder

S corporations. That is, if we assigned too much officer compensation to the majority
shareholder, it would cause the SECA tax increasecs we computed to be understated.

However, if more officer compensation was paid to the majority sharcholder than we allocated,
the difference between the FICA taxes and SECA taxes we computed may be overstated to the
extent that increasing the amount of officer compensation increases the amounts we should have
considered subject to FICA taxation and decreases the amounts we considered subject to SECA
taxation. Approximately 15 percent of the SECA tax increases we computed were related to
majority shareholders in multiple-sharcholder S corporations. Allocating all officer
compensation to the majority shareholders would reduce the SECA increases we computed for
these taxpayers by 10.1 percent. Allocating no officer compensation to the majority sharcholders
would add 60.1 percent to the tax increases we computed.

In summary, if we underestimated the officer compensation attributable to sole owners or
majority owners of S corporations, our estimates of the SECA tax increases could be overstated
by as much as 1.5 percent. Conversely, if we overestimated the officer compensation
attributable to the sole owners or majority owners, our estimates of the SECA tax increases could
be understated by as much as 47.2 percent.
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Appendix V

Management’s Response to the Draft Report

DEPARTMENT OF THE TREASURY RECEIVED
P ASNGTON, Doc. 20224 MAY § & 2005
SMALL SUSINEDS, SR EEMELEYED DIVISION —
PR 29 B

MEMORANDUM FOR DEPUTY INSPECTOR GENERAL FOR AUDIT

FROM: Kevin M. Brown 22 72—
Commissioner, Small Business/Self-Employed Division

SUBJECT: Draft Audit Report — Actions Are Needed o Eliminate Inequities
in the Employment Tax Lisbilities of Sole Proprietorships and
Single-Shareholder 8 Corporations (Audit #200430022)

We have reviewed your draft report and agree that there are compliance issues
regarding the payment of sufficient wages to 8 corporation officers. We also agree that,
statutorily, there are differences between the employment tax liabilities of sole
proprietorships and single-sharehoider $ corporations.

However, we do not agree with your basic diagnosis of the cause of the compliance
problers and, accordingly, we do not agree with your report or your resulting
recommendations. Your report implies that all single-sharsholder 8 corporations are
employment tax shelters. We believe this implication is overstated.

Although most closely-held busingsses report payment of a reasonable wage to thelr
shareholders who perform services as employees of the corporation, properly
establishing reasonable compensation for any shareholder actively operating a
corporate business is a continuing challenge. To combat the concern that some §
corporations may be underreporting their officer compensation, the IRS developed a
Compliance Initiative Project (CiP) that uses filters to identify retumns for audit that
appear to have this issue. As the project progresses, we are refining these filters to
improve our selection criteria.

in addition, we have mada significant outreach efforts to ensure S corporations are
aware of the requirement to treat reasonable compensation to $ corporation officers as
wages for employment tax purposes. When a taxpayer elects and receives approval for
S corporgtion status, we mail a lefter to the taxpayer regarding employment tax
obligations. The Issue of the payment of reasonable compensation to § corporation
officers was also a point of discussion at the IRS Tax Forums last year. The IRS
wabsite (www.irs.gov) provides the public with information about this issue, devoting a
page to Revenue Ruling 58-221 and the reasonable compensation issue. On another
page of the IRS website, we provide information that distinguishes compensationto a
comporate officer from shareholder loans or other payments made to officers. IRS
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Publication 15, Employer's Tax Guide (Circular E), provides comprehensive information
on employment tax issues and addresses officer compensation.

Determining reascnable compensation for any $ corporation is a case-by-case facts-
and-clrcumstances issue. Accordingly, we appreciate your recognition that resource
fimitations may hinder our ability to address our compliance concems through
enforcement and outreach activity, and your general view that changes in the underlying
law may be advisable.

Under current law, business owners have different employment tax liabllities depending
on the type of business entity (e.g. sole proprietorship, partnership, S corporation). An
individual running a sole proprietorship owes Self-Employment Contributions Act
(SECA)} tax on his net income from the operation of a trade or business. A general
partner in a partnership owes SECA tax on his distributive share of the partnership’s
income or logs. A limited partner in a partnership owes SECA tax on guaranteed
payments received for services performed for the partnership. A shareholder officer in
an § corporation owes Federal Insurance Contributions Act (FICA) tax on his
compensation for services. The issue is how best to determine reasonable
compensation for services for application of the FICA tax. Revenus Ruling 59-221
reflects the longstanding rule embedded in the Code and case law that a corporation
and its shareholders are separate taxable entitiss. Thus, while Revenue Rufing 59-221
confirms that SECA tax does not apply to S corporation shareholders, the statutory and
iudiclal laws that form the basis for Revenue Ruling 59-221 are still the law today.
Accordingly, we disagree that revocation of the revenue ruling or promulgation of
regulations would change the fundamental application of employment tax law to §
corporations.

While we agree that our abliity to address the compliance issue of whether an S
corporation reports reasonable compensation may be furthered with appropriate
legistation, the recommendation to subject to employment tax “all ordinary operating
gains of an 8 corporation that accrue to a sharehoider” is not consistent with the
principles underlying the employment tax statutes. The intent of both SECA and FICA
taxes is to fund the accrual of social security benefits eamed generally in connection
with the performance of services. Your recommendation requires no services to be
performed for the S corporation by the shareholder to generate liability for self-
employment tax,

Your report is also based on the premise that like entities should have similar treatment
and it presumes S corporations are most like sole proprietorships that file Form 1040,
Schedule C, Profit or Loss From Business. Your report does not discuss the fact that
the current regime for seif-employment taxes for S corporations does not match the seif-
empioyment tax rules for partnerships, although both are flow-through entities, which
are usually managed by their owners. Your report also does not compare the treatment
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of § corporations and thelr shareholders to the treatment of limited liability companies
(LLCs) and their mambers or business trusts and trustees/beneficiaries performing
services for the trusts. Furthermore, the recommencdation does not consider whether
the employment fax treatment of S corporations can effectively be addressed without
also addressing the employment tax traatment of these other flow-through entities.
Your recommendations also do not consider the similarity between § corporations and
C corporations.

By contrast, as referenced in your report, the Joint Committee on Taxation (JCT) has
published a recent report, Options to improve Tax Compliance and Reform Tax
Expenditures (JCS-02-05) which recognizes the employment fax differences among the
types of business entities and provides for a more appropriate remedy to the
compliance issues we are facing. The JCT proposal takes into consideration
partnerships and LL.Cs that were not addressed by your report and brings into play the
concept of material participation (jabor services versus capital profits). We believe a
globat approach to all flow-through entities would minimize disparate employment tax -
{reatment between various entity types.

There are also administrative and taxpayer burdens that must be considered. Your
recommendation suggests that certain S corporation shareholders will be required to
pay both FICA tax on their wages as officers and SECA fax on their distributive shares.
This propesal could create a perception of double taxation, and result in the individual
being employed and seif-employed with respect to the same services. Coordinating the
FICA and SECA taxes under these circumstances would impose additional
administrative and recordkeeping burdens on the $ corporation and its shareholders,
and complicate enforcement by the IRS. Through your use of the rules of atiribution,
the draft report did not address whether other minority shareholders would still be
raquired to receive reasonable compensation from the S corporation subject to FICA tax
since it would appear they would not be subject to SECA tax under your proposal.

Because we do not agree with your premise that the source of the problem is the
revenue ruling and, as we believe it is important to consider the problem in the context
of other business entities, we do not agree with the specific recommendations of this
report. Therafore, we cannot agree with the outcome measures. We also have
concems with your calculation of the outcome measures, The calculation does not take
into account that some taxpayers may react fo implementation of the proposal by
converting S corporations to another entity (such as a C corporation or a LL.C}. Your
report also assumes the S corporation shareholder has no other self-employrent
income (or FICA tax wages) and does not account for an offset to seif-employment
taxes for any S corporation that will reflect an ordinary loss.

While most taxpayers try to be compliant, we will continue our inltiatives to identify such
employment tax issues for S corporations that do not reflect reasonable compensation.
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We will continue our outreach efforts to communicate all employment tax provisions as
they pertain fo each tax entity. As appropriate, we will work with Treasury in furtherance
of legisiation that would resolve the issues.

Our comments to the recommendations are as follows:

RECOMMENDATION 1

The IRS Commissioner should inform the Assistant Secretary for Tax Policy of the
detrimental effects discussed in this report of Revenue Ruling 59-221 that was issued
under the historically inaccurate assumption that most S corporations would involve
rauitiple shareholders.

CORRECTIVE oM

We do not agree with this recommandation for the reasons stated in our response. We
disagree that Revenue Ruling 59-221 Is the cause of the inequities reflected in your
report. The issue is not with Revenue Ruling 59-221. In fact, the statutory and judicial
taws that form the basis for Revenue Ruling 50-221 are still the faw today. Under
current faw for S corporations, the issue is how best to determine “reasonable
compensation” for application of the FICA tax.

Implementation Date
N/A

Responsible Officlal{s)}
N/A

Corrective Action Monitoring Plan
N/A

RECOMMENDATION 2

The IRS Commissioner should consult with the Assistant Secretary for Tax Policy
regarding whether the defrimental effects of Revenue Ruling 59-221 should be reversed
through the issuance of new regulations or through drafting of new legisiation, elther of
which should subject all ordinary operating gains of an $ corporation that accrue to a
shareholder (intluding the shareholder's spouse and dependent children) holding more
than 50 percent of the stock in the S corporation to employment taxes.

CORRECTIVE ACTION

We do not agree with this recommendation for the reasons stated in our response. New
regulations would not affect the fundamental application of employment taxes o 8§
corporations. A recommendation to discuss legislative changes to simply subject to
employment tax “ali ordinary operating gains of an S corporation that accrue to a
sharsholder” is not consistent with the principles underlying the employment tax statutes
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In connection with the performance of services. Nor does it properly recognize the
administrative and taxpayer burdens that this legistation may cause or consider the
application of employment faxes to other flow-through entities. However, as stated
previousty, the IRS will continue its outreach efforts o communicate all employment tax
provisions as they pertain to each tax entity. As appropriate, we will work with Treasury
in furtherance of legistation that would resolve the issues, in the best interast of tax
administration.

implementation Date
N/A

Regponsible Officiai(s)
N/A

Corrective Action Monitoring Plan
NIA

if you have any questions, please call me at (202) 622-0800 or Steve Burgess, Director
Examination, Small Business/Sel-Employed Division, at (202) 283-6955.
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Mr. Chairman, Senator Baucus, and Members of the Committee, the Congres-
sional Budget Office (CBO) appreciates the opportunity to appear before you to
discuss the budgetary and distributional implications of various options for slow-
ing the growth of Social Security benefits.

As you know, Social Security is the single largest federal program. In 2004, the
Social Security system took in $569 billion in tax revenue and paid out $493 bil-
lion in benefits. The program provided benefits to more than 47 million people—
about two-thirds of them retired workers and the rest disabled workers, survivors
of deceased workers, workers’ spouses, and minor children.

Although today the program takes in more revenue than it spends, that situation
will not continue once large numbers of baby boomers begin claiming retirement
benefits. In coming years, the Social Security system will face mounting financial
pressures as its outlays start to grow much faster than its revenue, CBO projects
that scheduled Social Security outlays (those implied by the current benefit for-
mula) will rise from 4.3 percent of gross domestic product (GDP) this year to 6.5
percent in 2050. Revenue, however, is scheduled to remain at 4.9 percent of GDP.

That financial outlook has prompted discussion of various ways to make the
Social Security system solvent. My testimony today focuses on the spending side
of the program, as requested by the Chairman. I will discuss several options for
curtailing the growth of outlays and compare their effects on the system’s finances
and on different types of beneficiaries. CBO has also prepared a more compre-
hensive menu of options for changing scheduled benefits or revenue, which is
included as an attachment at the end of this statement.

The Financial Outlook for Social Security

The next decade will see the beginning of a significant, long-lasting shift in the
age profile of the U.S. population. Over the next 50 years, the number of people
ages 65 and older will more than double, while the number of adults under age 65
will grow by less than 20 percent. That shift reflects demographic trends that have
been evident for many years and that are expected to continue, such as the aging
of the baby-boom generation, increases in life spans, and a fertility rate below that
needed to replace the population.

Those trends imply that the number of workers per Social Security beneficiary
will drop significantly, from 3.3 this year to 2.0 in 2050. Because Social Security
depends on revenue from current workers to finance benefits, that demographic
shift will have a profound impact on the system’s finances. Without changes in
tax or spending policies, expenditures will start to rise faster than revenue, push-
ing up federal debt and slowing the growth of the economy.
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As requested by the Chairman, my testimony examines the outlook for Social
Security using the same long-term economic and demographic assumptions used
in the March 2005 report of the Social Security trustees. The differences between
the projections of annual Social Security spending and revenue presented here and
the ones that CBO released in March 2005 are smail and occur largely because
CBO’s assumptions about future wage growth and interest rates are slightly higher
than the trustees’.

The Financing Perspective

In 2009, the Social Security surplus—the amount by which the program’s dedi-
cated revenue in a year exceeds the benefits paid in that year—will start to dimin-
ish. In 2019, that surpius will disappear, and outlays for benefits will begin to
exceed the system’s annual revenue, CBO projects using the trustees’ long-term
economic assumptions (see Figure 1). To pay full benefits, the Social Security
system will eventually have to rely on interest on government bonds held in its
trust funds—and ultimately, on the redemption of those bonds. In the absence of
other changes, bonds can continue to be redeemed until the trust funds are
exhausted, which will occur in 2044, CBO projects. But where will the Treasury
find the money to pay for the bonds? Will policymakers cut back other spending
in the budget? Will they raise taxes? Or will they borrow more?

Once the trust funds are exhausted, the Social Security Administration will no
longer have the legal authority to pay full benefits. As a result, it will have to
reduce payments to beneficiaries to match the amount of revenue coming into the
system each year. Although the exact size of that reduction is uncertain, benefits
would probably have to be cut—both for current recipients and for new benefici-
aries—by about 25 percent to match the system’s available revenue.

The key message from those numbers is that with benefits reduced annually to
equal revenue, as they will be under current law when the trust funds run out,
some form of the Social Security program can be sustained forever. Of course,
many people would not consider a sudden 25 percent cut in benefits to be
desirable policy. In addition, the budgetary demands of bridging the gap between
spending and revenue in the years before that cut could prove onerous. But Social
Security is sustainable from a narrow programmatic perspective. What is not sus-
tainable is continuing to provide the present level of scheduled benefits given the
present financing.

The Budgetary and Economic Perspective

CBO’s projections offer some guidance about the potential impact of those devel-
opments on the budget. Under the trustees’ long-term assumptions, the Social
Security surplus (excluding interest on bonds in the trust funds) will reach about
$100 billion in 2007. By 2025, however, the surplus will have turned into a deficit
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Social Security Revenue and Outlays as a Share of GDP
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Revenue includes payroll taxes and income taxes on benefits but not interest credited to the Social
Security trust funds; outlays include Social Security benefits and administrative costs. Under current
law, outlays will begin to exceed revenue in 2019; starting in 2045, the program will no longer be
able to pay the full amount of scheduled benefits.

of roughly $100 billion (in 2005 dollars). That $200 billion swing will represent a
significant challenge for the budget as a whole, especially in light of the current
budget deficit.

The demand on the budget from Social Security will take place at the same time

as—but be eclipsed by—the demand from Medicare and Medicaid. Currently,

outlays for Social Security benefits are slightly more than 4 percent of GDP, as is
federal spending on Medicare and Medicaid combined. But whereas Social Secu-
rity outlays are projected to grow to 6.5 percent of GDP by 2050, spending on the
two health programs could reach a total of 20 percent of GDP if current trends in
health care costs continue.
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Without changes in policy, therefore, federal spending is likely to increase sharply
in coming decades, widening the gap between outlays and revenues and expand-
ing the amount of federal borrowing. The resulting rise in government debt could
seriously harm the economy. It could crowd out private capital formation, and
although its impact on capital accumulation could be muted by borrowing from
abroad, foreign borrowing is no panacea. The debt owed to foreigners would still
have to be serviced. In the end, federal debt would reduce the disposable income
of U.S. residents and erode future living standards.

The Structure of the Current Social Security System
Social Security benefits are based on earnings during a person’s working years.
Workers with higher lifetime earnings receive higher benefits, as do their depen-
dents and survivors. However, the benefit formula is structured to redistribute
income: benefits replace a smaller portion of earnings for higher earners and a
larger portion for lower earners.

The Benefit Formula

Benefits for retired or disabled workers are based on the average level of workers’
taxable earnings over their working lifetime (their average indexed monthly earn-
ings, or AIME). For retired workers, the AIME is based on the highest 35 vears of
earnings on which they paid Social Security taxes (up to the taxable maximum,
$90,000 in 2005), with some adjustments. Earnings before age 60 are indexed to
compensate both for past inflation and for real (after-inflation) growth in wages.
For disabled workers and the survivors of deceased workers, the AIME can be
based on a shorter period.

A progressive formula is applied to a worker’s average indexed monthly earnings
to calculate his or her primary insurance amount (PIA). The PIA is the monthly
amount payable either to a worker who begins receiving Social Security retire-
ment benefits at the age at which he or she is eligible for full benefits orto a
disabled worker. The formula is designed to ensure that initial Social Security
benefits replace a larger proportion of preretirement earnings for people with low
average earnings than for those with higher earnings. For workers who turn 65 this
year, the formula is:

PIA = (90 percent of the first $592 of the AIME) +
(32 percent of the AIME between $592 and $3,567) +
(15 percent of the AIME over $3,567)

The dollar thresholds at which changes occur in the percentage of the AIME
replaced by the PIA are known as “bend points” (see Figure 2). The percentages
themselves are known as “replacement factors.”
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Figure 2.
Primary Insurance Amount Under Current Law
(For workers who turn 65 in 2005)

(Primary insurance amount in dollars)
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Source: Congressional Budget Office based on data from the Social Security Administration.

Note: The bend points shown here are those in 2002, the first year in which workers turning 65 in 2005
were eligible to collect retirement benefits.

Fach year, the bend points are increased to match growth in average annual ear-
ings for the labor force as a whole. If earnings growth is roughly constant, benefits
for new recipients rise at approximately the same rate as average earnings. So long
as the system pays scheduled benefits, Social Security benefits will replace the
same portion of earnings for future generations (at the normal retirement age) as
they do for today’s beneficiaries. But because average earnings typically grow
faster than prices do, the purchasing power of those benefits will be hi gher than
that of benefits paid today, allowing beneficiaries to share in future increases in
workers’ living standards. Once the trust funds are exhausted, however, those
replacement rates will fall, under current law (see the lower lines of Figure 3).
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Figure 3.
Projected Replacement Rate for Retired Workers
at Age 65

(Benefits as a percentage of average indexed monthly earnings)
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Source: Congressional Budget Office.

Notes: This figure is based on a simulation from CBQ’s long-term model using the Social Security trustees
2008 intermediate dermographic assumptions and long-term economic assumptions and CBO’s Jan-
uary 2005 10-year economic assumptions.

The replacement rate is the ratio of the benefits that a worker would receive upon claiming them at
age 65 to the worker’s average indexed monthly earnings (AIME), both computed using earpings
through age 61. Under current law, scheduled benefits cannot be paid starting in 2045.

Another perspective on trends in replacement rates comes from considering how
benefits change over time for workers with the same level of real earnings. To
illustrate that perspective, consider someone making $2,500 a month. That level
of income is currently around the middle of the earnings distribution. But in 2050,
someone earning $2,500 a month (adjusted for inflation) will earn less than two-
thirds of workers, even though he or she will have the same purchasing power as a
median worker today. Because the Social Security benefit formula is progressive
and indexed to wages—through both the indexation of earnings before age 60 in
calculating the AIME and the indexation of the bend points in the PIA formula—
benefits will replace a larger portion of earnings for future workers at that earn-
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ings level (see the top line in Figure 3). Again, exhaustion of the trust funds would
lead to lower replacement rates.

Retirement Age

Under current law, the age at which a worker becomes eligible for full Social
Security retirement benefits—the normal retirement age (NRA)—depends on the
worker’s year of birth, For people born before 1938, the NRA is 65. For slightly
younger workers, it increases by two months per birth year, reaching 66 for people
born in 1943. The NRA remains at 66 for workers born between 1944 and 1954
and then increases in two-month increments again, reaching 67 for people born in
1960 or later.

Workers can begin receiving retirement benefits before their NRA-—as early as
age 62—but their monthly benefits will be permanently lower than if they had
waited until the NRA to claim benefits. Likewise, if workers delay receipt until
they are older than the NRA, their monthly benefits will be higher. Those adjust-
ments are intended to be “actuarially fair,” so that the total value of benefits
received over a lifetime will be approximately equal regardless of when a worker
first claims benefits.

Cost-of-Living Adjustment

At the end of each year, the Social Security Administration adjusts existing
benefits by the amount of any increase in the consumer price index. For example,
the cost-of-living adjustment of 2.7 percent that took effect in December 2004
reflected the increase in the consurer price index for urban wage earners and
clerical workers that occurred between the third quarter of 2003 and the third
quarter of 2004.

Policy Options for Slowing the Growth of Outlays

As discussed earlier, in the absence of policy changes, CBO expects the Social
Security trust funds to be depleted in 2044, under the trustees’ long-term assump-
tions. After that, the program would no longer have the legal authority to pay full
benefits. Spending would have to be reduced to match available revenue, which
could require across-the-board cuts of 25 percent in benefits. Those reductions
would affect not only newly eligible beneficiaries but also existing Social Security
recipients of all ages.

