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LONG-TERM STATUS OF THE SOCIAL SECURITY
TRUST FUNDS

FRI)AY, MAY 1:, 1988

U.S. SENA'r',
(COMMiVIVE ON FINANCE,

SuIBCOMMI'IrK1 ON SOCIAl, SECURITY AND FAMIIY POLICY,
W:shington, W".

The subcommittee met. l)Urslft to noticQ, ait 9:33 aI1p., inl room
SD-215, Dirksen Senate' Office building, lon. Danie'l Patrick Moy-
nihan, Chairman, presiding.

Present: Senators Moynihan, PIckwood, and I)urenberge'r.
[The press release announcing the hearing follows:
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cost rate-that is, OASD[ expenditures as a percentage of payroll-
has fallen steadily, from 11.9% in 1982 to 10.7% in 1987. A ten per-
cent decline. The report also shows that Social Security trust fund
reserves grew by some $22 billion in 1987 (more than was estimat-
ed in the 1987 report), and held a balance of about $65 billion in
interest-bearing assets at the end of the year. Trust balances are
estimated, under inter.,ediate assumptions, to reach more than $1
trillion by the ye',' 2000, and to continue their robust growth for
another 35 years thereafter. Finily and perhaps most reassuring,
the trustees find that un(idr intrieVdiat , ass1uimptio)s the Social
Security isyst em is in Close actu riil ha lince ov(,r their long-range,
75-year p~rojecton period.l,

The picture, of k(oltIse, WIH not tlwaYs 8s) riisstiring. It was not 7
years tgi that Uhe then newly appointed l)irvetcr of the Office of

nulgc'llmivIll 111)(l ludgt . t in the, newly ,eletd administration was
declaring with resl)(ct to tlihe trist fltis 11111 "hit(, illost (levistat-
ill hankru icvy in history" %vw tmctit 11s away. Now w( find our-
S( iVs dwilizi, with i t pr' t) l t S o' ' ISV'(,s'ICv( 1i )IIOtii114 lever I)rf'Viots-
ly colltenpllitcd,

'J'lc' r' wIts, )f, c )rse, 11 i'it('lv nim ,I I,'vl t, tlie, Social Sccurity
An ndtents of1.:4, The new ( 'oiCgrc'ss col yVild on * ,Jnutlry :1 of
th1t t v 'r. I Ivid Ibv revi hc',ec 0l(i was s worn il for a new telrm.
The distinguishld ellclIicn leader lR(,lbrt l,, lhen chtii'iiiiin of'
the l,inanct, ('oniiitti'i', Il)pel to ho), oii the floo', We' tIlked.
Agreed to ni (,t, Met ataiIl The administration joined us. Or we
them, it nfilttt'rs t ol. vht Inatters is th;,t in twelv, (Iays in ,Jiinu-
ary, bh'ginfiing on tl( Sol, fIfeloor It olproxii)natc,I1v:05 IP.M. Jan-
uiry 81, and cocldwlingI at llhtir I llso' at !);;i I M. ,Jituaj1y 15, we
reacl'd an hi) .Ioric coiprlitisi,, ti' isuIlts of' which are now
lbefoi'e (is ill ot solid sili'plis 11ii4l Sit tled hit nrc',
W(' ailld to1 establislied surplust's nlot only to 'iil)hasizv, the sol-

VellCy ot' the s, stin, hut illso pJilik' c itl'identc' in thi' Socitil Securi-
ty systoi' . As rcc' li 1'9.5 ic' disli uishcd publicc ol)inion
survey firin of' Yuikelo\'ich, Sk i 'IIy, & \Whit(, did a 5-y'ar report
card uoiln Social Scurity 1nd found that a full 6t', two-thirds, of
nonr('tired adults tn'livecd it likely or ve ,rv likely thai henvifts
would no longer he, pail whl t hy retirted-' thwo-ihirds, So when
we puit Ills. arralig( 'n-'1ts tog('l h , w(, wnttd to see : surplus in
the trust ttnds thut I)c'(ol(' could point to Its it retesrve for their re-
tireien t, Today w(' hii\'(. a resI'(ve of' iroie t han $65 billion and
growing strong. lu(idging from this year's trustees report, I ani
heartened to say that in those 12 lays we iiay have built better
than we ktew, And I hope that the work -night go forth from this
hearing thit we are, in surplus, we will stuly in surplus, 1th system
is secur. id tht Ic'rollises made ai half ce'nt ury ago tre being kept.