Providing the Authority for Full Scheduled Benefiis

Those benefit cuts could be avoided by giving the Social Security program the
legal authority to borrow money in the event of trust-fund exhaustion. That
option, however, would not address the broader budgetary and economic issues
stemming from the fiscal imbalances in the Social Security system. Borrowing
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money to pay benefits would not be a sustainable option in the long run. By con-
tributing to the growth of federal debt, it could have a corrosive effect on eco-
nomic growth and could eventually lead to a sustained economic contraction.
Repaying that debt would ultimately require cuts in spending or higher taxes
somewhere in the budget.

Cuts in benefits could also be avoided by increasing taxes or reducing other
federal spending and directing the savings to Social Security. Although such
approaches would address Social Security’s fiscal imbalances, some types of tax
increases could risk slowing economic growth by discouraging work and saving,
and reducing other spending could be difficult in light of the projected rise in
federal outlays for health care.

Improving Social Security’s Financial Balance

A variety of proposals have been advanced for restoring balance to the Social
Security system. As noted above, CBO has prepared a menu of illustrative options
for altering scheduled benefits or revenue. That menu—which is attached to this
statement—includes the effects of the options on Social Security’s finances as
well as on the taxes paid and benefits received by people in different income
groups and birth cohorts. The menu is intended to be representative of the types of
changes that could be made to Social Security, but it is far from exhaustive. For
example, it does not include options to introduce individual accounts, because the
effects of such options are too complex to be shown clearly in the limited space
available in the memu. (CBO has analyzed proposals for individual accounts in
other publications.)' Moreover, it must be emphasized that various changes would
be likely to interact with each other, so the net effect of multiple changes would
be different from the sum of the individual effects.

This testimony examines the budgetary and distributional implications of three
options to slow the growth of benefits: the first is taken directly from the attached
menu, the second is a variation on a menu option, and the third is a combination
of two menu options. All three would reduce scheduled benefits for people who
first become eligible for benefits in 2012, including retired and disabled workers
and their dependents and survivors. All of the options would keep the Social
Security system solvent for at least the next 100 years.

Descriptions of the Options. The first approach considered here is the provision
for price indexing of initial benefit awards advanced by the President’s Commis-
sion to Strengthen Social Security (option 1.1 in the attached menu). Under that

1. See, for example, Congressional Budget Office, Long-Term Analysis of Plan 2 of the President’s
Commission to Strengthen Social Security (July 21, 2004), and Long-Term Analysis of H.R. 3821,

the Bipartisan Retirement Security Act of 2004 (July 21, 2004).
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Figure 4. .
Primary Insurance Amount Under Various Options
(For workers who turn 65 in 2035)

(Primary insurance amount in 2005 dollars)
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Source: Congressional Budget Office.

Notes: This figure is based on a simulation from CBO’s long-term model using the Social Secuity trustees’
2005 intermediate demographic assumptions and long-term economic assamptions and CBO’s Jan-
uary 2005 10-year economic assumptions,

The bend points shown here are those in 2032, the first year in which workers turning 63 in 2035
will be efigible to collect retirernent benefits under current law.

option, the three replacement factors in the current PIA formula would be lowered
each year to offset the effects of real wage growth (see Figure 4, which shows the
effects of the options in 2035). The AIME and the bend points would continue to
be indexed to wages. As a result, benefits would generally grow with inflation, so
future beneficiaries would have the same purchasing power as today’s benefici-
aries, on average. Relative to scheduled benefits, payments to new beneficiaries
would decline by one-quarter over 26 years and by one-half over 63 years, assum-
ing that real wages grew by 1.1 percent a year, on average. Initially, Social Secu-
rity outlays would increase relative to GDP, but in later years, they would decline
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_lf_i_g_ure 5.

Social Security Revenue and Outlays as a Share of GDP
Under Various Options
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Source: Congressional Budget Office.

Notes: This figure is based on a simulation from CBO’s long-term model using the Social Security trustees’
2005 intermediate demographic assumptions and long-term economic assumptions and CBO’s Jan-
uary 2005 10-year economic assumptions.

Revenue includes payroll taxes and income taxes on benefits but not interest credited to the Sociat
Security trust funds; outlays include Social Security benefits and administrative costs, Under current
1aw, outlays will begin to exceed revenue in 2019; starting in 2045, the program will no longer be
able to pay the full amount of scheduled benefits. Under the alternative options, outlays will start to
exceed revenue in 2020, All three of the options begin in 2012, and under each, scheduled benefits
are always payable.

as a share of GDP and fall substantially below the program’s dedicated revenue
(see Figure 5).

A variant of that type of price indexing is known as progressive price indexing. In
the version of progressive price indexing that CBO analyzed (a variation of menu
option 1.2), the replacement factors for workers with the highest earnings—those
who earned the taxable maximum or more for at least 35 years—would be re-
duced to the same extent as under the previous option. For most workers below
that earnings level, however, the reductions in replacement factors would be
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smaller, with the extent of the reduction correlated with earnings, so that workers
with higher earnings would have their replacement factors reduced the most.
Beneficiaries in the lowest 25 percent of the earnings distribution would not be
directly affected by this policy change (see Figure 4). After 95 years, new benefi-
ciaries with AIMEs above $3,150 (in 2005 dollars) would all receive the same
benefit. Because fewer beneficiaries would be affected under this option and
because their benefit reductions would be smaller, total outlays would be higher
than under the previous price-indexing option, but they would fall below revenue
around 2090 (see Figure 5).

The third option that CBO examined (a combination of menu options 1.3 and 1.6)
would change the indexing of bend points and of the AIME and would adjust
benefits for increases in longevity. Under this approach, bend points would grow
with prices instead of with average wages, as they do under current law. Over
time, the bend points would shift to lower levels of earnings, and average replace-
ment rates would decline relative to those specified by current law (see Figure 4).
In addition, in the calculation of the AIME, earnings would be indexed to prices
instead of to wages. Finally, this option would adjust the benefit formula to offset
increases in life expectancy in order to ensure that total lifetime benefits did not
grow as life spans increased. (The longevity adjustments would apply only to
retirement benefits.) All three of those changes would reduce scheduled benefits.
Outlays would be higher than under price indexing of initial benefits but would
fall below dedicated revenue after 2075 (see Figure 5).

Under all three options, the PIA formula would change annually, Before 2035,
the proposed formulas would be closer to current law than shown in Figure 4,
whereas in later years they would be lower.

Distributional Effects. The effects of those options on different groups of work-
ers—younger and older, lower-earning and higher-earning—can be examined by
estimating how much of a group’s earnings the proposed benefits would replace.
Under all of the options, as under current law, higher earnings would result in
higher benefits in dollar terms, but the percentage of earnings replaced would be
greater for lower earners. The three options differ in the degree to which they
would affect replacement rates.

As discussed earlier, workers can be classified by earnings levels in various ways.
One way is to group people with a specific real earnings level, such as $1,500 a
month. Someone at that earnings level always has the same purchasing power but
will fall lower in the earnings distribution over time. Alternatively, workers can be
grouped by relative earnings—for example, the top 20 percent or bottom 20 per-
cent of earners in each cohort. (For projections of replacement rates by birth co-
hort using those two classifications, see Figures 6 and 7.)
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Figure 6.
Projected Replacement Rate for Retired Low and
High Earners at Age 65 Under Various Options

{Benefits as a percentage of average indexed monthly earnings)
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Notes: This figure is based on a simulation from CBO's long-term model using the Social Security trusiees’
2005 intermediate demographic assumptions and long-term economic assumptions and CBO's Jan-
uary 2003 10-year economic assumptions.

‘The replacement rate is the ratio of the benefits that a worker would receive upon claiming them at
age 65 to the worker’s average indexed monthly earnings (AIME), both computed using earnings
through age 61. Under current law, scheduled benefits cannot be paid starting in 2045. Under the
alternative options, scheduled benefits are always payable.
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Figure 7.
Projected Replacement Rate for Retired Workers
at Age 65, by Earnings Quintile, Under Various Options

(Benefits as a percentage of average indexed monthly earnings)
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Source:  Congressional Budget Office.

Notes: This figure is based on a simulation from CBQ’s long-term model using the Social Security trustees’
2005 intermediate demographic assumptions and long-term economic assumptions and CBO’s Jan-
uary 2005 10-year economic assumptions.

The replacement rate is the ratio of the benefits that a worker would receive upon claiming them at
age 65 to the worker’s average indexed monthly earnings (AIME), both computed using earnings
through age 61, Under current law, scheduled benefits cannot be paid starting in 2045. Under the
alternative options, scheduled benefits are always payable.
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Under current law, people who died before 2044 would not be affected by the
automatic benefit reductions that would occur upon trust-fund exhaustion. For the
most part, their benefits would be lower under all three options, although benefits
would be unchanged for lower earners in those cohorts under progressive price
indexing.

Of the three options, price indexing of initial benefits would produce the largest
change for future beneficiaries, especially later cohorts. Moreover, because that
policy would involve an across-the-board cut in initial benefits, it would affect the
benefits of all earnings groups by the same percentage.

Under progressive price indexing, benefits for high earners would be lower than
under current law. But unlike under current law, those benefit reductions would
allow the trust funds to remain solvent. As a result, workers in later cohorts would
be spared the across-the-board benefit cuts that would occur when the trust funds
were exhausted. For lower earners in those cohorts, benefits would be higher than
under current law.

Under the third option, price indexing of the AIME and bend points plus longevity
adjustments, replacement rates would be lower than under current law for all
income groups. However, those rates would be slightly higher than under price
indexing of initial benefits.

The replacement rates presented here consider only retired-worker benefits. More-
over, they do not account for expected increases in longevity (see Figure 8), which
will allow future cohorts to claim benefits for a longer period of time. To address
those issues, CBO estimated how the policy options discussed here would affect
the lifetime Social Security benefits of people in different earnings levels and
birth cohorts (see Figure 9). On average, real scheduled lifetime benefits for the
cohort born from 2000 to 2009 will be more than twice as high as those for the
1940s cohort, CBO projects. Although lifetime benefits and replacement rates are
different measures, both convey the same basic message about how these policy
changes would affect various beneficiaries.
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ure 8.

Life Expectancy at Age 65
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2005 intermediate demographic assumptions and long-term economic assumptions and CBO’s Jan-
uary 2005 10-year economic assumptions.

Cohort life expectancies are calculated using death rates from the series of years in which a person
will reach each succeeding age if he or she survives.
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Figure 9.

Percentage Change in Lifetime Benefits Relative to
Scheduled Benefits, by Earnings Quintile, Under
Various Options
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Notes: This figure is based on a simulation from CBO’s long-term model using the Social Security trustees”
2005 intermediate demographic assumptions and long-term economic assumptions and CBO’s Jan-
wary 2005 10-year economic assumptions, including only people who live to at least age 45.

Lifetime benefits are the present value of benefits received by an individual over his or her lifetime,
including Old-Age and Disability worker benefits and Old-Age Spouse and Survivor benefits
financed by dedicated payroll taxes, net of income taxes on benefits credited to the Social Security
trust funds. Under current law, scheduled benefits cannot be paid starting in 2045; under the alter-
native options, schednled benefits are always payable.
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Attachment May 23, 2005

Projected Effects of Various Provisions on Social Security’s
Financial and Distributional Qutcomes

Congressional Budget Office

The attached tables present projected changes to financial and distributional
outcomes under various provisions. In keeping with CBO’s mandate to provide
objective, nonpartisan analysis, this document makes no recommendations.

Outcomes presented here are based on the Social Security trustees” 2005 demo-
graphic and long-run economic assumptions and CBO’s January 2005 short-run
economic assumptions, which differ from the outcomes released in March 2005
that were based on the Social Security trustees’ 2004 demographic assumptions
and CBO’s January 2005 short- and long-run economic assumptions.

These provisions are stylized concepts of various individual changes to Social
Security. The results may be very sensitive to the exact implementation of any
particular provision. If provisions are combined, significant intteractions in the
presented changes may occur. If the start date of a provision is delayed, the change
in the effects could be disproportionate because of the large shift in demographics
occurring over the next 30 years. In particular, trust fund exhaustion dates can be
very sensitive to adjustments in provision details. Provisions that change sche-
duled benefits also change revenues through the income taxation of benefits.

Financial outcomes are presented relative to a scheduled baseline. The scheduled
baseline assumes the Social Security trust funds have borrowing authority to pay
scheduled benefits after the trust funds have been exhausted. Distributional out-
comes are presented relative to both scheduled and current law baselines. The
current law baseline assumes that all beneficiaries are subject to an across-the-
board cut in benefits so that total projected outlays equal projected revenues once
the Social Security trust funds are projected to be exhausted; similar cuts are
applied under each provision in any years after the Social Security trust funds are
projected to be depleted.

Financial outcomes include;

* Revenues as a share of GDP

» Outlays as a share of GDP

* Balances (revenues less outlays) as a share of GDP
¢ 75-year present value deficit as a share of GDP
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e 75-year present value deficit as a share of taxable payroll (75-year actuarial
balance)

s Crossover year—revenues from dedicated taxes first fall below outlays

¢ Exhaustion year—trust funds are projected to be depleted

Distributional outcomes, presented for selected 10-year birth cohorts and lifetime
household earnings quintiles, include:

¢  First-year retired worker benefits
= Present value of all lifetime benefits
°  Present value of all lifetime payroll taxes

Provisions considered include changes to:

Indexing of benefits

The benefit formula

Normal retirement age or actuarial adjustments
Cost-of-living adjustments (COLA) for benefits
Payroll tax rates or taxable maximum

Benefits for low earners

Auxiliary benefits

A el 2

Many other provisions are possible; these tables present the results for one set of
various types of changes. However, there are no individual accounts considered
here.

The appendix provides more details about how each provision would alter
existing Social Security rules.

The analysis does not reflect any considerations of the potential effects on the
macroeconomy that may occur under any of the various provisions,

Definitions of Key Terms:

Lifetime Earnings Quintile: Each individual is ranked by his or her lifetime house-
hold earnings. Individuals are then divided into five quintiles. The values shown
are the averages for the bottom, middle, and top quintiles. {The values for the 2nd
and 4th guintiles are not shown.) Lifetime houschold earnings equal the sum of
real earnings over a given person’s lifetime if they remain single in all years. In
any year an individual is married, the earnings measure for that year is a function
of his or her earnings plus his or her spouse’s earnings (adjusted for economies of
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scale in household consumption). The individual’s lifetime earnings is the present
value of these annual amounts.

Birth Cohort: Individuals are grouped into 10-year cohorts. The 1960s birth cohort
includes those born from 1960 through 1969; the 1980s cohort includes those
born from 1980 through 1989; and the 2000s cohort includes those born from
2000 through 2009.

First-Year Benefits for Retired Workers: The average of retired worker benefits
that would be received by workers eligible to claim Old-Age Insurance benefits at
age 62 who have not yet claimed any other benefit. Benefits are computed assum-
ing that all workers claim benefits at age 65 and are based only on earnings
through age 61. Values are net of income taxes paid on benefits and credited to
the Social Security trust funds.

Lifetime Benefits: The present value at age 60 of benefits received by an individ-
ual over a lifetime, including Old-Age and Disability worker benefits and Old-
Age Spouse and Survivor benefits, net of income taxes paid on those benefits and
credited to the Social Security trust funds.

Lifetime Payroll Taxes: The present value of both OASDI employer and employee
taxes paid over a lifetime; under current law, the tax is 12.4 percent of taxable
earnings.

Scheduled Benefits (Table 2) and Current-Law Benefits (Table 3): Under current

law, all beneficiaries are subject to an across-the-board cut in benefits such that
total projected benefits equal projected revenues once the Social Security trust
funds have been exhausted. Similar cuts are applied under each provision in any
years after the Social Security trust funds are projected io be depleted.
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Appendix: Description of Social Security Provisions

Under current law, initial Social Security benefits are wage indexed. All Social
Security benefits are based on a worker’s primary insurance amount (PTA). In
turn, the PIA depends on a measure of the worker’s career earnings in employ-
ment subject to the Social Security payroll tax, expressed as his or her average
indexed monthly earnings (AIME).

AIME. For people who attain age 62 after 1990, the AIME is calculated based on
the highest 35 years of earnings on which the individual paid Social Security taxes
(up to the taxable maximum, which is $90,000 in 2005). Earnings before age 60
are indexed to compensate for past growth in average (nominal) wages, and earn-
ings after age 59 enter the computation at their actual levels. Dividing the total
carnings by 420 (35 years times 12 months) yields the AIME.

PIA. The PIA is the monthly amount payable to a worker who begins receiving
Social Security retirement benefits at the age at which he or she is eligible for full
benefits or payable to a disabled worker who has never received a retirement
benefit. The PIA formula is designed to ensure that initial Social Security benefits
replace a larger proportion of preretirement earnings for people with low average
earnings that for those with higher earings. For workers who turn 62, become
disabled, or die in 2008, the formula is:

PIA = (90 percent of the first $627 of the AIME) +
(32 percent of the AIME between $627 and $3,779) +
(15 percent of the AIME over $3,779)

The percentages of the AIME arc known as “PIA factors” or “replacement fac-
tors” and remain unchanged. The thresholds at which the percentage of the AIME
changes are known as “bend points.” They change each year along with changes
in the average annual earnings for the labor force as a whole. Consequently, as
wages rise over time, initial benefits increase at a similar pace or are said to be
“wage-indexed.”

In addition, at the end of each year after participants become eligible for benefits,
the Social Security Administration (SSA) adjusts the PIA by the amount of any
increase in the consumer price index (CPI). Those annual cost-of-living adjust-
ments are designed to ensure that the purchasing power of benefits does not
decline.
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1. Changes to Benefit Growth Rates

1.

Under this provision, initial benefits for retired and disabled work-
ers grow with the CPI beginning in 2012. In practice, the policy
would be implemented by reducing the PIA replacement factors
successively by the measured real wage growth in the second prior
year. The bend points would remain indexed to wages. (This is the
provision proposed by the Commission to Strengthen Social
Security.)

This provision, often described as “progressive indexing,” does not
change the benefits for those in the bottom 30 percent of career
average earnings. Initial benefits for higher earners would grow
slower than under current law. nitial benefits for someone who
earned the taxable maximum throughout a career, “maximum earn-
ers,” would grow with prices (as in 1.1). Initial benefits for partici-
pants with lifetime earnings between the 30th percentile and the
maximum would grow faster than prices but slower than wages;
the actual benefit change would be related to the worker’s position
in the income distribution.

Specifically, this would be achieved by adding a third bend point to
the PIA formula within what is now the 32 percent bracket. The
PIA factor would remain 32 percent below this new bend point.
The PIA factors in the next two brackets would initially be 32 per-
cent and 15 percent, but they would be reduced annually—multi-
plied by a rate sufficient to keep benefits for a maximum earner
growing with prices, as described.

The adjustments apply to the computation of initial benefits for
both retired and disabled workers, beginning in 2012. (This is the
provision proposed by Robert C. Pozen.)

Under this provision, wages in the AIME formula as well as bend
points in the PIA formula increase with prices rather than wages as
under current law. This applies to both retired and disabled work-
ers, beginning in 2012

This provision price indexes wages in the AIME formula for
retired and disabled workers, beginning in 2012

This provision price indexes the bend points in the PIA formula for
retired and disabled workers, beginning in 2012.
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This provision reduces the PIA factors to reflect future changes in
life expectancies at age 62. Beginning in 2012, the provision would
multiply the factors by a ratio that captures the increase in life
expectancy at age 62 for the each cohort as it reaches that age. For
any given cohort, the ratio would equal life expectancy at age 62
for the cohort reaching age 62 in 2008 divided by the life expec-
tancy at age 62 for the cohort reaching age 62 three years prior to
the cohort in question. (For example, the ratio used for the cohort
reaching age 62 in 2020 would reflect the difference between the
life expectancy of the cohort reaching age 62 in 2017 and the one
reaching age 62 in 2008.) The reductions apply fully to retired
workers and partially to disabled workers, implemented upon
conversion to Old-Age Insurance benefits at the normal retirement
age and is weighted by the number of years worked prior to the
onset of the disability.

Changes to Benefit Formula

1.

This provision reduces the PIA factors for retired and disabled
workers by 20 percent (to 72 percent, 26 percent, and 12 percent)
in 2012. Under current law, the PIA factors are 90percent, 32 per-
cent, and 15 percent.

This provision reduces the top two PIA factors for retired and
disabled workers, from 32 percent to 20 percent and 15 percent to
10 percent, in 2012.

This provision reduces only the top PIA factor for retired and
disabled workers, from 15 percent to 10 percent, in 2012.

This provision reduces the PTA factors for retired and disabled
workers by 0.005 annually (all PIA replacement factors would be
multiplied by 0.995 each year) beginning in 2011.

This provision increases the AIME calculation years for retired
workers from 35 to 40, phased in over 2007 to 2011. This change
applies to both the numerator and denominator of the AIME cal-
culation; the AIME would then be the average of the 40 highest
years of indexed monthly earnings. The AIME calculation change
is applied only to the calculation of retired worker benefits.
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3 Changes to Retirement Age or Actuarial Adjustments

Under the Social Security Amendments of 1983, the age at which individuals
could receive unreduced Social Security retirement benefits was increased from
65 to 67 in two stages. The first stage raised the age by two months a year each
year from 2000 to 2005, so that workers turning 62 in 2005 face a normal retire-
ment age (NRA) of 66. The second stage is scheduled for 2017 to 2022, when the
age will increase from 66 to 67. The period from 2006 to 2016 is the “NRA
hiatus.”

i. This provision eliminates the NRA hiatus to 67, so the NRA
reaches 67 for beneficiaries who turn 62 in 2011.

2. This provision eliminates the NRA hiatus to 67 and continues to
increase the NRA by two months per year to age 68, so the NRA
reaches 68 for beneficiaries turning 62 in 2017.

3 This provision eliminates the NRA hiatus to 67 and continues to
increase the NRA by two months per year to age 70, so the NRA
reaches 70 for beneficiaries turning 62 in 2029.

4. This provision raises the early eligibility age (EEA), the age at
which Social Security retirement benefits can first be claimed,
from 62 to 65 by two months per year beginning in 2023, so the
EEA reaches 65 for beneficiaries turning 65 in 2040,

5. This provision increases the reduction factors for retired workers
who apply for benefits before the NRA. The reduction factor for
spousal benefits would also be increased. When the NRA reaches
67, the proposed change would have the effect of reducing the PIA
for benefits at age 62 by 37 percent for retired workers (compared
with 30 percent under current law) and by 42 percent for spousal
benefits (compared with 35 percent under current law). This is
phased in from 2008 to 2012.

6. This provision increases the delayed retirement credit (DRC) to 10
percent per year (compared with 8 percent per year under current
law) phased in 0.5 percent per year from 2009 to 2015.
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4. Changes to COLA

Under current law, at the end of each year, SSA adjusts benefits by the amount of
any increase in the CPL This increase is known as a cost-of-living adjustment

(COLA).

1.

This provision reduces the COLA applied to all benefits by 0.2 per-
centage points beginning in 2012,

This provision reduce the COLA applied to all benefits by 0.4 per-
centage points beginning in 2012.

This provision introduces a super-COLA for DI workers and auxil-
iaries that increases the COLA by 1.3 percentage points beginning
in 2007.

5. Changes to Payroll Tax Rates or Taxable Maximum

Under current law, the OASDI payroll tax rate for both employers and employees
is 6.2 percent. Payroll taxes are imposed on income up to the taxable maximum
($90,000 in 2005).

1,

This provision raises the payroll tax rate by 0.5 percentage points
for both employers and employees, beginning in 2007. The
increased rates total 13.4 percent: 6.7 percent for both employers
and employees.

"This provision raises the taxable maximum to cover 87 percent of
earnings with additional amounts used in benefit calculations,
phased in from 2007 to 2050. Currently, about 83 percent of cov-
ered earnings are taxable, and under current law the taxable maxi-
mum increases annually at the same rate as average wages in the
economy. Under this provision, the taxable maximum would
increase faster than average wages until 2050, when 87 percent of
earnings would be taxable. Thereafter, it would increase as under
current law. The additional taxable earnings would be included in
benefit calculations, so workers who paid additional taxes would
also be entitled to higher benefits.

This provision raises the taxable maximum to cover 90 percent of
earnings with additional amounts used in benefit calculations,
phased in from 2007 to 2100. Currently, about 83 percent of cov-
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ered earnings are taxable, and under current law the taxable maxi-
mum increases annually at the same rate as average wages in the
economy. Under this provision, the taxable maximum would
increase faster than average wages until 2100, when 90 percent of
earnings would be taxable. Thereafter, it would increase as under
current law. The additional taxable earnings would be included in
benefit calculations, so workers who paid additional taxes would
also be entitled to higher benefits.

This provision raises the taxable maximum to $250,000 in 2007,
then grows it with wages in all later years, as under current law.
This provision would not affect benefit calculations.

This provision applies a 3 percent tax on all earnings above the
taxable maximum, beginning in 2007. This provision would not
affect benefit calculations.

6. Changes to Benefits for Low Earners

1.

This provision introduces a poverty-related minimum benefit,
phased in from 2009 to 2013. A new formula for raising benefits
for long-term workers with relatively low earnings would be intro-
duced for workers becoming eligible for benefits beginning in
2009. (Current law includes a special minimum benefit, but it
affects relatively few workers and is gradually diminishing in
importance because it is not adjusted for real wage growth.) A new
minimum PIA would be calculated based on a worker’s quarters of
coverage (QCs). The minimum PIA would be 2 percent of the
poverty level for each QC above 40 (10 years of earnings) and up
to 80 QCs, and 0.5 percent of the poverty level for QCs above 80
but not more than 160. Thus, for someone with 20 years of earn-
ings, the minimum PIA would typically be 80 percent of the pov-
erty level; at 40 years, the amount would be 120 percent of the
poverty level. (For disabled workers, fewer quarters would be
required because of their shortened careers.) Beginning in 2014,
the effective poverty levels would be increased with average
wages.

This provision increases benefits for workers who have both low
lifetime average earnings and at least 20 years of covered earnings,
beginning in 2007. Qualifying workers would have their PIA
multiplied by the following factor:
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1 + (40.4 percent x AIME factor x coverage factor)

The two factors each range from O to 1, so this provision increases
benefit levels by up to 40.4 percent.

The average indexed monthly earnings (AIME) factor would give a
larger increase to workers with lower average wages. The AIME
factor is set equal to 1 for workers with an AIME equal to or less
than the AIME of a worker who earned the minimum wage for 30
years. It is set to zero for workers with an AIME greater than the
AIME of a “scaled medium worker” (a worker who worked for 35
years, always earning an amount equal to the AWT).

For workers with earnings between these levels the factor is set
proportionately, for example, 0.5 for those at the average of those
two levels. The formula is:

AIME factor = (AIMEmedium worker - AIME)/(AIMEmedium
worker - AIMEminimum wage worker)

The coverage factor would give a larger increase to workers with
more years of covered earnings. (Years of covered earnings are
defined through earned quarters of coverage.)

For most retired workers, it is set equal to 1 if the worker has at
least 35 years in covered employment. It is set equal to 0 if the
worker had 20 or fewer years in covered employment. For workers
who worked between 20 and 35 years, the factor is set proportion-
ately, for example, 0.6 for those with 29 years in covered employ-
ment. The formula is:

Coverage factor = 1 - {{(3.5 x elapsed years) - quarters of
coveragel/(1.5 x elapsed years)}

7. Changes to Auxiliary Benefits

1.

This provision limits benefits for couples in cases where the pri-
mary worker's earnings are above the national average. Beginning
in 2007 the spousal benefit would be reduced in any situation
where the couple's benefit (before any actuarial reductions) would
exceed the PIA of a worker who always earped the taxable maxi-
mum and reached eligibility age in the same year as the primary
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earner. The spouse’s benefit for these high-earner couples is lim-
ited to the difference between the worker benefit and the PIA paid
to the maximum earner in that year. In an extreme case, where the
primary earner has earned the taxable maximum each year, no
spousal benefit would be paid.

This provision would reduce spousal benefits to 33 percent of the
worker’s benefit from the current 50 percent. This applies to both
spouses of both retired and disabled workers beginning in 2007.

This provision boosts benefits to some surviving spouses by ensur-
ing that benefits equal 75 percent of the hypothetical benefit that
the couple would receive if both were alive. The new minimum
benefit for the surviving spouse could not exceed the average PIA
for retired-worker benefits in the December before the month of
entitlement to the widow(er)s benefit (or, if the month of entitle-
ment is December, then that same month). The proposed change
would be implemented for those who apply for a surviving
spouse’s benefit beginning in 2007.
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Senate Finance Committee Hearing
“Social Security: Achieving Sustainable Solvency”
Questions Submitted for the Record to
Dr. Douglas Holtz-Eakin
May 26, 2005

Senator Grassley

Qb

A)

We all know that Social Security has historically been financed by payroll taxes. This was
the vision laid out by President Roosevelt, and it is a vision that has been followed by
Republicans and Democrats alike right up to this very day. But when we talk about the
tax gap, we’re not just talking about payroll taxes, we're also talking about income taxes
and other types of taxes. In fact, we’re mostly talking about taxes other than payroll taxes.
So, if we assume that Republicans and Democrats remain committed to funding Social
Security through payroll taxes, and even if we assume that Congress wanted to enact all
of the controversial payrol] tax proposals in the Joint Tax report, how much revenue
would all of the payroll tax proposals bring in—both over 10 years and on an approxi-
mate annual basis? And then maybe I could turn back to Mr. Holtz-Eakin and ask him to
remind the Committee what the projected level of underfunding the Social Security
system is facing today, and Members can draw their own conclusions about whether we
can fix this problem by merely trying to close the tax gap.

Under the projections that CBO prepared for this hearing, Social Security outlays will
begin to exceed dedicated revenues in 2019. In 2040, the shortfall will be 1.6 percent of
GDP, and by 2100, it will grow to 2.3 percent of GDP.

Senator Baucus

Qn

A)

As T understand it, your office developed a new Social Security baseline at the request of
the Chairman of the Finance Committee that nses CBO’s January 20035 short-term
economic assumptions and the Social Security Trustees” 2005 long-run economic and
demographic assumptions. But you also released a Social Security baseline in March,
2005 based on CBO’s most current short-run and long-run economic assumptions. In the
absence of a request from anyone else, is it the case that you would prefer to use the latter
baseline when evaluating long-run changes to the Social Security program?

The March baseline represents CBO’s best estimate of Social Security’s future outlays
and revenues under current law. Projections will most likely be revised as modeling
techniques are refined and new data become available. CBO first released a long-term
Social Security baseline in June 2004 and released an update in March 2005. The
projections used for this hearing, as directed by the Chairman, are based on the long-term
economic assumptions used in the trustees’ 2005 report. However, given the uncertainty
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inherent in such forecasts, the differences between CBO’s long-term economic assump-
tions and those of the Social Security trustees are small. For example, the trustees assume
that covered wages will grow at an average rate of 1.1 percent annuaily; CBO assumes
that growth will average about 1.2 percent. Both sets of assumptions are reasonable.

In your testimony and during the hearing, you stated that—when considering scheduled
Social Security benefits for workers with “middle earnings”—replacement rates will
increase for future Social Security beneficiaries. Yet, in Figure 2-2 from CBO’s June
2004 report, The Outlook for Social Security, replacement rates under scheduled benefits
for workers with “median earnings” remain relatively constant (around 40%) beginning
with the ten-year cohort born in the 1970s. Please explain this apparent discrepancy.
Please include in your answer whether the apparent discrepancy is due to factors other
than any possible difference between “middie earnings” and “median earnings.”

Figure 2-2 from The Outlook for Social Security (June 2004) is reproduced in the testi-
mony in the “Worker at Middle Earnings Level for His or Her Cohort” lines of Figure 3.
The projections differ slightly because the data used in the June 2004 report differ from
those used for this hearing.

The difference between the two sets of lines in Figure 3 is attributable solely to the
different earnings categorizations used. One way to categorize people is to group them by
a specific real earnings level, such as $2,500 a month. Someone at that carnings level
always has the same purchasing power but will fall lower in the earnings distribution over
time. That categorization is used for the lines labeled “Worker at Middle Earnings Level
for 2005” in Figure 3. Alternatively, workers can be grouped by relative earnings—for
example, the middie 20 percent of earners in each cohort, which is the categorization used
for the lines labeled “Worker at Middle Earnings Level for His or Her Cohort” in Figure
3.

In your testimony, you describe three options for achieving solvency of the Social Secu-
rity system that would last at least through the year 2100. Would you please answer the
following questions:

a) Under option 1—which is price indexing—is it the case that all benefits would
decline by 25% over 26 years, and by 50% over 63 years, relative to the Social
Security benefits that are now scheduled?

b) Under option 2—which is so-called “progressive price indexing”—is it the case
that middle-class workers with earnings in the middle fifth of the income distri-
bution who are born today and retire at age 65 would have their benefits cut by
more than 30% relative to scheduled Social Security benefits? Is it also the case
under option 2 that low-income beneficiaries with average career earnings as low
as $15,000 would have their benefits cut relative to scheduled Social Security
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benefits? Under option 2, would benefits to survivors and the disabled be cut
relative to scheduled Social Security benefits?

Option 3 combines changes to indexing, with other changes to the formula by
which Social Security benefits are calculated that roughly mimic longevity
increases that—in effect—raise the normal (full) retirement age. Under option 3,
is it the case that the normal retirement age would—in effect—reach 69 by 2060
and almost 70 by 20807 Is it also the case that under option 3, the two changes in
indexing would reduce benefits by 33% for low-income workers who are in the
lowest fifth of the income distribution, who are born today, and who retire at age
65 relative to scheduled Social Security benefits? For similar workers in the
middle fifth of the income distribution, would benefits be cut by 27% relative to
scheduled Social Security benefits? Is it also the case that under option 3, benefits
for survivors and the disabled would be cut relative to scheduled Social Security
benefits?

When comparing benefits under various proposals to those scheduled under current law,
it is important to remember that under current law, scheduled benefits cannot be paid
once the trust funds are exhausted; at that point, benefits will be more than 20 percent
Jower than scheduled. In contrast, all three of the options considered in this testimony
would keep the trust funds solvent for at least the next 100 years.

)

b}

Relative to scheduled benefits, payments to new beneficiaries would decline by
one-quatter over 26 years and by one-half over 63 years.

Under progressive price indexing, benefits for the middle earnings quintile of the
cohort born from 2000 through 2009 would be about 30 percent below those
currently scheduled. The higher a worker’s average indexed monthly earnings
(AIME), the larger the reduction relative to scheduled benefits. CBO projects that
in 2012, when the changes in benefits begin under this option, the 25th percentile
of the AIME distribution will be about $1,500 in nominal dollars, equal to annual
wages of $18,000. (In 2003, the equivalent level is about $14,000.) However, the
reductions for people with AIMEs just above that level would be small. For
example, by 2040, benefits for the highest earners would be 24 percent lower than
under current law. But for people with AIMEs 10 percent higher than the 25th
percentile cutoff—about $1,650 in 2012-the reduction would be only 2 percent.

As estimated for this exercise, the option works by adjusting the formula used to
compute the primary insurance amount (PIA). The PIA is the basis for all Social
Security benefits, including disability and survivor benefits, so the option would
affect all types of benefits in the same way. However, the effect of progressive
price indexing depends on a worker’s lifetime income, as measured by AIME.
Because workers who die early or claim disability benefits tend to have lower
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AIMEs than other workers, disability and survivors benefits would change less, on
average, under progressive price indexing than retirement benefits would.

c) Under current law, the normal retirement age (NRA) increases to 67 for people
who turn 62 in 2022 or later. Retiree benefits equal the PIA multiplied by a factor
that depends on the age at which benefits are claimed. Under current law, that
factor is less than 1 for people who claim benefits before the NRA, equal to 1 for
those who claim at the NRA, and greater than 1 for those who claim at later ages.
Under the third option, the NRA would not be changed, but those factors would
be reduced relative to current law regardless of a beneficiary’s claiming age. Rais-
ing the retirement age would have a similar effect. The changes in the adjustment
factors are equivalent to increasing the NRA to more than 69 for people turning
62 in 2060 and to more than 70 for those turning 62 in 2080.

Senator Rockefeller

Qb

A)

What is the more immediate fiscal problem—Social Security or Medicare? When will the
Social Security Trust Fund be exhausted? And what will the financial status of the
program be then? And what about the Medicare Trust Fund?

Although the federal government currently spends less on Medicare than on Social Secu-
rity, Medicare—like all health spending—is growing faster. Annual federal Medicare
outlays are projected to exceed Social Security outlays by 2030. Under the assumptions
used for this hearing, CBO projects that the Social Security trust funds will be exhausted
in 2044 and that in that year, revenues will equal 76 percent of outlays. The Medicare
trustees project that the Hospital Insurance Trust Fund will be exhausted in 2020 and that
in that year, revenues will equal 79 percent of outlays.

Senator Kerry

Qb

A)

In your testimony, you describe three options for improving solvency. Could you describe
the effects that the first two options, price indexing and progressive price indexing, would
have on disability and survivor benefits?

As estimated for this exercise, both options work by adjusting the formula used to com-
pute the primary insurance amount. The PIA is the basis for all Social Security benefits,
including disability and survivor benefits, so those options would affect all types of
benefits in the same way. However, the effect of progressive price indexing depends on a
worker’s lifetime income, as measured by average indexed monthly earnings. Because
workers who die early or claim disability benefits tend to have lower AIMEs than other
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workers, disability and survivors benefits would change less, on average, under progres-
sive price indexing than retirement benefits would.

The second option is similar to the President’s progressive price indexing plan. Can you
describe the differences between this option and the President’s proposal?

The President has not made a detailed proposal. The White House has supported “a
sliding-scale benefit formula, similar to the Pozen approach.” (Fact Sheet: Strengthening
Social Security for Those in Need, April 28, 2005). A plan developed by Robert Pozen
was described in a February 10, 2005, memo from Stephen Goss, Chief Actuary of the
Social Security Administration (see www.ssa.gov/OACT/solvency/RPozen_20050210.
pdf). Whereas that plan would leave the primary insurance amount unchanged for the
lowest 30 percent of career-average earners, the option that CBO examined would leave
benefits for the lowest 25 percent unchanged.

On March 22nd, you spoke at the National Association for Business Economics confer-
ence and stated: “Markets recognize that the higher return on equities is compensation for
the higher risk incurred.” Can you expand on this and why you believe the Social Security
debate would be better served if its focus were shifted away from the potential returns of
private accounts invested in stock funds?

The use of risk-adjusted returns informs the debate about trade-offs in Social Security
reform, but those returns are not a predictor of accumulations in investment accounts. To
see why, note that CBO assumes that over the long term, the average real return on equi-
ties will be 6.8 percent. However, equity returns are subject to a great deal of volatility—
in CBO’s analysis, there is about a 10 percent chance that the return in a given year could
be less than -18 percent and a 10 percent chance that it could be more than 37 percent.
Assuming that an individual invested $1,000 annually for 45 years, an average return of
6.8 percent would translate into roughly $270,000 in today’s dollars. However, at the
upper end, there would be a 10 percent chance that the accumulation would be $900,000
or greater, and on the downside, there would be a 10 percent chance that the accumulation
after 45 years would be less than $76,000 (see Figure 1). In short, although the average
rate of return is 6.8 percent, the investment risk inherent in equities translates into
considerable variation in total possible accumulation.

In contrast, consider Treasury securities. CBO assumes that they will yield a 3.3 percent
real return annually. They are also subject to much less volatility. As a result, a similar
comparison of total accumulation over 45 years varies much less (see Figure 1). The
median projection is about $98,000, but there is a 10 percent chance of accumulating
more than $120,600 and a 10 percent chance of accumulating $75,000 or less.
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That is the kind of information about outcomes that documents the trade-offs between
risk and return and that informed investors should seek, financial advisors should
provide, and consultants should give their clients.

A very different question is “What should I do now?” Looking at a range of outcomes
does not indicate whether a person would buy equities, put dollars into Treasury securities
or seek a mix. In the context of Social Security, a beneficiary might have to decide to take
up a voluntary individual account and effectively make a tradeoff between the account
and Social Security annuities in the future.

How do people make those kinds of decisions? Every individual will have an internal
yardstick for tolerating additional risk to gain additional expected returns. For purposes of
analyzing Social Security—a government program-—it is appropriate to use a broad,
market-based measure that shows how much compensation individuals demand, in the
form of higher returns, to induce them to hold the equities that have higher risk. Or, put
another way, people are willing to hold Treasury bonds to avoid exposure to risk that they
find undesirable.

Thus, financial markets are useful for providing information about how individuals place
value now on those alternative futures displayed in the two graphs. One alternative future
has a higher return and a wide range of outcomes. The second has essentially a single path
into the future. Financial markets tell us how to put those outcomes on a level playing
field by noting that the risk-adjusted rate of return, the Treasuries’ 3.3 percent, is the
current valuation of both futures—it makes people indifferent between holding equities or
holding Treasury bonds.

In sum, risk-adjusted returns do not predict the likely accumulation of accounts in the
future. Instead, they are a useful yardstick of value to put trade-offs on a level playing
field. For example, they help inform how to trade off traditional annuities and individual
accounts in a voluntary setting. They also inform budgetary trade-offs both within Social
Security and between Social Security and other government programs.

Senator Schumer

Qb

Dr. Holtz-Eakin, let me follow up on this issue of risk. I know that you are aware of the
Web-based Social Security calculator that my office created, which is also on the Web
sites of many Democratic senators. Some have criticized our calculator for using a risk-
adjusted rate of return for the private accounts, as opposed to simply plugging in a
number for the average annual return in the stock market. Several Nobel-prize winning
economists, the investment firm Goldman Sachs, and even CBO have analyzed Social
Security privatization proposals based on this notion of a risk-adjusted rate of return.
Could you please explain to the Committee why this figure is the appropriate one to use,
as opposed to average stock market returns?
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As noted in the final answer to Senator Kerry, risk-adjusted rates of return are useful in
providing valuations that permit trade-offs to be viewed on a level playing field. How-
ever, they are not the best predictors of the actual outcomes of investments. Thus, to the
extent that the calculator is used to present trade-offs between take-up of voluntary
accounts and traditional Social Security annuities, risk adjustment is useful.
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Statement of Stanford G. Ross
Before Senate Committee on Finance

May 25, 2005

Chairman Grassley, Senator Baucus, and Members of the Committee, I thank you
for the opportunity to testify on achieving sustainable solvency in Social Security. This
is an important subject and I commend the Committee for trying to pursue this goal at
this time. I hope I can be helpful by presenting a viewpoint informed by many years of
experience working within the system.

I am a former Commissioner of Social Security under President Jimmy Carter,
Public Trustee of the Social Security and Medicare Trust Funds under Presidents George
H.W. Bush and William Clinton, and Chairman of the Social Security Advisory Board
under Presidents William Clinton and George W. Bush. I was confirmed to all these
posts by the Senate after being approved by this Committee. I have been intimately
involved with the Social Security system in these capacities for more than 25 years and
have appeared before this Committee many times.

1 care deeply about the Social Security system and believe that it is important to
resolve the current financing issues in a way in which the system can maintain the broad
public support it needs and restore confidence that its goals of providing reliable income
replacement for the elderly, disabled and their dependents and survivors can be sustained.

Social Security Institutions

One of the most disturbing parts of the discussion of Social Security reform to
date has been the undermining of confidence in institutional arrangements such as the
integrity of the Trust Funds. I think it is important for the public to understand that the
Treasury obligations held by the Social Security Trust Funds are backed by the full faith
and credit of the United States like any other obligation of the Treasury. In fact, the
bonds held by the Trust Funds receive a preferred rate of interest and are entirely
equivalent in value and security to those held by the public.