The Medicare fund is not so robust, though it is perhaps unfair
to nntasur, tlhat p'ograllf), at this point, against the Social Security
success Story, This vears report of' thc, Board o' Trustees for the
Medicare, or hospital Insuiirince, prOgrain show t hat prog ram to be
sou1d thirotlgh 011i tr111-1 of OW ('lt, Utry, but it alppears that by tile
year 20t)t) or so tihe Medicare program will ne'd some fixing of' its
own. Ncot to worry. There is time emioufh for adjustminputs. And it is
noteworthy that colibniled inc)m( to the(v Social Security and Medi-
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care programs would be sufficient to finance both programs for
many years into the 21st century.

As I mentioned earlier, today's hearing is the first of three on
the Social Security trust funds. Today we will hear testimony on
the Social Security and Medicare reports, and will also consider the
implications for Social Security, Medicare, and the Federal budget
of projected demographic and labor force trends. In the second
hearing, scheduled for May 20th, we will discuss the macroeconom-
ic and other policy implications of building up a projected $12 tril-
lion Security trust fund reserve. The third hearing will be field
hearing in New York City where Wall Street representatives will
testify on the implications of trust fund surpluses for the financial
markets.

I turn to my revered friend and colleague, the former Chairman
of this Committee, Senator Packwood of Oregon.

OPENING STATEMENT OF lION. 13011 'ACKWOO), A U.N. SENATOR
FROM TIlE STATE OF OREGON

Senator PACKWOOD. Mr. Chairman, I thank you for the hearings
that you have planned this Friday and next Friday. I think, the in-
formation that we all expect will come forward-and I don't think
the Administration's is any surprise to the Chairman or to many
people now-is extraordinary in terms of the fiscal policy of this
country.

As we were all aware for years, Social Security has invested
their surplus in government bonds--in fact, that is all they can
invest their money in. But suddenly we are aware that over the
next number of years, several decades, we are going to have incred-
ible "reserves," as Commissioner Hardy likes to call them. I call it"surplus," and she sayr, "It is really a reserve."

I will call it a "reserve," but this reserve is going to approach $12
trillion, unless the Congress goes absolutely bonkers-absolutely
bonkers-and spends it immediately, or runs up immense general
fund deficits, beyond anything that I think we would regard as
imaginable. It probably means that the Social Security Trust Fund
will-be acquiring the better portion of the Government debt, or per-
haps all of it, without any change in law.

I am not necessarily saying that is bad. Government bonds, Fed-
eral Government Bonds, are still regarded I think as one of the
soundest and safest investments in the world. And only if you
assume that the Federal Government is going to renege on its
bonds-and if it did, it wouldn't be just those the Social Security
hold, unfortunately; it would be all, which would indicate national
bankruptcy and national disgrace-unless you assume that, the
fact that Social Security holds those Government Bonds is neither
dangerous nor bad.

But it does raise an interesting macroeconomic question as to
whether or not we should be considering other tax increases in ad-
dition to the existing Social Security taxes when we will already by
the mid-nineties have significant surpluses, to counting all money
in and all money out, perhaps we should be considering a reduction
in the Social Security Tax so that the Trust Fund doesn't grow so
extraordinary large, fully realizing we would have to raise the tax
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again 15 or 20 years out, in order to make sure the Fund was sol-
vent.

These are genuine questions, legitimate questions, and I hope to
propound some of them to some of the witnesses today. But it does
present us with a situation-I don't want to say a "problem," be-
cause I don't think it is a problem-but with a situation that we
have not known in a generation, and perhaps an opportunity that
we may not see for another generation.

So, Mr. Chairman, I congratulate you on holding these hearings,
and I look forward with eager anticipation to what the witnesses
have to say.

Senator MOYNIHAN. I think it is fair to say that we don't fre-
quently have hearings in which we discuss what do we -do with a
trillion dollar surplus. This is a new and novel experience to which
we look forward.

In our first panel we are hap y to have here the Commissioner
of Social Security, the Honorabe Dorcas Hardy, and Dr. William
Roper, who is the Administrator of the Health Care Financing Ad-
minis~tration, which is resonsible for the Medicare program.

Dorcas, good morning. We look forward to your testimony.