The institutions surrounding Social Security have evolved over a long period.
The independence of the actuaries, the annual reporting, and other governance
arrangements such as an independent Social Security Advisory Board and the presence of
independent public trustees, are all important protections for the public.

The rancor in the present discussion of Social Security is unprecedented. For
nearly 70 years since its enactment, the Social Security system has been broadly
supported by Republican presidents and administrations as well as Democratic presidents
and administrations. Bipartisan approaches supporting Social Security were taken under
Presidents Eisenhower, Nixon, Ford, Reagan and George H.'W. Bush. The present
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Administration is the first Administration that has suggested that the concepts underlying
the system are inherently flawed. In fact, the concepts underlying the system are sound
and the values they reflect of providing income protection for the elderly, the disabled,
and their spouses and dependents on a universal, contributory basis are widely shared by
Americans.

Moreover, the institutions that have evolved to implement these concepts work
well. That is why we know the amount of deficits and what must be done to remedy
them. The Congress has received early warning on an annual basis of the problems for
many years and there is no reason to distrust the long-term viability of the system if the
Congress takes appropriate and timely legislative action. Up until now, the Congress
over 70 years has always done what was necessary to protect the American public’s
interests in a sound Social Security system, and there is no reason to doubt that it will do
SO once again.

Proceed on a Bipartisan Basis

To my mind, there is only one effective way to address Social Security solvency
issues — develop a legislative package on a broadly bipartisan basis. This will inevitably
involve compromise and a willingness to give respect and recognition to a variety of
viewpoints. There is no better place for work on bipartisan approaches to begin than in
this Committee with its tradition of cooperation and comity among members.

Agree on the Size of the Deficit

The first task is to reach a consensus, if possible, on the dimensions of the
problem. The Social Security Actuaries’ 75-year projection is of a deficit equal to 1.92%
of payroll. The Congressional Budget Office’s comparable figures on a 75-year
projection are that there is a deficit of 1.05% of payroll. It would be helpful if these two
projections could be reconciled and, if possible, there was a common projection or at
least a clear explanation of the differences. Projections vary based on assumptions and
methodologies and it is quite possible that there could be reasonable differences based on
varying views on these matters. But clarification is needed as the process moves forward
to help policymakers reach agreement on the size of the deficit.

While the SSA-CBO difference is relatively large, even accepting the Social
Security Actuaries’ projection, the problems of the Social Security system, while serious,
can be addressed in a considered manner and do not, to my mind, present a crisis,. We'
have solved problems of this dimension before. The deficit situation present in 1983
could be viewed as a more difficult challenge because of the imminence of the lack of
funds to pay benefits. In the present situation, it will be several decades before a point of
disruption in benefit payments is reached. Nonetheless, it would be better to address the
financing issues sooner rather than later because the changes that are needed can be less
drastic and the transitions for changes can be implemented in a more measured manner.
Hopefully, this Congress, responding to the priority given to this issue by the President,
will address the subject and resolve it on a basis that lasts for the indefinite future.
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Before leaving this first issue of establishing the dimension of the problem, I
should note that some in the Administration have suggested that the solvency problem
should be resolved based on projections based on an infinite horizon. This would be a
new departure since in the past the 75-year projections of the Social Security Actuaries
have always been used. Importantly, it would appear to make the problem that must be
addressed considerably larger and more difficult to resolve. The infinite horizon
projection of SSA shows a deficit of about 3.6% of payroll. This projection, while
perhaps useful for some purposes, is not to my mind useful from the standpoint of
developing a legislative package. It is not the traditional approach of the Office of the
Actuary and is not generally accepted by the actuarial profession for use in this context.

Since I think the important goal of the Congress ought to be to resolve the
solvency issue of Social Security, I will approach the problem assuming there is to be no
diversion of revenue from the traditional Social Security system to establish individual
accounts. As discussed below, the individual account system suggested by the
Administration would appear to worsen the deficit by about 0.6% of payroll and make
achieving sustainable solvency considerably more difficult. I will also assume the target
should be the 1.92% of payroll deficit based on the Social Security Actuaries 2005
Report, although the Committee may well decide a smaller figure is appropriate based on
the CBO projections. 1 also assume the need to meet the SSA Actuaries’ tests that
sustainable solvency is indicated if the trust fund ratio is projected to be (1) positive
throughout the 75-year projection period and (2) either stable or raising at the end of the
75-year period.

Construct a Balanced Package of Changes

Historically, a bipartisan approach in this type of situation has developed a
balanced package of revenue enhancements and benefit adjustments. This is the
approach that was taken by the Congress in 1983 when the most recent solvency
legislation was enacted. It was also the approach taken in 1977 and, indeed, in 1972
when benefits were indexed for inflation and the attempt was made, unsuccessfully, to
place the system on a basis that would be sustainable automatically for the indefinite
future without the need for periodic legislation to adjust the system.

Some would say that a balanced package of incremental changes that would allow
compromises on a bipartisan basis is mere “tinkering” with the system. I suggest,
however, that this a misunderstanding of what is inevitably involved in changing a large
system like Social Security. Every change affects many people over very long periods
and relatively small, incremental changes that are well designed and carefully
implemented are the best way to change a big system. This is true not only in the United
States, but across countries. Large changes often produce unintended consequences and
harsh results that can undermine public support. Therefore, based on the history of this
system and its critical importance to all Americans, [ would strongly recommend the
same approach that has been taken in the past — a balanced package of incremental
changes.
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Possible Revenue Enhancements

On the revenue enhancement side, there is one obvious possibility for change.
The 1983 changes were based on about 90% of earnings being covered by the system. In
recent years, coverage has been reduced to about 83%. This is partly because of the
greater dispersion of income in recent years in the United States, and partly because of
the increasing amounts of non-cash income, such as in-kind benefits, but 90% is still a
useful standard to reestablish for the system. According to the Social Security actnaries,
restoring the maximum earnings base over a ten-year transition period would produce
about 0.75% of payroll, roughly 40% of the projected deficit.

Another possible revenue enhancement would be to increase the administrative
resources of IRS to close the part of the so-called annual tax gap of $350 billion
attributable to Social Security taxes, perhaps $55 to $65 billion per year. While in the
context of tax reform legislation, improved administration has generally not been scored
as a revenue producing item, we should examine whether in the context of long-term
Social Security projections that it might be treated as a revenue enhancement in the same
way as adding non-cash benefits into the earnings base is credited.

Another possibility is to tax Social Security benefits in a manner similar to private
pension income. The lower income thresholds would be phased out over a ten-year
period. Such a change would produce about 0.33% of payroll. Because the income tax is
structured to not tax lower income workers, they would not be affected. In this regard, it
should be noted that when taxation of Social Security benefits was last changed, the
increased funds were directed to the Medicare Trust Fund. However, it should be
recognized that it would be more appropriate to have this money from taxing Social
Security benefits recycled into the Social Security Trust Fund to be available for payment
of Social Security benefits. Changes in the taxation of benefits would be controversial
and might be hard to reach bipartisan agreement on, but as a matter of policy, taxation is
a far better approach to reducing benefits for upper income earners than other suggestions
that have been made such as progressive indexing, which lack a policy rationale, as
discussed below.

Thus, there are a variety of possible changes that could provide revenue
enhancements of about 0.96% of payroll, roughly one-half of the projected deficit.

Possible Benefit Adjustments

The second part of any bipartisan package will involve benefit adjustments. Iuse
the word adjustments, rather than benefit cuts, in this context advisedly. I think any
changes in the structure of benefits ought to be done in a way that makes them more
efficient and improves fairness.

From this standpoint, I would not make major changes to indexing. The indexing
system that has been arrived at historically, which is basically wage indexing up to the
time of setting the initial benefit and price indexing thereafter, is sound. This system
evolved after much study. The reason for wage indexing of initial benefits is to make
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sure the benefit is in line with economic conditions at the time that a person moves from
worker status to retired status. The reason for price indexing of benefits after someone is
in retirement is that the purchasing power of their benefits should be kept up to date.

It would be particularly inappropriate to change the indexing in calculating the
initial benefit from wages to prices. This would deprive workers of improvements in the
economy over the period of their working lives. So-called “progressive indexing” would
be even worse because it would discriminate among various workers and result in long-
term distortions in the structure of benefits. Thus, too many middle and upper income
workers would ultimately receive a flat benefit and the universality of the program would
be lost. It would be far better if there were to be an attempt to introduce more
progressivity into the system to tax more of the benefits in the same manner as with
private pensions, as discussed above.

There may be ways to improve the accuracy of Social Security cost of living
adjustments. There is a new CPI that takes additional account of consumer behavior and
is viewed by many as a superior measure of purchasing power. Although it would be
controversial since there are other viewpoints, this change would reduce the deficit by
0.35% of payroll and would be entirely in accord with the income replacement goals of
the program.

Another possibility for adjusting the benefit structure would be to change the
formulas for calculating initial benefits. Thus, the number of years used to calculate
benefits could be increased from 35, the present number, to 38 or 40 and phased in over
an appropriate period of five to eight years. These kinds of changes would save from
0.26% to 0.42% of payroll and would be entirely in accord with the goals of existing
formulas to produce an appropriate replacement for eamnings over the entire working life.
In this regard, a credit for years spent outside the paid workforce doing childcare would
be in order. Further changes in the benefit structure to reduce the bend points and
replacement factors are also possible but hopefully would not be needed to achieve
solvency.

One change in the benefit structure that would not be in order at this time would
be a major change in the retirement age, which was raised from 65 to 67 in 1983 with a
protracted phase-in. Until the labor markets adapt to show that older workers will be able
to work longer, further changes in the retirement age are simply a way to cut benefits.
The benefits cut would likely affect the more vulnerable, those less able to work in older
age. As discussed above, there are better ways to adjust benefits. However, eliminating
the existing hiatus in the normal retirement age by speeding up the transition to the
increase to age 67 which was enacted in 1983 would be in order and could save
approximately 0.14% of payroll.

It could be that further increases in the retirement age would be necessary and
appropriate in the longer run to maintain solvency. The actuarial test for solvency
requires stable or rising trust fund rates at the end of the 75-year projection period.
People are living longer and the system may need to be adapted to those circumstances in
the futare.
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‘When approaching the benefit adjustments, the present structure of spousal
benefits should be reviewed and appropriate changes should be made. At present,
spouses get an automatic 50% of the higher earner’s benefit. This can be seen as
discriminatory vis a vis working spouses and lower income spouses. While benefits can
be viewed on a family basis, something like earnings sharing or other methods of
dividing benefits could be developed to achieve greater fairmess.

Another change that would increase costs but would be desirable would be to
develop a minimum benefit that protects low-income workers. A worker with a full
lifetime of work should receive a benefit that provides sufficient income fo aveid poverty.

It would also be helpful if service delivery issues at the Social Security
Administration, particularly with the disability program, could be more forcefully
addressed. At present, there are often long waiting lines at Social Security offices and
inadequate telephone service. Processing of disability claims can take years. The
independent Social Security Advisory Board, while I was Chairman, documented the
presence of these issues and they need to be corrected as promptly as possible. The
public deserves better service. Thus, more resources should be furnished to SSA to
improve benefit delivery structures as part of the implementation of the legislative
package that is constructed.

To summarize, once a figure is reached for remedying the deficit, a package of
incremental changes involving revenue enhancements and benefit adjustments should be
constructed that increases the efficiency and fairness of the system. An illustrative
legislative package is attached to this statement.

Individual Accounts

If individual accounts were set up on a carve-out basis that would divert revenues
from the traditional Social Security system, and would make the deficit in Social Security
finances more difficult to solve. Although a complete actuarial analysis has not yet been
provided, the plan for individual accounts suggested by the Administration would appear
to increase the deficit by a considerable amount, around 0.6% of payroll. It would also
greatly increase public debt, around five trillion dollars over the first twenty years. And
it would make fundamental social security benefits inordinately subject to market risk.

if at the point that a solvency package is achieved, the Congress were to decide to
introduce an individual account system into the legislative package, it could be doneon a
fully financed and fiscally sound add-on basis. The best approach here could be along
the lines that the late Senator Moynihan, a former Chairman of this Committee, once
suggested, which would be simple 2% add-on accounts, 1% contributed on a voluntary or
mandatory basis by the worker with a matching 1% by the government, with
subsidization of lower income workers. Of course, if there was a general budget surplus,
this approach would be more feasible than at a time when large deficits are being run and
there are no government funds available for a matching contribution to provide workers
with an incentive to enter the new system.
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An additional set of considerations that has largely been absent from the debate to
date about Social Security individual accounts involves administrative issues and
implementation of any changes. Countries that have introduced an individual account
system have usually needed to change and adjust it very rapidly. Just as this country had
difficulty when it introduced the indexing of benefits in 1972 and correcting it required
the Congress to return to the subject fairly promptly because of the inadequacies of the
first approach, this need to revise is almost inevitable with a complicated subject like
individual accounts. Some countries have done it so badly, such as the United Kingdom,
that they have both damaged their fundamental income replacement protection and, after
several attempts at reform, not produced an individual account system that adequately
makes up for the erosion of the basic coverage of their state pension system. Evena
small country such as Sweden, which took a great deal of time and introduced the system
on 2 nonpartisan basis, in the sense that all political parties agreed to the changes, had
difficulty with various aspects of implementation.

Given the general fund deficits and the difficulties that would inevitably be
involved in implementation of a new system, it might be better for the time being to
improve the treatment of 401(k)’s and IRA’s as a way of encouraging additional savings
for retirement. Thus, automatic 401(k) accounts, which would reduce some of the
complexity for individuals to participate might well increase private savings. Similarly,
there could be improvements in the structure of IRA’s to make them more useful. While
none of this is necessary to include with a Social Security reform package that is
designed solely to return long-term sustainable solvency to the system, it would be a
useful addition if it were fully financed, for example, by being part of a fiscally balanced
set of tax changes.

Conclusion

1 strongly urge embracing a broadly bipartisan approach to construct a legislative
package of incremental changes to restore financial solvency. If, in the current political
environment, it is difficult for the Congress to achieve this directly, it might consider
appointing a commission along the lines of the 1983 Social Security Commission, which
included Members of Congress, or the recent 9/11 Commission. The President’s
Commission to Strengthen Social Security was constrained by its mandate to make
recommendations that included, among other guidelines, individual accounts, and its
membership reflected a limited number of viewpoints. In contrast, a broadly bipartisan
comrmission with a clear mandate to achieve sustainable solvency and a membership that
was reflective of a broad spectrum of viewpoints could usefully produce an agreed set of
facts and recommendations for the Congress to consider. If such a commission were set
up in the near future, it could be given a year to report and then the Congress would have
a basis for legislation next summer. If the Congress were unable to reach agreement on
the basis of such a broadly bipartisan report, the elections in the fall of 2006 could
provide a public referendum on the issues addressed.

1 will be happy to help the Committee and its members in any way I can and, once
again, I thank you for the opportunity to be here today.
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Mlustrative Legislative Packageto
Eliminate SSA Deficit Projection of 1.92%

Possible revenue enhancements

Restore covered earnings to 90% 0.75

Tax social security benefits ina
ranner similar to private pensions;
or enhanced collection of

payroll taxes 0.21
0.96
Possible benefit adjustments
Make CPI formula more
accurate 0.35
Increase number of years to
calculate benefits from 35 to 40 0.42
Eliminate hiatus in reaching normal
retirement age of 67 and increase
retirement age in future as
necessary 0.14
Revamp spousal benefits, add
minimum benefit, and other
changes in benefit formulas 0.05
0.96

" If the targeted deficit is 1.05% (CBO), fewer of the changes listed above would be
needed. It is important to note that calculating the effects of possible changes are
complex and are only an approximation until an actual package is prepared. These
calculations are for illustrative purposes and based on the 2004 SSA Trust Fund Reports
and a February 7, 2005 memorandum of the SSA Office of the Actuaries that scores
possible individual changes without taking into account their interactions.
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Answers to Questions Submitted for the Record From Stanford G. Reoss
Finance Committee Hearing of May 26, 2005

Senator Rockefeller

I am sorry that I missed the testimony because of a commitment I had at the Intelligence

Committee. I did notice that in your written testimony, Mr. Ross, you noted with dismay
that this is the first administration to suggest that our Social Security system is inherently
flawed. This disturbs me as well.

Thope that you would expand on your thoughts about how the concepts underlying the
system are sound, and what concepts are the most essential to protect as we deal with
solvency.

Answer

The concepts underlying the Social Security system that, I believe, are sound and most
essential to protect are as follows. First, the system provides a modest benefit that can be
the foundation of support in retirement. The present system replaces about 40 percent of
prior earnings for the average worker, and, when the retirement age of 67 is fully phased
i, this will probably be reduced to about 35 percent. This is among the lower
replacement rates of developed countries, but provides a foundation of support that is
essential to maintain. It is important that this be a guaranteed benefit and not subject to
market fluctuations as it would be if individual accounts supplied all or part of this
foundational benefit. It is also important that opportunities be provided on an individual
basis to achieve greater savings for retirement so as to have greater income. Second, it is
important that the program be universal and contributory, as it is.

Senator Kerry

1) In your written testimony, you mentioned that an additional set of considerations
which involves administrative issues and implementation of any changes has largely been
absent from the debate about Social Security. Could you describe these administrative
issues and the type of changes that would need to be implemented, and the impact these
would have on small businesses?

Answer
The principal administrative issues relate to implementation of changes by the Internal

Revenue Service and Social Security Administration, assuming private accounts are
along the lines of the suggestions of the administration to date, which seem to use the
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Thrift Savings Plan as a model. Both of these government organizations have been
inadequately funded in the recent past and have no existing capacity to take on new
challenges such as implementation of an individual account system. Both of these
agencies would require considerable additional resources, particularly in the area of
systems and information technology and additional specially trained personnel. Even
assuming the material and human resources are supplied promptly and adequately,
problems should be anticipated. The experience of every country in the world that has
introduced one of these systems is that even with adequate planning and provision of
resources, there are inevitable problems that require continued revisiting of the subject
and cooperation by the Executive Branch and the Legislative Branch. Thus, it is
important that if an individual account plan is to be implemented it have broad bipartisan
support that can sustain it during the 5- to 10-year period that likely will be needed to
make it operate soundly.

Small businesses have problems presently with withholding on employment taxes, and
these would be augmented if there were additional withholding for an individual account
system. Increased enforcement and taxpayer assistance would be needed to make sure
that there was full compliance by small businesses with the demands of an individual
account system.

2) In your testimony, you advocate the need of a bipartisan solution to address Social
Security solvency. Do you believe private accounts need to be taken off the table before
real discussions can begin on Social Security reform?

Answer

As 1 said in my testimony, it would be better if private accounts were off the table so that
full focus could be on the solvency issues of the basic system. But it is conceivable that,
once the solvency issues are addressed, private accounts could be included in the
legislative package as an “add-on” to enable workers to save additional amounts for their
retirement, provided such an add-on system were fully funded and fiscally sound, so that
it did not deprive the basic system of needed resources.

3) The President has now put forth two proposals to reform Social Security: private
accounts and progressive price indexing. What is the combined effect of these proposals
on the 75-year shortfall?

Answer

Private accounts would greatly increase the deficit. Progressive indexing would reduce
the deficit. The combined effect of these proposals is hard to determine until the
administration presents a full plan for reform of the Social Security system with a
comprehensive actuarial study. To date, a full plan has not been presented nor has a
comprehensive actuarial study been furnished, so that any projection of the combined
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effect of these proposals, and presumably other elements that would be needed to have a
full proposal, are difficult to determine.

Senator Schumer

1) Mr. Ross, in your testimony, you mentioned that the President’s plan for private
accounts would make Social Security benefits “inordinately subject to market risk.” This
is an issue that has come up repeatedly, but up until now it’s been hard to quantify
exactly what that means. According to CBO’s analysis, equity portfolios will do worse
than Treasury portfolios about 15 percent of the time for people who are 35 years or more
from retirement, and anywhere from 15 to 25 percent of the time for people 15 to 35
years from retirement. In other words, more than 15 percent of the people would be
expected to lose money in their private accounts.

Do you think this is an acceptable amount of risk? Supporters of the President’s plan may
spin this to say that the majority of people will be better off. I was hoping you could
explain to the committee why this perspective is problematic for an insurance program.

Answer

I think that a basic benefit at the level of about 35-percent replacement rate, which is
what the system will provide once the new normal retirement age of 67 is fully phased in,
should not be subject to any market risk. It should be a guaranteed benefit that can be a
basic foundation for retirement planning. Market risk can be introduced by IRAs,
401(k)s, and other forms of savings to augment the basic benefit, which should be
guaranteed.

2) Mr. Ross, you alluded to the 1983 Social Security Commission as a model we ought to
use again to improve the solvency of the Social Security system. Some individuals have
criticized the reforms enacted in 1983 as being temporary adjustments that did not
address long-term solvency. Yet, in my view, the Commission did pretty well. Since the
reforms enacted in 1983 will be viable until at least 2041 and possibly until 2052, it
appears that the 1983 Commission took a system that would have become insolvent in a
matter of months and made it sustainable for 60 to 70 years. That’s not half bad. Is there
any reason that today’s circumstances, 20 years later, would prohibit the same kind of
resolution?

Answer

Ithink with the benefit of hindsight, the 1983 Social Security Commission’s approach
can be improved upon. It is possible to make the system solvent over a 75-year projection
period and to ensure that it will not immediately or shortly thereafter go back into deficit,
which was not an issue that was adequately addressed in 1983. To this end, the SSA
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actuaries have added a second test that the trust fund ratios at the end of the 75 years be
stable or rising. Provided that this second criterion is met, there should not be the
problem that was encountered with the 1983 Commission’s approach.

3) Mir. Steuerle talks a lot in his written testimony about how the eligibility ages for
Social Security should be adjusted. Do you think it would be possible, as one element of
reform, to adjust the eligibility ages depending on the type of work performed during
workers’ lifetimes? For example, someone who did physical work would be eligible te
receive benefits at a lower age than someone who did mostly white-collar work, and the
age could be slightly different for each worker depending on how many years of each
type of work they did during their lives. Obviously, we could only do such a change
prospectively. Would such a change be too complicated? Would it be inequitable? I'd
like to hear your views on this.

Answer

It would be difficult to try to categorize workers by the nature of their activity as physical
workers or white collar workers. However, by offering an early retirement age and an
adequate minimum benefit, the workers themselves can adapt the system based on their
personal capacities. It is conceivable that if the retirement ages for normal retirement and
early retirement have to be raised in the future in order to achieve solvency, then it will
become more important to have a minimum benefit, and it will be important to review the
disability program to make sure that it can take care of workers who have a physical or
mental condition that does not allow them to make it to the early retirement age or the
normal retirement age. These are issues, however, that can be best dealt with by general
rules rather than trying to categorize workers by the nature of their activities during their
working lives.
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SOCIAL SECURITY REFORM

Mr. Chairman and Members of the Committee:

Thank you for the opportunity to testify on achieving sustainable balance in
Social Security. Since Social Security was first enacted, vast changes have occurred in
the economy, life expectancy, health care, the physical demands of jobs, the labor force
participation of women, and even the age at which one can be considered old. Yet, we
often debate Social Security as if the type of system we want in 2080 should be
determined by perceptions and measures of society’s needs in 1930, or 150 years earlier.
Much of my testimony will deal with our increasing inability to protect the young, the
truly old, and the vulnerable when Social Security morphs into a middie-age retirement
systerm.

The Social Security debate could and should be part of a larger one in which we
engage our fellow citizens in figuring out how to take best advantage of new
opportunities created by longer lives and better health. How can we spread the gains from
this increased level of well-being and wealth to create a stronger nation with opportunity
for all? And how should we share the costs?

Unfortunately, as now scheduled, the legacy we are about to leave our children is
a government whose almost sole purpose is to finance our own consumption in
retirement, We who are middle-aged or older come nowhere close to paying for the
government transfers we are scheduled to receive, especially once health benefits are
added in. More important, we plan to pay for them by shrinking almost to oblivien the
rest of government that would serve our children and grandchildren.

The impact on the budget is especially large beginning around 2008 because that
is when so many start moving from the working-age population into the retired
population. Assume merely that Social Security, Medicare, and Medicaid continue on
automatic pilot, that interest on the debt is paid, and that as a percentage of GDP existing
levels of revenues are allowed to rise only moderately and defense expenditures decline
only modestly. Then by about 2015 no revenues are left for anything else—not for justice
or transportation or education, not for wage subsidies or education or environmental
clean-up or community development, not for the IRS or national parks——not even to turn
on the lights in the Capitol. The pressure on the budget is not awaiting some magical date
like 2018 or beyond. Social Security and Medicare are already spending much more than
the Social Security tax for Social Security and Medicare, and even this accounting does
not include all the other programs for the retired and elderly in the budget. The pressure
on programs for children and working families is being felt right now, and the fight over
the fiscal 2006 budget makes this glaringly apparent.

Clearly, retaining a necessary share of the budget for our children and
grandchildren means that we must pare the growth rate in elderly entitlement programs.
Nonetheless, I believe that it is possible under existing tax rates to build a Social Security
system that would do a better job than the current one at removing poverty (measured by
relative living standards) and serving the majority of the population when they are truly
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old. If we start with that type of base, then we can move onward to the other debates—
those over how to increase private retirement saving, how many benefits should be
provided to those who are middle-aged, and how much higher benefits need to be for
those who are better off.

MEASURING LIFETIME BENEFITS

Looking at Social Security reform through an annual lens offen distorts the impact
of longer lives and more years of benefits on the costs of the system and the rate of
benefit growth. A more comprehensive and more revealing approach, [ believe, is to look
at the lifetime package of benefits.

Define “lifetime benefits” as the value, at age 63, of Social Security and Medicare
benefits as if they were sitting in a 401(k) account that would earn interest but be drawn
upon over retirement. In today’s dollars, lifetime benefits for an average-income couple
have risen from about $195,000 in 1960 to $710,000 today ($439,000 in Social Security
and $271,000 in Medicare) to over $1 million for a couple retiring in about 25 years (over
$1/2 million in both Social Security and Medicare-—see figure 1). These numbers quickly
reveal what is happening to the budget as a whole. We cannot provide a very large
portion of American couples $1/2 to $1 million of benefits and simultaneously encourage
them to drop out of the workforce for the last third of their adult lives without affecting
dramatically the services that can be provided through the budget to our children and to
working families.

THE SIMPLE ARITHMETIC DRIVING SOCIAL SECURITY REFORM

Despite the confusing aspects of trust fund accounting, rates of return, and
financial measures of solvency, the arithmetic behind Social Security’s current problems
is simple. Once the baby boomers starting hitting retirement, there is a scheduled drop in
workers per beneficiary from more than 3-1 to less than 2-1. To simplify our arithmetic,
let us assume that the drop is exactly from 3-1 to 2-1, and imagine that this drop were to
occur instantaneously. Recall that Social Security is almost entirely a pay-as-you-go
system, despite a slight and temporary buildup in trust funds that ultimately would pay
for only around one-tenth of liabilities under current law. Now consider three workers, A,
B, and C, who each transfer $3,333 and 1/3 to pay $10,000 of benefits to D (figure 2). All
of a sudden C disappears, so only A and B must pay the benefits of D. A and B can
continue to pay $3,333 each. But then D would receive only $6,666 in benefits. Thus, her
benefits would fall by one-third. Or D can be held harmliess, so that she still receives
$10,000. But then A and B would have to increase their payments to $5,000 each. If we
must hold at least one group harmless, then what is required is either a benefit cut of 33
percent or a tax rate increase of 50 percent.
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A MIDDLE-AGE RETIREMENT SYSTEM SERVING THE VULNERABLE
LESSEACH YEAR

Social Security’s current dilemma centers almost entirely on the drop in
scheduled workers per retiree—a labor force issue. Although more saving would be nice,
whether in trust funds or retirement accounts, we are not going to save our way out of this
problem. Consider some of the consequences of the current system.

The system has morphed into a middle-age retirement sysiem.

e Close to one-third of the adult population is scheduled to be on Social Security
within about 25 years. Including adults on other transfer programs, we are
approaching the day when the majority of the adult population will depend upon
transfers from others for a significant share of its support.

e People already retire on average for close to one-third of their adult lives,

e The average Social Security annuity for a man retiring at 62 lasts 17 years, fora
woman 20 years, and for the longer living of a couple at least 25 years. The life
numbers are even higher for those with above-average lifetime earnings because
they have above-average life expectancies.

# When Social Security was young—for instance, in 1940 and 1950—the average
worker retired at about age 68. To retire for an equivalent number of years on
Social Security, a person would retire at age 74 today and age 78 in another 60
years (figure 3).

Almost every year a smaller share of Social Security benefits goes to the most
vulnerable,

e By constantly increasing benefits to middle-age retirees, at least as defined by life
expectancy, smaller and smaller shares of Social Security benefits are being
devoted to the elderly (figure 4). If progressivity is defined by how well the
vulnerable are served, the system is becoming less progressive every vear.

The economy gets hit several ways, not just in terms of costs.

¢ Among the most important, but ignored, sides of the Social Security budget
equation is the decline in growth of the labor force (figure 5), with its additional
effect on slower growth in national income and revenues.

e  When a person retires from the labor force at late middle age, national income
declines. But the decline is borne mainly by other workers, not by the retiree. For
instance, when a $50,000-a-year worker retires a year earlier, national income
declines by approximately $50,000, but most of those costs are shifted onto other
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workers as the retiree starts receiving about $23,500 in Social Security and
Medicare benefits (much more in the future) and pays about $18,300 less in taxes

(figure 6).

e Saving declines because people retire in what used to be their peak saving years.
For instance, when a person retires for 20 years versus 15, he both saves for 5
years less and spends down his or society’s saving for 5 years more.

THE OPPORTUNITY: INCREASING WORKSPANS WHILE PROTECTING
THE VULNERABLE

Believe it or not, there is tremendous opportunity in all of this. People in their late
508, 60s, and 70s have now become the largest underutilized pool of human resources in
the economy. They represent to the labor force for the first half of the 21st century what
women did for the last half of the 20th century. The labor demand, I believe, will be
pewerful, and it is mainly our institutions, public and private, that are blocking us from
making full use of these valuable and talented people.

Keep in mind that this labor force story differs dramatically from that of the past
60 years. Two factors made the remarkable decline in labor force participation among
older men possible: the entry of the baby boom population into the labor force and the
increased labor force participation of women. The net effect over the post-World War 11
period was an adult employment rate that increased over almost all non-recession years
{figure 7). What this tells me is that there is a demand for labor that very possibly would
be met by this extraordinary pool of talented older workers if institutions adjusted to
encourage it and let it happen.

We don’t really know vet how all of this will play out. But if we remove the
disincentives to work, increased labor force participation could make all sorts of budget
decisions easier over the long run. Again, it is because increased labor will add both to
national income and to revenues—thus lessening how drastically programs for the young
AND the old have to be cut.

RE-ORIENTING BENEFITS TOWARD THE OLD

Restoring Social Security to an old-age, not a middle-age, retirement program can
be done partly by increasing the retirement ages (including the early retirement age—clse
it is just an across-the-board benefit cut). A related move would be to backload benefits
more to help those who are older. Whatever the level of lifetime benefit settled uponina
final reform package, actuarial adjustments can provide more benefits later and fewer
carlier. These adjustments can take various forms: adjust benefits upward when Social
Security predicts that average life expectancy has fallen below, say, 12 years (about age
74 in 2005 and indexed for life expectancy in later years) and downward in earlier ages;
or provide a lower up-front benefit in exchange for post-retirement wage indexing.
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A related adjustment would be to provide a better actuarial adjustment for
working longer. Currently we subsidize people to retire early. While lifetime benefits are
about the same for a worker retiring at, say, age 62 or 65 or 68, the worker who stays in
the workforce contributes much more in the way of tax. A greater differential between
earlier and later retirement would be appropriate both from a fairness and an efficiency
standpoint.

These changes in retirement ages and in the lifecycle distribution of benefits have
many positive effects. They progressively move benefits to later ages when people have
less ability to work, lower income, and less help from a spouse to deal with impairments.
Support in old age WAS the original purpose of the program. They put labor force
incentives where they are most effective—in late middle age, including the 60s, when
most people report being in fair, good, or excellent health. When cuts in benefit growth
rates are required, they cause less hardship than almost any across-the-board benefit cut
for two reasons: first, they are more likely to increase revenues, thus making it possible to
afford a better benefit package, and second, they don’t affect the benefits of the truly old
as long as they adjust their work lives in line with the changes in the retirement ages.

1 recognize that some people are concerned about groups with shorter-than-
average life expectancies. But attempting to address their needs by granting many of us
who are healthy a 20th and 21st and 22nd year of transfer support and tens, if not
hundreds, of thousands of dollars in extra benefits for retiring early is a very bad form of
trickle-down policy.

An increase in the retirement age can be combined with other provisions that help,
rather than hurt, groups with shorter life expectancies. One way to do this is to provide a
minimum benefit aimed at lower-income households and at reducing poverty rates (using
a poverty standard adjusted for living standards or wage-indexed) among the elderly.
With such a minimum benefit in place, any of the age-of-retirement adjustments can
actually increase, rather than decrease, the relative share of benefits for groups with lower
life expectancies, since their life expectancies are correlated with lower lifetime earnings.
In fact, with a good minimum benefit, we can increase the income of low-income people
and reduce poverty rates, even relative to current law.

One warning is in order here, however. Some minimum benefit packages end up
more symbol than substance. For instance, they may not be indexed for wages, so don’t
cost much in the long run. Or they have so many years of work requirement that they
don’t help some groups of low-income people, especially women. We need Social
Security and other agencies to provide estimates of the effectiveness of different
alternatives if we want to provide a base of protection.

EVIDENCE ON ABILITY TO WORK

One question that often arises is whether Social Security needs to provide an
increasing share of benefits every year to those further and further from date of expected
death. Three pieces of evidence are provided here: (1) health trends among old and near-
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old; (2) physical demands of jobs; and (3) the ability of people to work at similar ages in
the years before early retirement options and other benefits were made available.

First, older Americans over age 535 seem to be reporting that their health has
improved. Figure 8 reports the share of older adults reporting fair or poor health in two
groups: those age 65-74 and those age 55-64 between 1982 and 2002. Even among those
age 65-74, the fraction reporting fair or poor health is less than one-quarter. The fraction
actually reporting poor health is much smaller still. The rest report being in good or
excellent health.

Similarly, among those age 55 to 59, the share with work limitations has declined
from 27.1 percent in 1971 to 19.5 percent in 2002 (figure 9). Note that a work limitation
does not mean inability to work but, rather, a limitation to do certain types of jobs. In any
case, the trend moves in the same direction: as years pass, fewer people of a given age
have been reporting work limitations.

Survey results such as those just reported, of course, involve qualitative data. We
need to check alternative evidence. A second approach is to try to find trends in physical
limitations of jobs using a similar measure over the years. One source, shown in figure
10, indicates that the share of U.S. workers in physically demanding jobs has declined
from over 20 percent in 1950 to about 8 percent in 1996.

* Finally, let us compare the labor force participation of males with a similar life
expectancy from 1940, when Social Security first paid benefits, until 2001. In figure 11,
we see that about 86 percent of men with about 16 years of life expectancy participated in
the labor force in 1940. That figure remained high until the late 1960s, a few years after
men with a similar life expectancy became eligible for early retirement benefit and after
Medicare benefits were enacted into law. After those enactments, labor force
participation began a very rapid descent to less than 35 percent. It is now beginning to
rise slowly——one more piece of evidence that demand for labor is shifting to older
workers.

It is hard to believe that as the physical demands of jobs have declined, people
have become that much less capable of working. It is more likely that the higher levels of
benefiis in Social Security and Medicare, increasingly available for more and more years
before expected death, have been the major factors driving the drop in labor force
participation.

CHANGING THE DEFAULT

Under current policy, federal government spending grows automatically, by
default, faster than tax revenues as the population ages and health costs soar. These
defaults threaten the economy with large, unsustainable deficits. More important, they
deny to each generation the opportunity to orient government toward meeting current
needs and its own preferences for services. Only by changing the budget’s auto-pilot
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programming can we gain the flexibility needed to continually improve government
policies and services.

Rudolph L. Penner (also a senior fellow at the Urban Institute and a former
director of the Congressional Budget Office) and I have come to believe that there is no
way to get the budget in order without addressing the issue of these defaults. Budget-
irresponsible defaults apply to many programs of government, but the largest are linked
to Social Security and Medicare. As currently structured, these programs are designed to
rise forever in cost faster than national income and revenues—an impossible scenario. In
Social Security, the problem is caused by the combination of more years of retirement
support over time and wage indexing for annual benefits.

Regardless of what Social Security reform is undertaken, some rule should be
adopted that would put the program back into balance over the long term when, for
instance, the trustees report for three consecutive years that the program is likely to be in
long-run deficit. This trigger should force the system’s antomatic features to move
responsibly back toward budgetary balance.

With the trigger pulled, two of many options at that point strike me as particularly
simple and easy to implement. First, the early and normal retirement ages could be
automatically increased two months faster per year than under current law for everyone
younger than, say, 57 in the year the trigger is pulled. Second, in those years, the benefit
formiila could be indexed to the lower of price or wage growth in a way that allows
average real benefits to increase but more slowly than wages.' This approach could be
supplemented by a new special minimum benefit indexed to wage growth. Other
approaches to this option can also be devised to reduce the growth rate of benefits more
for high eamers than for low eamers.”

Of these two options, I prefer increasing the retirement ages since that allows
more revenues for the system and, consequently, higher lifetime benefits for the same tax
rate. Other benefit reductions, as noted, hit the oldest beneficiaries with their greater
needs as well as everyone else. For similar reasons, among the “progressive price
indexing” options, I prefer creating a wage-indexed minimum benefit since that is more
likely to protect the more vulnerable, including survivors, than is a form of progressive
price indexing that continues to spend larger shares of revenue on increasing benefits for
succeeding generations of those with well-above-median lifetime earnings. But,
regardless, the system must be redesigned so that, when on automatic pilot, the default
option leads to a responsible and sustainable budget.

There is, of course, no reason to believe that such automatic changes will alone
lead to a socially optimum Social Security system. For instance, they do not deal with the

! Technically, the so-called bend points in the benefit formula could be indexed to the lower of wage or
price growth. This approach to price indexing differs from some recent proposals that ratchet down future
benefits derived from the current benefit formula by the difference between the rate of growth of wages and
rices.
The term “progressive price indexing” has sometimes been applied to this effort, but there are many ways
to change the growth rate differentially for workers with different levels of lifetime earnings.
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discrimination in current law against single heads of households. The point of changing
the defaults is, rather, to migrate from a system in which the Congress has little choice
but to enact painful benefit cuts to one in which Congress has the opportunity to provide
more generous benefits from time to time—that is, to play tax Santa Claus rather than
Scrooge sometimes, as politics requires.

By creating a system in which the budget automatically becomes ever more
responsive and responsible to future taxpayers and beneficiaries, the door is also open to
spending more now on programs for people who aren’t elderly—especially children-—
and on public investments. Or Congress might use the freed-up resources to make Social
Security benefits more generous to those with low average lifetime earnings or to provide
more cash to lower-income elderly to help pay for medical payments. And, of course,
Congress can always choose to raise taxes to provide a higher benefit growth rate in each
vear, though remaining responsible means making each year’s decision to increase
benefit levels independent of the next year’s.

CONCLUSION

We can and should fix a Social Security system that favors middle-age retirement
and that continually reduces both the shares of Social Security resources for the truly
elderly and the share of total revenues remaining for programs for children and working
families. A reformed system can easily reduce poverty rates (adjusted for live
expectancy), while providing many others among the truly old a lifetime benefit as good,
or better, than most generations have received in the past.
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Responses to Questions for the Record From Dr. C. Eugene Steuerle
Senate Finance Committee Hearing of May 25, 2005

Questions from Senator Baucus

Question 1. It is quite obvious you have given a lot of thought to private retirement
systems. I’d like to ask you about some of your ideas for the private savings system. I’ve
been very interested in automatic enrollment and expanding the Savers Credit. Could you
explain your ideas on those two matters and why you think such changes are important?

Answer to Question 1

I believe there is large and growing evidence that retirement saving increases as options
become easier and more automatic, also as the process is eased for intermediaries (both
employers and financial intermediaries). One piece of evidence came when individual
retirement accounts (IRAs) were limited for high income individuals, and there was a
remarkable drop-off in percentage of the remaining eligible people who then took IRA
deductions. In this case, the banks and other financial institutions simply were not able to
easily tell applicants that they were eligible (e.g., the institutions didn’t know whether the
individuals would have a sufficiently low level of adjusted gross income (AGI) by the
end of the year.

Despite similar tax incentives, participation in 401(k) plans has always been well in
excess of participation in IRAs, even for people eligible for both. People also accept
standards and practices set within the workplace, and are influenced by employer
information. They clearly indicate higher participation in systems where they have
formally to opt out instead of opting in. Another important option is to automatically
increase rates of deposit out of wages as wages increase over time. In part, lethargy —
taking the time to examine and change choices — is a great predictor of behavior. That is,
people often do not take the time to opt in or opt out or change their deposit rates, so the
setting of the default policy is all important. Legal experts tell me that “opt out” types of
policies are probably allowable under current law, but then pension experts complain that
even if something appears to be legal, companies can still get sued anyway under tax
laws, labor laws, and age discrimination laws. Here Congress may want to provide some
additional security against such lawsuits.

Question 2. I wonder if you can explain a little further your idea of giving employers safe
harbor protection from lawsuits about benefits if they hire or retain older workers. Are
you suggesting changing today's antidiscrimination rules and, if so, what specific changes
do you have in mind?

Answer to Question 2
Today’s antidiscrimination laws operate in strange ways to economists simply trying to

measure whether employees are being paid the same total compensation for the same job.
Traditional defined benefit plans, for instance, provide much higher benefits relative to
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cash pay for the same job for different types of workers. Particularly favored are longer-
term workers who are approaching maximum number of years of eligibility. Below that
level and past that level, the percentage of pay paid out in benefits is often much lower.
Or course, this also creates a set of incentives for employers, who are given an incentive
to abandon a plant or move jobs elsewhere if their workforce is in a high pension accrual
stage.

The age discrimination laws now on the books do not deal well with these issues, and
they do not apply well to younger workers or much older workers. Another complication
is that the tax laws sometimes state that pension money cannot be paid until one retires.
Many employers try to get around that requirement by playing a game of allowing people
to retire, then hiring them back but in some slightly different type of job or at fewer hours
or as a consultant, and only after they have been away for awhile.

Employers again fear lawsuits if they try to set up plans differently for different types of
workers. But, for instance, an older worker may cost more in health benefits and more
{or less) in retirement benefits based on age, time until vesting and withdrawal, and other
factors. At times the law almost seems to imply that economic discrimination (paying
different age people different amounts for the same job) is okay and at other times that
legal discrimination can be assessed even when the employer is attempting to avoid
economic discrimination. It is a minefield for employers and employees alike. Yetl
believe that there will be large and substantial demand for older workers, which has
begun already but will accelerate as soon as the baby boomers start retiring.

Much of this is explained in the accompanying study, which I attach in both its shorter
and longer versions.