STATEMENT OF lION. I)ORCAS R. lARDl)Y, ('()MMISSIONElt OF
SOCIAL SECURITY, AC'COMPANIEI) BY CHIEF ACTUARY HARRY
BALLANTYN,, BALTIMORF, M)
Ms. HARDY. Thank you, Mr. Chairman.
I appreciate the opportunity to be here, and I do have a few com-

ments to make.
Today, the actuarial status of the Social Security program, as

you pointed out, is certainly different than the situation was earli-
er in this decade-thanks to your efforts and efforts of others who
participated on the 1983 bipartisan National Commission on Social
Security Reform.

The 1988 Social Security Trustees Report estimates that Trust
Fund reserves will increase in 1988 by about $40 billion, and that
reserves will total $109 billion at the end of 1988.

At the beginning of 1989 the funds on hand are estimated to be
enough to pay about seven months of benefits, and under the inter-
mediate II-B Assumptions, Trust Fund reserves will increase sig-
nificantly over the next several decades. They will reach nearly $12
trillion by the year 2030; and, assuming that our projections are ac-
curate, there should be sufficient funds to pay all benefits due to
current beneficiaries and to develop a substantial reserve for pay-
ment of benefits to the baby boom generation when we retire in
the next century.

Over the 75 year period the trustees use to evaluate long-term
financing of Social Security, the program is in close actuarial bal-
ance. The Iong-range actuarial balance is a deficit of .58 percent of
taxable payroll, which is less than 5 percent of the long-range cost
rate over the next 75 years.

There are a lot of other useful measures of the financial condi-
tion of the program as well. The assets of the combined trust funds
relative to annual expenditures peak at five times annual outgo by
2015. But then, beginning in 2032, outgo is estimated to exceed tax
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income plus interest on the reserves, so that accumulated reserves
will have to be used to meet benefit costs. And thereafter, the com-
bined funds drop sharply until they are exhausted in 2048.

At that time, income is estimated to equal only 80 percent of the
benefit costs. And clearly, if no earlier action has been taken,
benefits would either have to be reduced, taxes increased, or
some combination of thj" two; that point is, we should note, 60
years away.

The change in the ratio of' workers to beneficiaries accounts for
most of the variance in the Social Security financing that we can
expect over the next 75 years.

That change reflects mainly the passage of' the baby boom gen-
eration through the labor force and then through retirement. The
projected build-up of the Trust Fund reserves will occur while the
members of this generation are in their peak earning years, which
fall roughly within the first 25-year segment of the long-range pro.
jection period.

During the second 25-year period, the retirement of the baby
boom generation will cause that ratio of workers-to-beneficiaries to
drop from 2,9 to I to about 1,9 to 1.

Now, there has boon considerable interest lately, as Senator
Packwood has commented, and people have expressed concern that
the build-up of' the Social Security Trust Funds will require that
the Trust Punds purchase all publicly hold Federal debt, and even-
tually have to purchase large amounts of private debt to accommo-
date the size or the Trust Fund reserve,

This may be theoretically possible, but the total or combined
Federal Buidget would have to bt in surplus for a substantial period
of time for this to happen. As it is, the projected Trust Fund re-
serves would not exceed the current Federal Debt ceiling, $2,8 tril-
lion, until 2006.

Whether the fiscal discipline necessary to )roduce Federal
Budget surpluses of' this magnitude can be achieved is question-
able. I do think it is important, however, to be aware of this possi-
bility, along with other potential conse quences of the build-up that
may have important economic repercussions.

It is our responsibility, collectively its a society, to educate all of
the public about these issues, and to encourage public discussion in
order to provide some very useful guidance as the reserves contin-
ue to build.

I think it is also crucitl to work on improving public confidence
In Social Security. As you pointed out, Ir. Chairman, as we plan
for the financial'stabil'ity of' the program in the yeartj ahead, the
public needs to be better informed about the Social Security bene-

ts that they can expect to receive. And in this regard, SSA, in
partnership with the Advertising Council, began a national public
service advertising campaign in February desig ned to educate the
public about the total package of protection which Social Security
provides-disability, survivors, as well as retirement-and its value
for all ages and all families.

In all of our publication efforts, I am trying to reassure Ameri-
cans that we all are working hard to ensure that Social Security
will be there for all of us when we retire. But we also need to con-
tinue to explain that Social Security cannot do it all, and that it
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was never intended to be all of someone's retirement; it was in-
tended to be that floor of protection. But, unfortunately, I guess
our successes have exaggerated our capability, and some rely on
Social Security more than they should.

In this regard, I think we need to give some very careful thought
to the future direction of all of our national retirement income
policies and look at ways to extend pension coverage to more
people through their place of work, provide better education about
pension benefits to our future retirees, and do a better and more
coordinated job of formulating our national retirement income poli-
cies.