Question from Senator Schumer

Mir. Steuerle, you talk a lot in your written testimony about how the eligibility ages for
Social Security should be adjusted. Do you think it would be possible, as one element of
reform, to adjust the eligibility ages depending on the type of work performed during
workers' lifetimes? For example, someone who did physical work would be eligible to
receive benefits at a lower age than someone who did mostly white-collar work, and the
age could be slightly different for each worker depending on how many years of each
type of work they did during their lives. Obviously, we could only do such a change
prospectively. Would such a change be too complicated? Would it be inequitable?

Answer

I am not sure how one would make adjustments according to the type of job that a person
has. There is no standard definition of type of work performed, 1 believe, that has
adequate legal standing, even though we may use it for approximate purposes when
conducting statistical studies. Even then, the firm one works for does not tell a lot about
such items as physical demands. Someone moving boxes at a retail store may have a
more physically demanding job than someone pushing computer buttons at a steel mill.
Over time both may also move from job to job within the firm and among firms, and [
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have no idea how one would grant different retirement ages to the person who worked at
a steel mill for 20 years and then at a retail store the next 5 years versus someone who did
the opposite.

Nonetheless, I think there are other ways of dealing with the issue of how to treat those
workers who might have shorter life expectancies because of harder work. Oneis to
make adjustments not on the basis of type of work but on lifetime earnings. In general,
those with lower lifetime earnings are likely to have shorter life expectancies. A good
minimum benefit could insure that there was no loss, on average, in lifetime benefits for
the typical lower-income individual even if retirement age were increased. Yet another
possibility would be to set a maximum benefit amount that could be received at early
ages, say, from 62 to the normal retirement age. In effect, this would provide an
incentive for work in those years, but only to the extent of benefits above some threshold.
For lower-income workers whose benefit fell below that threshold, in effect, there would
be no change, and for slightly higher income workers, the change would be modest. The
largest effect would be for those with higher lifetime earnings.

Still, as people live longer and longer, and life expectancy at age 62 starts increasing
toward and beyond two decades, we must face up to the fact that 62 or 65 is middle age,
not old age. The power of this signal to people should not be discounted.

In sum, I think adjustment by type of work performed would be complicated to
administer and probably inequitable, but there are other ways of achieving what I believe
to the objective of this proposal.
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JOINT COMMITTEE ON TAXATION
May 25, 2005
JCX-38-05

TESTIMONY OF GEORGE K. YIN
CHIEF OF STAFF
OF THE
JOINT COMMITTEE ON TAXATION

AT A HEARING OF THE SENATE COMMITTEE ON FINANCE ON
“SOCIAL SECURITY: ACHIEVING SUSTAINABLE SOLVENCY”

May 25, 2005

Mr. Chairman, Senator Baucus, members of the Committee, thank you for inviting me to
testify today. Ihave been asked to present to the Committee various tax legislative changes that
might be adopted to improve the selvency of the Social Security system. After a brief summary
of current law, I will describe possible changes to the employment tax base and certain options
relating to the employment tax rate and cap. I have included in my testimony very preliminary
revenue estimates of most of the options presented, assuming they are implemented in 2006 with
no fransitional relief or phase-in. These estimates reflect the most recent baseline provided by
the Congressional Budget Office (“CBO”) and, with respect to options to expand the
employment tax base, include outlay effects associated with the impact of the proposals on
Social Security and Medicare benefits as provided to the Joint Committee staff by CBO.

Summary of Current Law

As part of the financing for Social Security and Medicare benefits, a tax is imposed on
the wages of an individual received with respect to his or her employment under the Federal
Insurance Coniributions Act (“"FICA”). A similar tax is imposed on the net earnings from self-
employment under the Self-Employment Contributions Act (“SECA™).

The FICA tax consists of two parts: (1) old-age, survivor and disability insurance
(“OASDTI™), which correlates to the Social Security program that provides monthly benefits afier
retirement, disability, or death; and (2) Medicare hospital insurance (“HI”"). The QASDI tax rate
is 6.2 percent on both the employee and employer (for a total rate of 12.4 percent). The OASDI
tax rate applies to wages up to the OASDI wage base ($90,000 for 2005) (the “tax cap™). The HI
tax rate is 1.45 percent on both the employee and the employer (for a total rate of 2.9 percent).
Unlike the OASDI tax, the HI tax is not limited to a specific amount of wages, but applies to all

wages.



175

Similarly, the SECA tax has two components. Under the OASDI component, the rate of
tax is the combined employer and employee rates under the OASDI portion of FICA (12.4
percent). Under the HI component, the rate is the combined employer and employee rates under
the HI portion of FICA (2.9 percent). The OASDI portion of SECA tax is subject {o the same
fimit as under FICA, L.e., this component is capped at $90,000 of self-employment income (for-
2005). The amount of self-employment income subject to HI taxes is not capped.

For SECA tax purposes, net earnings from self-employment generally include gross
income derived by an individual from any trade or business carried on by the individual, less the
deductions attributable to the trade or business. Specified types of income or loss are excluded,
such as rentals from real estate in certain circumstances, dividends and interest, and gain or loss
from the sale or exchange of a capital asset, from timber and certain mineral property, or from
other property that is neither inventory nor held primarily for sale to customers.

Possibie Changes to the Employment Tax Base

Before considering possible employment tax rate changes or an increase to the
employment tax cap, the Committee should examine areas in which the employment tax base is
not comprehensive. Distortions created by exceptions to the base may be exacerbated if they are
permitted to continue with an increase in tax rates or the tax cap. Set forth below are a number
of possible ways to improve the comprehensiveness of the employment tax base. Almost all of
these options were included in the recent Joint Corumittee staff report on “Options to Improve
Tax Compliance and Reform Tax Expenditures.” As you know, this report was prepared in
response to a request from the Chairman and Ranking Member. A detailed description and
analysis of these options may be found in the published report.

1. Modify Determination of Amounts Subject to Employment Tax for Partuners and S
Corporation Sharcholders

Present law provides different employment tax treatment of individuals who are owners
of interests in passthrough entities and perform services in the business. 8 corporation
shareholder-employees are treated like other employees, and therefore their wages from the
corporation are subject to FICA tax. In contrast, a broader category of income of general
partners, that is, the partners’ distributive share (whether or not distributed) of income from any
trade or business carried on by the partnership, is subject to SECA tax. The distributive share of
income of limited partners is generally not subject to employment tax, and the employment tax

' joint Committee on Taxation, Options to Improve Tax Compliance and Reform Tax
Expenditures (JC8-02-05), January 27, 2005. The report proposes a number of options relating to FICA
and SECA taxes. The proposals relating to FICA may have the effect of increasing FICA taxes imposed
on some employers and employees. Likewise, the proposals relating to SECA taxes may have the effect
of increasing SECA taxes for some individuals. In the case of individuals whose earnings equal or exceed
the OASDI taxable wage base without regard to a proposal, only HI tax will apply to the additions!
earnings that result under the proposal. The FICA and SECA proposals will result in increasing revenues
for the Social Security and Medicare programs. In addition, requiring additional amounts to be subject o
FICA and SECA taxes may increase benefits for some individuals, as well as long-term costs under such

programs.
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treatment of partners who are neither limited nior general partners is uncertain. These differences
may cause a taxpayer’s choice of business form to be motivated by a desire to avoid or reduce
employment tax, rather than by nontax considerations.

Certain of these distinctions arise as a result of outdated State law concepts. For
example, because State law historically prohibited limited partners from performing services for
their parinerships, their share of partnership income, except for guaranteed payments received by
the partner for services rendered, was not made subject to SECA tax. Many State laws no longer
have this limitation. In addition, there is much uncertainty caused by the widespread use of
limited Hability companies (“LLCs”), which are generally treated like partnerships for Federal
tax purposes. Some LLC owners may view themselves as comparable {o limited partners for
employment tax purposes and some may take the position that neither SECA nor FICA tax

applies.

A shareholder of an S corporation who performs services as an employee of the S
corporation is subject to FICA tax on his or her wages, but generally is not subject to
employment tax on the shareholder’s distributive share of income. It has become increasingly
comron for individuals who perform services in businesses that they own to choose the §
corporation form to seek to reduce their employment taxes. S corporation shareholders may pay
themselves wages below the tax cap, while treating the rest of their compensation as a
distribution by the S corporation in their capacity as shareholders.” They may take the position
that no part of their S corporation distributive share is subject to employment tax. While present
law provides that the entire amount of an S corporation shareholder’s reasonable compensation is
subject to FICA tax in this situation, enforcement of this rule by the government may be difficult
because it involves factual determinations on a case-by-case basis.

Under the proposal in the Joint Committee staff report, the present-law rule for general
partners generally applies to any owner of a partnership or S corporation (including a general or
limited partner, an owner of an LLC treated as a partnership for Federal tax purposes, and a
shareholder of an S corporation) for SECA tax purposes. Thus, all such owners are generally
subject to SECA tax on their distributive shares (whether or not distributed) of the entity’s
income. As under present law, specified types of income are excluded from SECA tax, such as
certain rental income, dividends and interest, certain gains, and other items. However, under the
proposal, in the case of a service entity, all of the owner’s net income from the entity is treated as
net earnings from self—emponnrmnt.3 If any owner does not materially participaie in the trade or
business of the entity, a special rule provides that only the owner’s reasonable compensation
from the entity is treated as subject to SECA tax. Thus, some general partners who are subject to

? Because the HI component of the FICA and SECA taxes has no wage cap, this approach may
be viewed as a tax planning opportunity with respect to HI tax even at higher wage levels.

3 A service entity is an entity, substantially all of whose activities involve the
performance of services in the fields of health, law, engineering, architecture, accounting,
actuarial science, performing arts, or consuliing (similar to Internal Revenue Code sec.

448(d)(2)).
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SECA tax on their distributive shares of partnership income under present law will be subject to
SECA tax only on reasonable compensation from the partnership under the proposal.

The conceptual premise of the proposal is that the base for FICA and SECA taxes is labor
income. The proposal applies this notion more uniformly than does present law to individuals
who perform services for or on behalf of a passthrough entity in which they own an interest (i.e.,
a partnership, limited liability company, or S corporation). The proposal {reats such individuals
similarly to sole proprietors, as well as similarly to each other. Not only does this more uniform
treatment improve the faimess of the tax law and increase the internal consistency of the tax
rules, it also tends to improve tax neutrality by reducing the importance of FICA and SECA tax
differences in taxpayers” choice of business entity.

Over the period 2006-20135, this option is estimated to increase on-budget revenues by
$36.3 billion, increase off-budget revenues by $28.2 billion, and increase outlays by $0.5 billion,
for a net increase in revenues of $64 billion overall.

2. Impose Withholding on Certain Payments Made by Government Entities

IRS studies have consistently shown that the underreporting of compensation income by
sole proprietors and others not subject to wage withholding is the single largest contributor to the
tax gap. To address this problem, the Joint Committee staff report includes a proposal to impose
withholding on certain government payments for goods and services that are not currently
subject to withholding. Because such payments represent a significant part of the economy, the
proposal can be expected to improve compliance to a significant extent without burdening any
private sector payors. The proposal thus attempts to balance the goals of improving compliance
and not creating undue administrative burdens. The proposal exempts smaller governmental
entities from the withholding requirement.

This proposal can be expected to increase income tax and employment tax revenues, both
by collecting some tax from the transaction and by stimulating voluntary reporting and payment
of tax apart from any amounts actually withheld. Other proposals in this arca have been
suggested which would impose withholding in additional situations. For example, the National
Taxpayer Advocate has proposed imposing withholding on all payments to nonemployees.*
Proposals that increase withholding could generally be expected to have additional positive
impact on both income and employment taxes.

Over the period 2006-20135, this option is estimated to increase on-budget revenues by
$6.4 billion.”

4 National Taxpayer Advocate, 2004 Annual Report to Congress, Publication 2104 (Rev. 12-
2004), at 484. The proposal is discussed in detail in National Taxpayer Advocate, 2003 dnnual Report to
Congress, Publication 2104 (Rev. 12-2003) at 256-269.

S At present, the estimate for this proposal does not separately identify the income tax effect
from possible FICA or SECA effects and does not incorporate the most recent CBO baseline.
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3, Provide Consistent FICA Treatment of Salary Reduction Amounts

Under present law, certain retirement and other employee benefits may be provided
through salary reduction contributions by employees. Present law provides inconsistent
treatment of such salary reduction amounts for FICA purposes. Contributions made to tax-
favored retirement plans by salary reduction, such as contributions to 401(k) plans (including the
Federal Thrift Savings Plan), are wages for FICA purposes. However, salary reduction amounts
used to provide other benefits are excluded from wages for FICA purposes. The types of
nonretirement benefits that may be provided on a salary reduction basis include health coverage
(insurance as well as reimbursement of expenses not covered by insurance), dependent care
assistance, certain group-term life insurance, and qualified parking, van pooling and transit
benefits.

Legislative history indicates that salary reduction retirement contributions are included in
the FICA tax base in order to avoid undermining that base and making the Social Security
system partially elective. This rationale for the FICA treatment of retirement plan contributions
made by salary reduction applies equally to salary reduction amounts used to provide other

benefits.

The Joint Committee staff report proposes providing consistent treatment of salary
reduction amounts for FICA purposes. One effect of the proposal is to provide more consistent
FICA treatment of amounts paid by employees to purchase benefits, regardless of whether the
benefits are provided through an employer-sponsored plan. For example, under present law, an
employee who cannot purchase health insurance through his or her employer must pay FICA tax
on his or her salary, including any amounts used to purchase individual health insurance
coverage. Under the proposal, similar FICA treatment applies to salary reduction amounts used
to purchase health insurance coverage on a salary reduction basis.

Qver the period 2006-2015, this option is estimated to increase on-budget revenues by
$42.4 billion, increase off-budget revenues by $182.9 billion, and increase outlays by $2.6
billion, for a net increase in revenues of $222.7 billion overall.

4, Conform Calculation of FICA Taxes and SECA Taxes

The Social Security Act amendments of 1983 were intended to place SECA taxes on the
same economic footing as FICA taxes. This involved equalizing the FICA and SECA tax rates
for the first time. At the same time, self-employed taxpayers were allowed a deduction from
self-employment earnings in recognition of the fact that such eamings include the “employer
share” of SECA taxes, whereas FICA tax rates apply to wages exclusive of the employer share of
FICA tax. However, due to a mathematical inconsistency in the calculation of the deduction for
SECA purposes, self-employment income is taxed more favorably than wages. The Joint
Committee staff proposal modifies the formula for calculating the deduction from self-
employment eamings to make SECA taxes economically equivalent to FICA taxes. Under the
proposal, the dollar amount of the deduction from self-employment earnings is equal to one-half
of SECA taxes owed.
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Over the period 2006-2015, this option is estimated to increase on-budget revenues by $3
billion, increase off-budget revenues by $1.6 billion, and increase outlays by less than §50
million, for a net increase in revenues of $4.6 billion overall.

8. Modify FICA Tax Exception for Students

Under present law, FICA taxes do not apply to services performed by a student who is
enrolled and regularly attending classes at a school, college, or university. Legislative history
provides that this exception (referred fo as the “student exception”) is intended to apply to
situations in which the employment is part-time or intermittent and the total amount of earnings
is only nominal, the payment of tax is inconsequential and a nuisance, and the related benefit
rights are also inconsequential. However, the student exception has been viewed by certain
taxpayers as applying more broadly to include situations that are similar to full-time
employment.

The scope of the student exception has been the subject of uncertainty in recent years,
particularly with respect fo its application to medical residents. In two cases, courts have held
that the student exception applies to medical residents performing services at a hospital or other
medical facility, whereas another court has held that medical residents are not students for
purposes of the exception. Uncertainty as to the proper scope of the student exception results in
part from a lack of clear standards for applying the exception.

The IRS issued final regulations in December 2004 relating to the terms “school, college
or university” and “stadent” for purposes of the student exception. Although these regulations
help to clarify the scope of the student exception, clear statutory standards would make the
exception more administrable. The Joint Committee staff report proposes codifying the IRS
regulations that clarify the scope of the present-law student exception. In addition, the report
proposes amending the student exception so that it does not apply to individuals whose earnings
subject to the exception exceed an annual dolfar limit. The original intent of the exception can
be implemented more effectively through such a dollar limit.

Under the proposal, the student exception applies to an individual for a year only if the
indjvidual’s earnings from the school, college, or university are Jess than the amount needed to
receive a quarter of FICA coverage for the year (3920 for 2005). Thus, if an individual’s
earnings exceed the limit, the individual’s camings are subject to FICA, regardless of whether
the individual otherwise meets the requirements for the student exception. If the limit is
exceeded, all of the individual’s earnings are subject to FICA, including earnings up to the limit,
thus enabling the individual to receive at least one quarter of coverage for the year.

Over the period 2006-2015, this option is estimated to increase on-budget revenues by
$0.5 billion, increase off-budget revenues by $3.0 billion, and increase outlays by less than $50
million, for a net increase in revenues of $3.5 billion overall.

6. Apply Employment Taxes to Sales Incentive Payments Made by Manufacturers

Under current IRS guidance, commissions or other sales incentive payments paid by a
manufacturer or distributor to sales people employed by a dealer are includible in gross income,
but are not subject to FICA or SECA taxes. The basis for this position with respect to FICA
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taxes is that the sales incentive payments are not wages because the sales people are not
employees of the manufacturer or distributor.® Further, because the sales people are employees
of a dealer, they are not self-employed and therefore not subject to SECA taxes. In contrast, in
other circurnstances, under present law, amounts received for services performed by an employee
from a person other than the employer are generally treated as wages to the same extent as
amounts received from the employer. Although services performed by sales people who are the
employees of a dealer benefit the manufacturers and distributors of the products sold, treating
sales incentive payments as compensation for services for the manufacturer or distributor creates
an artificial standard that canses inconsistent employment tax results. In effect, by structuring
compensation as payments from a manufacturer or distributor, the parties can determine among
themselves to what extent compensation will be subject to employment taxes. This undermines
the employment tax base. Sales incentive payments are compensation for services and,
therefore, should be subject to either FICA or SECA taxes.

The Joint Committee staff report proposes that sales incentives payments made by
manufacturers or distributors to sales people employed by dealers are wages for FICA tax
purposes, regardless of whether an employment relationship exists between the sales people and
the manufacturers or distributors.

Qver the period 2006-2015, this option is estimated to increase on-budget revenues by
$0.1 billion, increase off-budget revenues by $0.4 billion, and increase outlays by less than $50
million, for a net increase in revenues of $0.5 billion overall.

7, Extend Medicare Payroll Tax to All State and Local Government Employees

Most workers pay HI taxes during their entire working lives. However, State and local
government workers are not covered by Medicare or subject to the HI tax if they were hired
before March 31, 1986, and they are not covered by a voluntary agreement and are covered by a
retirement plan. Even though not subject to the HI tax with respect to such employment, many
State and local government workers receive the same Medicare coverage as other workers, either

through other employment or spousal coverage.

The Joint Committee staff report proposes extending Medicare coverage on a mandatory
basis to all employees of State and local governments, without regard to their dates of hire or
participation in a retirement system. Such employees and their employers would become liable
for the HI tax and the employees would earn credit toward Medicare eligibility based on their
covered earnings. Expanding the HI tax to all State and local government workers would
increase the equity of the payroll tax system. Extending the hospital insurance tax to all State
and local employees places such employees in a comparable position to most other workers.

® Under current IRS guidance, sales incentive payments are also not subject to income tax
withholding.

7 The proposal also subjects such payments to income tax withholding.
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Over the period 2006-2015, this option is estimated to increase on-budget revenues by
$4.9 billion and increase outlays by less than $50 million, for a net increase in revenues of $4.9

billion overall.
8. Additional Proposals

The Joint Committee staff report contains other proposals that, while not specifically
targeted at employment taxes, may have an effect on such taxes. For example, as part of a
proposal to provide consistent treatment for all taxpayers for dependent care expenses, the report
includes an option to repeal the exclusion for employer-provided dependent care assistance, This
proposal would have an effect on both income and employment taxes. Similarly, as part of a
proposal to provide more consistent treatment for education expenses, the report includes an
option to repeal the exclusion for tuition reductions. This propesal would likewise have an effect
on both income and employment taxes. Other proposals that would have the effect of modifying
exclusions or the calculation of net income from self employment could also have effects on

employment taxes.

Proposals beyond those contained in the Joint Committee staff report may also merit
exploration. For example, as mentioned previously, the National Taxpayer Advocate has a
proposal that would extend withholding to all payments to service providers subject 1o
information reporting. Such a proposal raises issues in addition to those raised by the Joint
Committee staff option, If adopted, it could also be expected to further increase employment tax

TEVENUCSs.

As another example, the Joint Committee staff option that would impose FICA taxes on
all benefits provided on a salary reduction basis could be expanded. One possible option would
be to provide that nonretirement employee benefits are subject to FICA taxes. Such a proposal
would provide consistent FICA tax treatment with respect to such benefits. A variety of issues
would need to be addressed under such a proposal that do not arise under the published Joint
Committee staff option. For example, valuation issues do not arise under the published option
because the amount of salary reduction is known. However, valuation issues may arise with
respect to benefits that are not provided on a salary reduction basis. Other policy issues may also
arise. Depending on how broadly this option is designed, it could be expected to increase
significantly FICA tax revenues and may also increase Social Security benefits for some

individuals.

Proposals Relating to Employment Tax Rates and the Employment Tax Cap

In addition to, or in conjunction with, expanding the employment tax base, the solvency
of the Social Security system could be addressed by modifying employment tax rates or the
employment tax cap. I present hiere some possible options for discussion purposes,

® ‘The very preliminary estimates presented with respect to these options do not include possible
increases in outlays due to increases in benefits.
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1. Remove Employment Tax Cap

For the period 2006-2015, removing the cap on wages subject to the QASDI portion of
FICA and SECA taxes, and maintaining the present-law rate, is estimated to increase off-budget
revenues by $1,477 billion and decrease on-budget revenues by $233 billion, for a net increase in
revenues of $1,245 billion overall.

An alternative would be to apply a lower rate to wages above the present-law tax cap.
For example, a tax could be imposed at a rate of 2.9 percent’ on wages above the present-law tax
cap. The rate of tax on wages below the tax cap would remain unchanged. The 2.9 percent
would be in addition to present-law HI taxes of 2.9 percent. This proposal is estimated to
increase off-budget revenues by $352 billion and decrease on-budget revenues by $55 billion, for
a net increase in revenues of $297 overall for the period 2006-2015.

Removing the cap would help increase the solvency of Social Security and would
increase the degree of progressivity of the Social Security tax structure. It would raise marginal
tax rates on all earners currently above the cap. Removal of the cap would require a decision as
1o whether benefits should increase for such taxpayers. Increasing benefits for the highest wage
earning taxpayers may not be desirable given Social Security’s current long-run imbalances. On
the other hand, to raise the taxes on the highest earners without commensurate benefit increases
would further break the link between earnings and Social Security benefits. A similar proposal
with a lower tax rate for the earnings above the current cap would present similar issues but
would raise less revenue.

2. Remove Employment Tax Cap, and Lower Employment Tax Rate

An alternative proposal is to remove the cap on wages subject to the OASDI portion of
FICA and SECA taxes, but lower the rate on wages so that the proposal is close to revenue
neutral. Such a proposal would not increase Social Security revenues, but is provided as a means
of iflustrating the trade offs between the rate and the base for the tax. 1fthe tax cap were
removed, it is estimated that the rate on the emploalee portion of OASDI taxes could be reduced
by 1.8 percent, for a resulting rate of 4.4 percent.”” This proposal would result in a decrease in
revenues of $2.2 billion over the period 2006-2015.

Removal of the cap while lowering the rate would have effects similar to the first option
above with respect to progressivity of the Social Security, though to a greater degree. Taxes
would rise for high earners and fall for low eamers, increasing the degree of progressivity of the
Social Security tax structure. These changes would increase labor supply incentives for workers
currently below the cap, while decreasing such incentives for those above the current cap.
Similar to the first option (and raising similar issues), a decision would have to be made as to
whether higher wage taxpayers would also receive higher benefits due to the expanded wage

? Tt is assumed that one-half of the rate increase is imposed on employers and one-half on
employees.

19 11 i5 assumed that the rate on the employer portion of OASDI taxes remains the same as under
present law.
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base. Also, just as increasing benefits for the highest wage eamning taxpayers may not be
desirable given Social Security’s current imbalances, this option’s lowering of the rate of tax

might be similarly viewed.
3. Raise the Employment Tax Cap to Apply to 90 Percent of Covered Wages

Raising the employment tax cap so that it applies to 90 percent of covered wages in 2006
and thereafter would result in a tax cap of $170,000 for 2006 (from a projected cap of $93,000
under present law). For the period 2006-20135, this proposal would increase off-budget revenues
by $664 billion and decrease on-budget revenues by $86 billion, for an increase of $578 billion

overall.

Raising the cap to cover 90 percent of wages would help increase the solvency of Social
Security. Applying OASDI taxes to 90 percent of covered wages was expressed as a goal of
Congress in the past when issues of Social Security solvency were being addressed.!! Over time,
indexation has not maintained this level because of greater earnings growth of individuals with

wages over the tax cap.

Raising the cap would place the greatest relative burdens on those with earnings near the
new cap, and cause marginal tax rates to rise sharply for those with eamings between the new
and the old cap. For this reason, this change could be viewed as regressive as the “lower wage”
segment of those with eamnings above the current tax cap would experience the greatest
percentage increase in taxes. The same issues as in the options above arise as to whether benefits
would increase for the affected taxpayers.

4. Raise Employment Tax Rate

The rate of OASDI tax could be increased. For example, increasing the OASDI tax rate
by one-percentage point (one-half of which would be imposed on employers and one-half on
employees) would increase off-budget receipts by $579 billion and decrease on-budget receipts
by $61 billion, for a net increase in revenues of $519 billion overall for the period 2006-2015.

Raising rates without altering the cap would help increase the solvency of Social
Security. Marginal tax rates would increase for taxpayers below the cap, but remain unchanged
for those above the cap. Regardless of the rate chosen, this approach distributes the increased tax
in direct proportion to a taxpayer’s current tax—that is, it maintains the current degree of
progressivity of the Social Security tax and benefit structure. Since the tax base is not changed,
this approach does not automatically raise issues related to the benefit side of Social Security that

arise when the tax base is altered.

1 See H.R. Rep. No. 95-702(Part 1), 95® Cong., 1% sess. and H.R. Conf. Rep. No. 95-839, 95"
Cong., 1™ sess,
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5. Additional Options

Congress could increase the solvency of Social Security by seeking revenues ouiside of
the traditional payroll tax approach. Clearly there would be many ways to do this, spanning all
of the Federal government’s revenue sources. But all revenue raising measures would
necessarily involve base broadening or tax rate increases.

Seeking revenues outside of the payroll structure would represent a major change to
Social Security financing. Depending on how the revenue was raised, the Social Security system
could become either more progressive or less progressive. To the extent Social Security is
funded from general Federal revenues, some might view the change as further breaking the link
between earnings and Social Security benefits.

& * L3

The Joint Committee staff looks forward to working with the Comumittee on the proposals
contained in the report, as well as in developing additional proposals of interest to the
Committee.

Thank you for the opportunity to testify.
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Honorable Charles Grassley

United States Senate JUN 2 ¢ 2005
SH-135

Washington, DC 20510

Dear Senator Grassley:

This letter responds to questions submitted for the record by you and Senator Rockefeller
in response to my testimony before the Senate Committee on Finance on May 25, 2005, at the
hearing on “Social Security: Achieving Sustainable Solvency.”

As you requested, the attached table provides year by year revenue estimates for the
employment tax options included in the recent Joint Committee on Taxation staff report on
“Options to Improve Tax Compliance and Reform Tax Expenditures” that 1 discussed in my
testimony. These estimates differ from those included in that report, in part, because they reflect
our most recent baseline. In addition to providing the total revenue effect of each proposal, we
have also provided the on-budget effects, which consist of income taxes and the Medicare
Hospital Insurance (“HI”’) component of FICA and SECA, and the off-budget effects, which
consist of the old age, survivor and disability insurance ("OASDI") component of FICA and
SECA. The off-budget receipts are dedicated 1o the Social Security Trust Fund. In addition, the
table shows preliminary estimates of the outlay effects associated with each proposal as provided
to us by the Congressional Budget Office (“CBO”). Please note that these proposals were
estimated as stand-alone provisions and therefore do not include any interaction effects. Also,
there are other provisions included in our report that could have off-budget effects, such as the
proposal to impose withholding on certain payments made by government entities and the
proposal to provide uniform treatment for dependent care benefits. At present, we have not
updated the revenue estimates for these proposals, as included in our report, to incorporate the
most recent CBO baseline and to separate the on-budget effects from the off-budget effects.

We have forwarded Senator Rockefeller’s question regarding the effects of these
proposals on Social Security’s long-term shortfall to the CBO. In addition, Senator Rockefeller
also asked how much of the cost of private accounts carved out of OASDI revenues could be
covered by the employment tax proposals included in the recent Joint Committee on Taxation
staff report. The cost of such a proposal would depend on a variety of factors, including whether
the accounts were mandatory or voluntary, and if voluntary, on the amount of participation,
which would depend on the particulars of the proposal. However, for purposes of comparison,
we estimate that the proposal to provide consistent FICA treatment of salary reduction amounts
would increase OASDI revenues by about 2.5 percent ($183 billion) of projected baseline
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Congress of the United States
JOINT COMMITTEE ON TAXATION
Blaghingren, BT 205150453

Honorable Charles Grassley Page 2

United States Senate
OASDI revenues ($7,591 billion) over the 2006-20135 budget window (as projected by CBO in
their 2005 economic and revenue forecast).

1 hope this information is helpful to you. Please let me know if we may be of further
assistance in this matter.

?incerely,

A i L.
A Véw RV
W(/E’L }

George K. Yin

s

o

o
T,

e

ce; Susan Jenkins

Enclosure: Table #05-2 101
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COMMUNICATIONS

STATEMENT FOR THE RECORD
United States Senate Committee on Finance

Hearing Title: “Social Security: Achieving Sustainable Solvency”
Hearing Date: May 25, 2005

Submitted by David J. Clark, CPA

Chairman Grassley, Senator Baucus and Members of the Committee, I thank you
for the opportunity to provide my Statement for the Record.

I am a practicing Certified Public Accountant (CPA) in California. I have
significant “hands-on” experience with many of the issues raised in this hearing. The
opinions expressed herein are mine and should not be attributed to any of the
organizations with which I am associated.

As you know, George K. Yin, Chief of Staff of the Joint Committee on Taxation
(JCT), presented testimony at this hearing. Part of his testimony referred to a report
prepared by the staff of the JCT titled “Options to Improve Tax Compliance and Reform
Tax Expenditures” (JCS-02-05), January 27, 2005.

Page 98 of the above report in the first paragraph under Reasons for Change
states: “The uncertainty in treatment creates an opportunity for abuse by taxpayers
willing to make the argument that they are not subject to any employment tax (FICA or
self-employment), even though this argument is contrary to the spirit and intent of the
employment tax rules.”

This statement is misleading. According to committee reports, section
1402(a)(13) was added in 1977 to prevent passive investors who do not perform services
from obtaining social security coverage. (House Committee Report on Pub L No. 95-
216, 91 Stat 1509 [1977].)

The 1977 law was intended to limit benefits. Arguably similarly-situated
taxpayers (i.e., LLC members) should also have been denied benefits. Therefore, at the
time, it would have been an “abuse” to try to obtain coverage for similarly-situated
taxpayers.

Times have changed. We are now in a “raise revenue” rather than “limit benefit”

world. It is now political to argue that it is an “abuse” to “avoid or reduce employment
tax.”

(189)
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1 believe the “Reasons for Change” in the JCT report should be factually accurate
rather than politically colored. The “opportunity for abuse” and “contrary to the spirit”
language should be removed or an explanation to the effect that “we need money now”
added to explain the shift in emphasis that has occurred over the years. Either that, or
make clear the consistent position that benefits are not available to similarly situated
taxpayers.

There are many taxpayers and practitioners who want to do the “right thing,”
whatever that is. There is no guidance in this area and there has not been for a long time.
The JCT report {(and any forthcoming legislation) should provide that guidance rather
than place blame.

With respect to the last paragraph under Reasons for Change, there are nontax
reasons that dictate “choice-of-business form” decisions. A “desire to avoid or reduce
employment tax” is not the sole motivation to choose one form over another. I believe
this statement is overbroad.

Finally, it occurs to me that much of the perceived benefit of expanding the
revenue base in the above fashion might be eroded if many of the affected taxpayers see
fit to elect to contribute their new found “earned income” into retirement plans.

Respectfully submitted,

David J. Clark
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WHITHER SOCIAL SECURITY?
Donald S, Grubbs, Jr, 1D, F.S A

June 21, 2005

When 1 chose “Whither Social Security?” as a title for this talk, I had some trepidation that if I didn’t
clearly enunciate the first H in whither, some might mistake me as one who expects Social Security to
wither away. 1 am not.

Since much of the discussion involves changes in Social Security’s benefits, I'm going to start with a
quick summary of the benefits we have now. I'll only mention the major provisions as they apply to most
people; there are lots of exceptions.

First, who is covered? Almost all employees and self-employed persons in America are covered. There
are two principal exceptions. First, federal government employees hired before 1984 are generally
excluded because they are covered under a separate program which is quite generous. Second, state and
Jocal governments are permitted to exclude their employees. Most of these state and local government
employees are covered under government employee plans which are equivalent to Social Security plus a
supplemental pension plan. But if a state government employee leaves employment before becoming
vested in any benefit, he may get nothing from the state’s plan and may get a smaller Social Security
benefit than if he had been covered under Social Security during those years.

Homemakers who are not paid compensation are not covered under Social Security.

The 1935 Social Security Act provided only old age benefits. Survivor benefits were added in 1939 and
disability benefits were added in 1956. All of these benefits have been modified and expanded over the
years.

When Social Security was being established, there were arguments over whether benefits should be based
on individual equity or social adequacy. Individual equity argues for each worker receiving the benefits
that can be provided by his own contributions. Social adequacy argues for each worker getting benefits
that will meet his needs. Some think of social adequacy in terms of the amount that every person needs to
avoid poverty. Others think of social adequacy in terms of being able to maintain a standard of living
similar to what we had before retirement.

The present Social Security system is a compromise between these two principles of individual equity and
social adequacy. This same basic tension underlies much of today’s disputes.

What kind of a retirement benefit do people need when they retire? They need an income that is initially
adequate, that continues for life, and that keeps pace with inflation.

How much are Social Security’s benefits? The median worker earned about $35,000 last year. If this
median worker retires at age 65 this year, he will receive about $15,000, or about 42% of his final pay. By
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itself that’s not what most of us would consider an adequate income, but it is well above the poverty level
and will keep him from starving. Many retirees also have an employee pension or personal savings to
supplement Social Security, but many other retirees depend solely on Social Security.

This replacement of about 42% of the final rate of pay for the median worker retiring at age 65 remained
fairly stable for many years. But this replacement percentage is gradually decreasing for those born after
1937 uatil it will reach only 36% for those born in 1960 and Jater. It would be expected to remain at about
36% for those born after 1960 if the benefit provisions are not changed. This replacement percentage is
higher for those earning less than the median worker and lower for higher paid workers.

Workers can retire at age 62 or any later age. The later that benefits begin, the larger the monthly benefit,
except that there is no such increase after age 70. There is no advantage in delaying the start of benefits
after age 70 even if you are still working. The majority of workers actually start receiving benefits at age
62. Benefits are reduced or eliminated if you work and earn over $12,000 annually before age 65 1/2.

1f, instead of retiring at age 65, the median worker retires this year at age 62, as most workers do, his
Social Security benefit will not be 42% of his final pay, but only about 33%. On the other hand, if he
waits until age 70 to start his benefit, it will be larger than 42%. The reason behind this difference by age
is that if benefits start at an earlier age, they will generally be paid longer, so lower benefits on earlier
retirement offset the cost of paying them longer.

You may have heard that the Social Security retirement age is increasing. This is often misunderstood.
The age at which benefits can begin —age 62 — is not changing at all. In 1983 Congress enacted a gradual
increase in the age used to calculate the adjustment in the benefit amount for earlier retirement or deferred
retirement. It doesn’t affect when people actually retire. The result is that those who retire at age 62 after
this phase-in will get a smaller benefit than if there had been no such change. Similarly, benefits will be
smaller for those retiring at age 65 and for those retiring at age 70. This is not really a change in
retirement age; it’s a reduction in benefits.

A worker’s spouse is generally entitled to a monthly benefit equal to 50% of the worker’s benefit if this is
larger than the benefit based on the spouse’s own wage record. This 50% is adjusted if the two are the not
same age. This spouse’s benefit used to apply to many women who worked at home without
compensation, but now most women have done substantial work covered by Social Security and earn a
benefit based on their own eamnings that is larger than 50% of her husband’s benefit. Thus in recent years
fewer women have been receiving benefits based on their husband’s earnings.

After age 62 benefits are adjusted annually to keep pace with inflation.

‘When a covered worker dies, monthly survivor benefits are paid to any dependent children. If the
deceased worker is survived by a spouse age 60 or older, the spouse may be entitled to monthly income
for life. In addition a $255 lump sum death benefit may be payable to the worker’s widow or widower.

Disability pensions are payable to workers who have been covered at least five years and who become
permanently and totally disabled.

Last year 157 million workers paid payroll taxes under Secial Security and. 48 million beneficiaries were
receiving benefits. About two thirds of these beneficiaries were receiving old-age retirement benefits and
the other one third were about equally divided between those receiving survivor benefits and those
receiving disability benefits.
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Some say that Social Security is funded on a pay-as-you-go basis. This is not correct. Pay-as-you-go
funding looks like this:

Pay-As-You-Go

Under pay-as-you-go funding, input to pay the benefits is made when the benefits are paid. Input equals
output every year. There is no accumulation of assets and no fund. This can work satisfactorily if the
employer or some other source can be depended on to pay the costs indefinitely. Pension plans covering
federal employees and many state employee pensions have operated on a pay-as-you-go basis and, since
these entities are generally strong, this has worked, although growing costs have become burdensome for
some of them.

Prior to 1974 a few private-sector employers operated pension plans on a pay-as-you-go basis. Horn &
Hardart’s had such a plan, but when the company went bankrupt, pensions stopped for 400 retired
employees because there were no assets to continue them or to provide pensions for any of the active
workers who had worked many years and expected to receive a pension when they retired. I and others
worked to enact a law to require all private-sector employers who promise pensions to contribute to a
pension fund in order to provide greater assurance that the promised pensions will ultimately be paid.
Under advance funding contributions are generally accumulated before a worker retires so that there will
be enough assets to pay the benefits after retirement. When this law was on the verge of enactment in
1974, I moved to Washington to help implement it.

Social Security’s funding looks like this:

Fayrol wass Frereas

This tank represents the Trust Fund. Actually Social Security has two Trust Funds, one for the old-age
and survivor benefits and one for the disability benefits. But as a practical matter Congress has often
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treated these two as a single Trust; it has diverted contributions from one to the other and made loans
between these two Trusts whenever needed. I'll speak of it as a single Trust Fund.

Benefits are shown coming out on the right - about $500 billion of them last year.

In addition to the benefits, the fund pays administrative expenses, shown here as evaporation from the
tank. These are less than one percent of the benefit payments ~ remarkably low. 1 have consulted for many
employee pension plans, and I never saw one with expenses anywhere near this low.

The water in the tank represents the assets of the Trust. The assets are now about $1.7 trillion, enough to
keep paying the benefits another three years if contributions stopped entirely. This is very different from
the advance funding requirements for private pension plans, which generally accumulate assets sufficient
1o continue the payments to those already retired for life and also to have substantial reserves building up
to provide pensions for those not yet retired. For Social Security this is not a problem, because it was
always intended that each year’s benefits would be provided primarily by the payroll taxes paid that year,
like a pay-as-you-go plan. But a small Trust Fund was planned, with a goal of building up a buffer to
provide some flexibility to deal with fluctuations in income and outgo. Thus this 1s neither an advance-
funded plan nor a pay-as-you-go plan, but can be better described as a modified pay-as-you-go program.

The primary source of Trust income is wage taxes. Employees and employers each pay 6.2% of the first
$90,000 of pay each year. This $90,000 cap on taxable wages is adjusted annually to reflect increases in
average compensation. Self-employed people pay 12.4%, equal to the employer tax plus the employee
tax.

In addition the Trust Fund gets input from two other sources. It receives interest from the U.S.
Government bonds that the Trust is invested in. Last year this interest amounted to about one seventh of
the total income of the Trust. The Trust assets are expected to decrease in future years, 5o the interest
earnings will be a smaller part of the income in the future.

The third source of input is income taxes. Lower income individuals receiving Social Security benefits
pay no income tax on their benefits, but most recipients must include a percentage of their Social Security
benefit in taxable income. Most of the income taxes based on Social Security benefits are paid into the
Trost.

In 1984 the Trust also received a transfer from general tax revenues, but that was the only time that
general revenues were used as input.

Altogether last year the input was $156 billion more than the outgo, increasing the Trust balance to $1.7
trillion.

PROJECTIONS

The Basis of Projections

The future income and outgo of the Trust Fund depend on many factors, including birth rates, death rates,
disablement and recovery rates, immigration and emigration, marriage and divorce, the ages at which
people retire, inflation, wage increases, productivity gains, and many other factors.

Secial Security’s actuaries carefully study past experience and trends and other things that they think
might affect future experience. They select what they think are the most likely assumption for each factor
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and call these the “intermediate assumptions”. They make 75-year projections based upon these
intermediate assumptions, assuming no future change will be made in the program.

1 have known many of Social Security’s past and present actuaries. In the past I spent hours reviewing
their work and discussing it with them. Since retirement 1 have continued to read their reports. I have the
very highest respect for their ability and their integrity. In my opinion the intermediate assumptions are
reasonable. While T might have selected some assumptions that were slightly different than theirs, they
would not be far different and the projected results would not be far different.

In a nutshell, here is the projection over the next 75 years of the income and outgo of the Trust as a
percentage of the taxable earnings, based on these intermediate assumptions and the presently scheduled
level of taxes and benefits:

scheduled benefits

0 2010 2020 2030 2040 2050 2060 2070 2080

Last year the income from wage taxes and income taxes was about 13% of taxable wages. This percentage
is projected to remain about 13% over the next 75 years. The payments from the Trust last year were only
about 11% of taxable wages, which was less than the income rate. But these payments are projected to
increase, and to exceed the tax income beginning in 2017, Beginning in 2017, to fill this projected
shortfall the Trust Fund would sell some of its bonds. Some say that this would force the government to
raise taxes in order to pay off the bonds, but this is not correct. The government redeemns maturing bonds
every year. It simply sells new bonds to get the cash to replace the maturing bonds, and it could continue
to do this after 2017, as it did in those prior years in which benefit payments exceeded Trust income. The
payments are projected to reach 19% of taxable wages by the end of the 75-year period, far more than the
income rate. What would this do to the Trust Fund?
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The projection indicates that the Trust Fund balance, currently equal to about three years of benefit
payments, would continue to increase for a few years and then begin to fall. It would be exhausted in
2041. The projections indicate that in 2041 the tax income would be sufficient to pay only 74% of the
benefits. If the income were not increased, this would require reducing benefits by 26% in 2041, and by
even more by the end of the 75-year period.