So, to improve public understanding, and as a new public service
for everyone, we will soon begin providing workers with a new per-
sonal earnings and benefit estimate statement that will include a
year-by-year breakdown of your earnings, and your FICA tax pay.
ments, a statement of how many earnings credits you have, and an
estimate of your disability, survivors, and retirement benefit.

In conclusion, Mr. Chairman, Social Security is on a sound finan-
cial footing today and into the next century, and we all need to
convince the public that the support for Social Security that is im-
bedded in our society ensures that the program will be there to
provide benefits not only for today's retirees but for future retirees
as well. And we need, at the same time, to encourage people to sup-
plement to the best of their ability their Social Security future.

So, in my view the key to achieving these goals is to resist the
forthcoming pressures to spend the Social Security reserves for
purposes other than that they were specifically intended.

Thank you, Mr. Chairman. I will be glad to answer any ques-
tions.

[Commissioner Hardy's prepared statement appears in the ap-
pendix.]

Senator MOYNIHAN. Thank you, Ms. Hardy.
May I Just make one point here? When you vaid "resist the temp.

tation to spend the reserves for purposes other than the intended
purpose," of course that would be a quite indirect thin, because
the Social Security Trust Funds can be spent only for Social Securi-
ty benefits and expenses.

Ms. HARDY. Yes, sir, by current statute.
Senator MOYNIHAN. That is right.
Senator Durenberger, good morning. Would you like to make an

opening statement?
Senator DURENBKROICH. Mr. Chairman, no. I am just so pleased

that I was able to be here this morning-I am actually supposed to
be in another part of the country doing something with genera-
tional equity. But I think that may be one of the things we are
doing here this morning. So I really appreciate the fact that I am
here now.

Senator MOYNIHAN. Senator Packwood made the point that we
are discussing a new kind of' problem, which is: What do you do
with a trust fund surplus? That is not altogether disagreeable.

I thought we would hear from Dr. Roper, and then we will ques-
tion the panel.

Dr. Roper, good morning, and welcome.
Dr. RoPici. Good morning, sir.
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STATEMENT OF )R. WILLIAM L. ROPER, ADMINISTRATOR,

HEALTH CARE FINANCING ADMINISTRATION, DEPARTMENT OF
HEALTH AND HUMAN SERVICES, ACCMPANIED BY CHIEF AC.
TUARY GUY KING, WASHINGTON, I)C
Dr. RoPER. Mr. Chairman, members of the committee, I am

pleased to join you and my colleague, Commissioner Hardy, to talk
about these important matters. I am going to address myself to the
financial status of the Medicare trust funds.

The Medicare Part A and Part B trust funds serve much the
same population as do the Social Security trust funds. I can assure
you and the public that the Medicare Program is strong and finan-
cially sound; but, over the longer term, we face some real chal-
lenges in the Medicare Program, and that is especially what I want
to talk about.

A future President and a future Congress will have to take ac-
tions to avert the Insolvency of the Medicare trust fund. We are
projecting the Part A trust fund will be out of funds by the year
2005. I will have more to say about that in a bit.

As you know, Medicare hi1s two trust funds: Part A or the Hlospi.
tal Insurance Trust Fund pays for inpatient hospital and related
care for the elderly and disabled, It is fintnced primarily by pay-
roll taxes paid by today's workers.

The Supplementary Medical Insurance Trust Fund, or Part B of
Medicare, pays for physicians, outpatient and other related medical
services. Premiums from Medicare beneficiaries finance a quarter
of the cost of Part B of Medicore. The remaining three-quarters Is
paid for by general revenues.

An Important point that I would like to stress repeatedly is how
rapidly the outlays of the Medicare trust funds are growing. We
continually try to draw comparisons to give you in impression of
this. One that I find useful is: From 1981 to our projection for 1989,
the Defense Department spending will have rown by 87 percent.
During that same period, 19n8 to 1498, the Medicare payouts will
have increased by 115 percent. So, Medicare is growing stbstantial-
ly larger, substantially faster than the I)efense Budget. That is out
of variance with the conventional view, which speaks to cuts in the
Medicare program, which are not true, and rapid growth in the De-
fense Budget. This comparison makes an important point to bear in
mind.

Demographic factors that affect the soundness of Social Security
financing also affect Medicare. There is a major demographic shift
underway thtt will occur as the baby boom generation retires, so
that, by the middle of the next century, there will be only two
workers to support each beneficiary, in contrast with today's 4:1
ratio.