Uncertainty and Alternative Projections

Is this what Social Security’s actuaries are predicting? By no means! This is only their projection based
on the intermediate assumptions. In the recent 217-page report of the trustees, no sentence is more
important than this one: “Any projection of the future is, of course, uncertain.” Any one who projects
what inflation rates, wage increases, immigration rates and other key factors will be over the next 75 years
realizes how uncertain these assumptions are.

Recognizing the uncertainty of the intermediate assumptions, Social Security has always made two other
projections, called “high cost” and “low cost” assumptions. Here are the results:
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Under the high cost assumptions the problem would be worse. The Trust Fund would be exhausted in
2030 instead of 2041, and if the income were not increased, this would require even greater benefit cuts
than under the intermediate assumptions.

But under the low cost assumptions the Trust Fund would never be exhausted during the 75 years. No
change at all in the program would be needed.

It is possible that the actual experience will even fall outside of this wide range. But I agree with the
trustees’ report that outcomes better than the low cost projection or worse than the high cost projection
“have a very low probability of occurring.”

But what will the future results actually be? No one really knows. Almost all of those experts who have
studied the matter concur that it is highly likely that there will be some deficit in the future, but that it may
be substantially more or less than under the intermediate projections. Unfortunately many of those who
support or oppose the President’s proposals speak as if the intermediate projections represent the future.

1 have talked about the funding of the Social Security Trust. Medicare’s Hospital Insurance Trust is also
financed by a payroll tax, and it has similar problems. Based upon the intermediate projections, here is
how the two programs compare:

o% : . i
19902600 2010 2m0. ARG 240 2050 2060+ 2070 - 2080

As we saw before, the Social Security Trust Fund is now equal to about three times the annual benefits. It
would rise for a few more years and then fall and be exhausted in 2041, 36 years from now. Medicare’s
Hospital Insurance Trust is now only 150 % of its annual benefit payments; this 150% would fall every
year and the Hospital Insurance Trust would be exhausted in 2020, only 15 years from now.

The projected shortfall of the Social Security Trust in dollars is large, but the shortfall of Medicare’s
Hospital Insurance Trust is far larger. In addition to these problems of the Hospital Insurance Trust, other
parts of the Medicare program are projected to have enormous cost increases in the coming years. Total
Medicare costs as a percentage of gross domestic product are projected to quintuple during the next 75
years.
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1s it logical to attempt to solve Social Security’s problems before considering the problems of Medicare’s
Hospita! Insurance? Why do some say that it is imperative to solve Social Security’s problems right away,
while they propose nothing for Medicare’s problems?

What are the possible solutions for Social Security? All possible solutions to the projected imbalance
require either increasing the income of the Trust or decreasing the benefits.

The President advocates decreases in benefits.

Decreasing Benefits
Several alternative ways for decreasing benefits have been suggested. However, everyone agrees that no

change should reduce benefits for those already over age 55.

One approach to decreasing the outgo is to change the method of calculating benefits, which are based on
average of the wages you earned during most of your working years. A cup of coffee no longer costs five
cents, but fortunately wage rates have risen about one percent more than inflation annually. This has
enabled the average American to have a rising standard of living over the decades. More Americans have
cars and telephones than when we were young. No one has an ice box; we all have electric refrigerators
and these are better than those available when we were young, And we have many things that were not
available at all in earlier years — television, computers, and heart transplants. When Social Security
calculated the average of my earnings to determine my benefit, the enormous annual salary of $3,800 that
I earned in 1954 was first adjusted to reflect the increase in average earnings between 1954 and the year 1
turned age 62. After my earnings for each year were adjusted, an average of these adjusted earnings for
my 35 highest years was calculated, and my benefit was based on this average of my adjusted earnings.

This adjustment enables benefits to reflect wage levels and the standard of living around the time of
retirement. Tt is this adjustment that has kept Social Security benefits fairly stable over the years as a
percent of the final earnings rate for most workers.

Some have proposed adjusting each year’s earnings by the cost-of-living increase rather than the average
wage increase. Because the cost-of-living increases are generally smaller than wage increases, this
proposal would result in much smaller benefits. This new method would only apply to future years, 5o the
reduction would be phased in gradually. In effect it would make benefits reflect a standard of living of
sarlier years rather than the standard of living at retirement time.

President Bush has commended a proposal developed by Robert Pozen, which would adopt this cut-back
for higher-paid waorkers, keep the present system for the lower-paid 30% of workers, and adopt an in-
between approach for middle-income workers. Based on the intermediate assumptions this proposal
would uitimately reduce benefits for higher paid workers by about half, and would reduce benefits for the
median worker by 28%. Some argue that this is not a reduction, only a smaller increase. Clearly it is a
major reduction from the benefits payable under current provisions. Benefits would decrease as a
percentage of pay rates near retirement, causing the individual’s standard of living to plummet the day he
retires. Based on the intermediate assumptions it is estimated that this cutback would eliminate 70% of the
projected shortfall in funding,

Another possible approach to reducing benefits that people talk about is increasing the retirement age.
After all, people are living longer and are healthier in their old age. While it would be possible to discuss
changing the mininmum age of 62 at which workers can retire, no one is talking about this. What they are



199

talking about is again changing the age from which adjustments for early or late retirement benefits are
calculated, which is currently age 65 and 6 months. The majority of workers now actually retire at age 62.
The effect of increasing the so-called “retirement age” would not be to change the age at which people
could retire, which would remain age 62. Rather it would reduce the amount of benefits for those who
retire at age 62, reduce the amount for those who retire at age 65, and reduce the amount for those who
retire at age 70 or any other age. It is not really a change in retirement age, but a reduction in benefits
disguised as a change in retirement age.

Another approach that has been suggested to reduce benefits is to reduce the inflation adjustments after
retirement to only half of the CPI increase. The inflation rate has varied from time to time. The CPI
increased an average of 4.5% per year during the 40 years ending in 2003. If it increases at that rate in the
future, things will cost twice as much in 16 years and four times as much in 32 years. We need an income
that keeps pace with inflation. Benefits that do not keep up with inflation are in fact decreasing benefits in
their purchasing power.

There are also other ways one could change the benefit formula to reduce benefits and costs.

Present Social Security benefits are not sufficient to provide what most of us would call an adequate
retirement income. But for many this is the only source of income in retirement. To reduce the current
benefit fevels would be tragic. Benefits should not be reduced if there is any other feasible solution. There
is.

The alternative to cutting benefits is to increase the income of the Trust. There are several ways to
increase the income. Since Social Security’s problems are not immanent, any increase could be phased in
gradually.

First, we should increase the $90,000 cap on earnings subject to the Social Security wage tax. Most
workers must pay wage taxes on all of their earnings, but higher paid employees pay no tax on earnings
over $90,000. This $90,000 cap is indexed to the increase in average wages. In 1983 Congress agreed to
the goal of setting the cap at a level to cover 90% of all earnings. But because the compensation of the
higher paid has risen faster than compensation of other workers, the $90,000 cap now covers only 85% of
all compensation. Returning to the 90% goal would increase the taxable wage cap from $90,000 to about
$140,000, and some advocate raising the cap further. I favor gradually eliminating the cap entirely so that
higher paid workers would pay Social Security tax on all of their pay like lower paid workers do. This
would be like Medicare, which has no cap on the amount of wages subject to the Medicare wage tax. An
increase in the cap would increase the Trust’s income more than it would increase the benefits paid. It is
estimated that raising the cap to $140,000 would reduce the funding deficit by about a third, and raising it
further could eliminate most of the deficit.

Second, we should require that all new employees of state and local governments be covered under Social
Security. This would increase both the income and outgo of the Trust, but would make a net reduction in
the deficit of the Trust.

Third, we should increase the investment income flowing into the Trust Fund by changing part of the
investments from government bonds to corporate bonds and common stocks. 1 don’t know of any
corporate pension plan that invests most of its plan assets in low-vyielding government bonds.

Another possibility relates to the estate tax. Under current law the federal estate tax is being gradually
reduced and will be eliminated entirely in 2010, but this reduction and elimination is temporary and the
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tax is scheduled to bounce back into force in 2011. Some Members of Congress propose to permanently
eliminate the estate tax. I advocate keeping the estate tax, perhaps with modification, and paying all estate
taxes collected into the Social Security Trust. The Social Security Trust needs the money more than
affluent heirs.

Another way to increase the Trust’s income is to increase the wage tax rate, which is now 6.2%. The rate
could be increased by 0.1% per year until the needed level is reached. Since wage levels generally rise
about one percent faster than prices, this would still result in real increases in take-home pay for most
workers, using only a small part of the productivity gains to strengthen Social Security. This approach
currently has no support.

Any teraporary deficit could be solved by borrowing from general revenues or other sources.
Finally, the income of the Trust could be increased by a direct transfer from general revenue, as was done
in 1984, This, of course, would eventually require either raising taxes or reducing other government

expenditures.

Of course the deficit could be solved by some combination of increasing the income and reducing the
benefits. This was the compromise approach taken in the last major change in Social Security in 1983.

Decreasi

While Social Security benefits are sufficient to keep beneficiaries out of poverty, by themselves they do
not provide what most of us would call an adequate retirement income. But for many this is their only
source of income in retirement. To reduce current benefit levels would be tragic. Benefits should not be
reduced if there is any other feasible solution. I have outlined several possible and affordable ways of
increasing the income of the Trust. While each of these possible ways to increase the Trust’s income has
disadvantages, all of them are better than cutting needed benefits.

Social Security has no crisis. While making adjustments sooner will require less abrupt changes later,
there is no ultimate harm in delaying the fix. It is far more important to make right decisions than to make
fast decisions.

The amount of change that is needed is very uncertain. If we make changes calculated to exactly eliminate
the projected deficit under the intermediate assumptions, in a few years we might discover that the change
was either too litile or was more than needed. We might again find some one crying, “Social Security is
going bankrupt!”, again causing citizens to lose confidence in the system.

1 recommend that we adopt changes during the next few years that will substantially reduce the projected
deficit under the intermediate projection, and that we also adopt an automatic adjustment mechanism that
will permanently keep the system in balance. This mechanism could have two parts. First, it would
provide that if the Trust is ever exhausted there will be an immediate interest-bearing loan from general
revenues sufficient to make benefit payments as they are due; this would solve the immediate problem.
Second, it would provide for an automatic increase of 0.1% in the wage tax rate for the year following the
loan to bolster the Trust and repay the loan. Additional tax rate increases of 0.1% could be made in each
future year until the problem is solved. There could also be a mirror provision making reductions in the
wage tax rate whenever the Trust Fund exceeds some set limit. These changes would be modest and
affordable, and would permanently assure that the Social Security benefits would be paid. Never again
could anyone say, “Social Security is going bankrupt!”
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INDIVIDUAL, ACCOUNTS

What about individual investment accounts?

President Bush has proposed that workers now under 55 could elect to divert up to 4% of their earnings,
but no more than $1,000 annually, into individual investment accounts. The $1,000 limit would increase
in the future. To make up for the lost income to the Trust, the guaranteed Social Security benefits for
those who participate would be reduced. This reduction would be in addition to any reduction made by
Congress to solve the problem of the projected deficit of the Trust.

To invest their accounts individuals could choose between a small number of diversified funds invested in
government bonds, corporate bonds, or stocks, administered by the government. At retirement individuals
could apply part or all of their balances to purchase an annuity. They would be required to purchase an
annuity to whatever extent needed to bring their combined income from their remaining guaranteed
benefits plus the new annuity up to the poverty level. The cost of the annuities would depend upon
interest rates at the time of purchase, and could vary from month to month. Any remainder of the account
not used to purchase an annuity could be withdrawn in a lump sum or installments. Upon death any
balance of a person’s account could be paid to beneficiaries.

This proposed change would reduce the projected income and projected outgo of the Trust by
approximately equal amounts, so it would not affect the projected long-term imbalance. However it would
require large loans to the Social Security Trust.

Individual Accounts as a Substitute for Guaranteed Benefits

Individual account savings plans can provide a very helpful supplement to the benefits payable under
Social Security, and they should be encouraged. However, they are not a suitable substitute for any or alt
of the Social Security benefits for three important reasons.

First, the amount of benefits depends upon the rate of investment return. Rates of return are inherently
uncertain, and more so when the individual can choose between several investrent alternatives and
switch between the alternatives. To the extent that the account balance is applied to purchase an annuity,
fluctuation in market values and changes in the interest rate could result in a large swing up or down in
the benefit amount if one defers his retirement by one month. The individual accounts proposed by the
President might provide more or less than the accompanying reduction in guaranteed Social Security
benefits.

Second, retired individuals need an income that continues for life and keeps pace with inflation. Any lump
sum that is not used to purchase an annuity does not provide this kind of income, and most individuals
lack the ability to convert a lump sum into such a monthly flow. If they attempt to do so, there is a major
risk that they will exhaust their account before they die and the payments will stop entirely.

Third, individual accounts provide no good alternative for the disability and survivor benefits that make
up one third of all Social Security benefits.

Individual investment accounts can be a good addition to Social Security’s gnaranteed benefits, but they
should not be substituted for any of those benefits.
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To summarize, Social Security appears to have a significant imbalance in the years ahead, but the amount
of that imbalance is unknown. Resolving the problem is not urgent - certainly less urgent than the solving
the problems of Medicare’s Hospital Trust.

Reducing benefits could close Social Security’s projected imbalance, but this would be very bad for the
retirement security of Americans, and such benefit cuts are not necessary. I recommend substantially
reducing the projected deficit by increasing the cap on taxable wages or other steps to increase the income
of the Trust. Congress should also adopt an automatic adjustment mechanism that will permanently keep
the system in balance. Replacing any of the guaranteed Social Security benefits with individual
investment accounts would be unwise.
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Inn 2011, the first group of baby boomers will reach the age of 65. Some will begin claiming early
retirement in just three years. By the time they are through, 77 million of them will have ceased working and
paying taxes and will have begun receiving taxpayer-funded health care and pension benefits. This will create a
financial train wreck for Social Security, Medicare and Medicaid and all other programs for the elderly. Other
countries in the developed world face even bigger problems. In Japan, Europe and North America, the number
of retirees will double over the next 25 years while the number of taxpayers will grow by only 10 percent.

The economic consequences of these changes are dire: higher taxes, slower growth and lower living standards
relative to what otherwise would have occurred.'

In the United States, we have made promises to senior citizens that far exceed what we can pay
for at current tax rates. As a result, future retirees will have to rely more on private savings than previous
generations. For this reason, we need programs that encourage private sector saving. The ideal would be to
encourage private saving and reduce future government entitlement obligations at the same time. This could be
accomplished with personal retirement accounts.

The Cash Flow Problem. In a pay-as-you-go system, what matters most is cash flow. And the cash
flow drain that elderly entitlement programs portend is not a problem of the distant future, as some argue. The
problem has already begun.

Social Security and Medicare have been receiving more in payroll taxes than they have been paying out
in benefits for several decades. Last year, the two programs combined spent more than they took in, requiring a
general revenue subsidy of about $45 billion. The magnitude of the deficits in these two programs will soar in
the years to come.

For those who believe that Social Security and Medicare are in sound financial shape for decades to
come, Figure I presents a sobering picture. In fact, the latest numbers from the Trustees of Social Security and
Medicare are staggering. In 2010, the federal government will need $127 billion in additional funds to pay
promised benefits. Five years later, the size of the annual deficit will double. Five years beyond that, it will
double again. Injust 15 years, the federal government will have to raise taxes, reduce other spending or borrow
$761 billion to keep its promises to America’s senior citizens. As the years pass, the size of the deficits will
continue to grow. Without changes in worker payroll tax rates or senior citizen benefits, the shortfall in Social

FIGURE [

Annual Cash Flow Deficits in

Social Security and Medicare
(Billions of dollars)

$4,158

$780

$155

2010 2020 2030 2040 2050

Source: 2004 Annual Reports of the Board of Trustees of Social Security and
Medicare.
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Security and Medicare revenues compared to promised benefits will top more than $2 trillion in 2030, $4 trillion
in 2040 and $7 trillion in 20501

These deficit numbers include projected inflation. Yet even in 2004 dollars, the numbers are still
staggering,. Valued in today’s dollars, the annual Social Security deficit will top $50 billion in 2020, $250 billion
in 2030 and $400 billion in 2050. Adding Medicare’s deficits, the federal government will need more than $300
billion in 2020, $1 trillion in 2030 and $2 &illion in 2050 to fund elderly entitlement programs alone.?

Note that these estimates, which come from the latest Social Security Trustees report, do not include the
growing burden of senior health care costs under Medicaid.

Deficits as a Percentage of Other Federal Revenues. The combined budget shortfalis for Social
Security and Medicare are so large that it is difficult to comprehend what the numbers mean. Figure Il presents
the projected deficits as a percentage of federal income tax revenues. [t shows that combined Social Security
and Medicare deficits will equal almost 10 percent of federal income taxes in just five years. Roughly this
means that, if the federal government is to keep its promises to seniors, it will have to stop doing one in every
ten things it does today. Altematively, we will have to raise income taxes by 10 percent or borrow an equivalent
sum,

Ten years later, in 2020, combined Social Security and Medicare deficits will equal almost 29 percent of
federal income taxes. At that point the federal government will have to stop doing almost a third of what it does
today. By 2030, about the midpoint of the baby boomer retirement years, federal guarantees to Social Security
and Medicare will require one in every two income tax dollars. By 2050, they will require three in every four*

FIGURE 11
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Source: Andrew J. Rettenmaier and Thomas R. Saving, “The 2004 Medicare and Social Se-
curity Trustees Reports,” National Center for Policy Analysis, Policy Report No. 266,
June 2004; and the 2004 Annual Report of the Board of Trustees of Sociai Security and
Medicare.
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What about the Trust Funds? The Social Security and Medicare Trust Funds serve an accounting
function, not an economic one. They work like this: When payroll tax revenues exceed expenses, special bonds
are created to keep track of the surplus. These bonds are not purchased in the marketplace, however. For Social
Security, they are created on paper and placed in filing cabinets in Parkersburg, West Virginia, (for Medicare,
they are computer entries only) while the actual surplus payroll tax dollars are spent on other things. When tax
revenues fall short of expenses, the process is reversed: the bonds are taken out of the filing cabinets and retired.

The Social Security Trust Fund currently holds about $1.6 trillion of these bonds. But the bonds cannot
pay benefits. They cannot be sold on Wall Street or to foreign investors. Although they are treated as assets of
the Trust Fund, they are also liabilities of the Treasury. Summing over both agencies of government, assets plus
liabilities net out to zero. If the federal government bad purchased assets with the Social Security surpluses, the
trust funds would today represent real economic value. Instead, Social Security revenues were spent in other
ways and the government essentially wrote IOUs to itself.

If a fire were to destroy the filing cabinets in Parkersburg, it would in no way diminish the capacity
of the federal government to pay benefits. Alternatively, if a stroke of the President’s pen were to double or
triple the number of bonds in those filing cabinets, that would in no way increase our ability to pay benefits.
If we could create value by writing IOUs to ourselves, Social Security would have no financial problems.
Unfortanately, there is no free lunch.

Present Value of Unfunded Liability. Last year, for the first time since the inception of these
programs, the Social Security Trustees did something private entities do routinely -— they calonlated the present
value of the difference between the promises we have made and the expected revenues dedicated to keepig
those promises. These calculations were made for the traditional 75-year horizon and (what economists
consider the more accurate procedure) looking indefinitely into the future. These implied, unfunded Habilities

are enormous:®

@ Social Security’s long-run cash flow deficit is $11.1 trillion — almost equal to the current size of the
entire 11.8. economy.

@ The total shortfall of Medicare Part A (hospital insurance) and Part B {doctors’ services) is $47.7
tritlion; and the new prescription drug benefit will require $17.7 trillion.

@ The unfunded lability of Medicare and Social Security combined totals more than $76.5 wrillion
— more than seven times the size of our economy.

This means that without ever raising taxes or cutting benefits, we need $76.5 trillion invested right now
at the government’s borrowing rate. And because we have not made that investment, our unfunded Hability
under Social Security is growing at the rate of $667 billion per year. The unfunded liability under Medicare is
growing at a rate of $4 trillion per year.

Moving to a Funded System. The underlying problem in the United States and throughout the
developed world is reliance on pay-as-you-go finance. Every dollar that is collected in payroll taxes is spent.
It is spent the very day, the very hour, the very minute it is received. No money is being stashed away in bank
vaults. No investments are being made in real assets,

In a pay-as-you-go system, promises made today can be kept only if future taxpayers (many of whom
are not yet born) pay a much higher tax rate than workers pay today. And even if they do shoulder a much
greater burden, they would have no assurance that their benefits would be paid as the necessary tax burden
grows through time. In any event, this chain letter approach to paying for retirement benefits must eventually
come to an end. The question is: can we find an orderty way to transform the system that minimizes the pain.

. The alternative to a pay-as-you-go system is a funded system, where worker contributions are saved and
invested. Instead of depending on future generations of taxpayers to pay ever-escalating tax rates, in a funded
system each generation pays its own way.

Thirty countries have already gone through the process of transforming their pay-as-you-go systems into
partially or fully funded systems. These countries have acted responsibly to deal with a problem that the United
States so far has refused to face.®
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Personal Retirement Accounts. It is possible to fund a retirement system without creating individually
owned and controlled accounts. After World War II, almost two dozen former British colonies set up forced
savings plans (called provident schemes) as an alternative to the pay-as-you-go approach so popular elsewhere
around the world. The most successful of these was established by Singapore.”

Despite the evolution and success of Singapore’s system, in most cases provident funds have had a
spotty and disappointing record. The reason: when funds were managed and controlled by governments, all too
often politicians succumbed to the temptation to spend the funds rather than invest them.

Personal retirement accounts create a check on government power. By creating ownership rights and
reinforcing the principle of ownership by allowing individual worker investment choices, the odds greatly
increase that funds invested today will be able to pay retirement benefits tomorrow.
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