The demographic changes are not our only concerns. In fact, a
major concern is the historical trend in this country with respect to
se nding on health care. Outlays for health care are mounting rap-

Iand are consuming an ever-larger share of our gross national
product.

Two decades ao when Medicare and Medicaid were begun,
health care spending represented 0 percent of GNP; now tile figure
is more than 11 Ipercent.
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Price inflation for health care goods and services is a substantial
part of that growth, as also is the growing utilization, or volume of
services that we and others are paying for.

The Medicare Hospital Insurance Trust Fund last year paid out
slightly more than $50 billion. Under the intermediate set of as-
sumptions, the Board of Trustees for the Hospital Insurance Trust
Fund projects that this fund will be solvent until at least the year
2005, perha s until 2008. But the Board cautions that, and I quote,"any significant adverse deviation from these pro sections could
result in the inability of the fund to meet its oblgations much
sooner than projected."

There is a need, then, to begin debate now on how to address the
financing of the Hospital Insurance Trust Fund over the long term.

Important steps have been taken by the Administration and by
the Congress, especially to change the way we pay hospitals under
the Hospital Insurance Trust Fund with the implementation of the
Prospective Payment System.

There is no cause for alarm-let me be clear about that. I want
to reassure you and the public. But there are challenges ahead. As
things stand now, the Hospital Insurance Trust Fund will need
either an infusion of revenues of 16 percent, or a decrease in spend-
ing of 14 percent to assure the financial soundness of the Fund
through the next 25 year period. My point is that things have got
to change over that 25 year period.

That, is the subject of thoughtful and deliberate debate that we
seek.

Last year the Medicare Supplementary Medical Insurance Trust
Fund, Part B, paid out nearly $31 billion. The Board of Trustees
quite rightly notes its concern with the rapid growth in the cost of
this program that resulted in the doubling of outlays over the last
five years. I would be hardpressed to name another Federal pro-
gram that has doubled its outlays in five years' time.

The Board recommended to the Congress and to the Administra-
tion that. we continue to work together to curtail the growth of
Part B spending.

I testi fied last Fall before the Ways and Means Committee about
the Medicare Part B premium increase that we were forced to put
into place because of the rapid growth in outlays. That premium
this past January went up :38.5 percent. We are forecasting another
14 percent growth in outlays for the Part B program during Fiscal
Year 1988, and that long-term pattern is going to continue unless
we are able to come to grips with the growing volume of services,
in particular.

Physician expenditures drive Supplementary Medical Insurance
spending, accounting for about two-thirds of the program. One way
of explaining that growth is to say that spending for physician
services was $400 per enrollee in 1982; it was about $700 per enroll-
ee last year, 1987.

The need to control spending under Part 13 of Medicare is clear.
We have got to give ual ropriate incentives to control volume, not
just deal with individual services and prices.

We have initiated several incremental reforms, such as intensi-
fied utilization review. We seck to launch a demonstration project
later this year which wil! test preferred provider organizations,
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PPOs, in the Medicare program. And most importantly, we believe
we need to begin investing in and helping others conduct research
into things that work in the practice of medicine, to make sure we
are spending these precious dollars on effective medical practice.

We believe it is necessary, though, to make an even more funda-
mental reform in the Medicare program. A long-run solution is to
make a single payment per beneficiary to a private health plan of
the beneficiary s choice. Such managed care systems will control
costs and ensure beneficiaries get the quality of care they need
without the added risk of care that is not needed.

Finally, Mr. Chairman, let me say we are talking about the sta-
bility and viability of the Medicare trust funds over a 25-year
period. As you know, the Congress is now in conference on major
legislation put forward by the President to provide catastrophic
health insurance as a part of Medicare. This new benefit will be
largely financed by beneficiaries through supplemental premiums,
thus avoiding the need for inter-generational transfers.

But as we are in the middle of this debate, there is a debate be-
ginning on financing long-term care, surely an important issue that
deserves full debate.

Let me just make a careful point: If long-term care financing is
established through Medicare, as some are seeking, it will radically
affect the stability of the Medicare trust funds. Long-term care fi-
nancing deserves full substantive hearings and full debate before
the Congress takes action.

Let me conclude by again saying that Medicare is strong and on
a sound basis. We are committed to continuing the important dis-
cussions over the longer term that will preserve its financial stabil-
ity.

Thank you.
(Dr. Roper's prepared statement appears in the appendix.]
Senator MOYNJIAN. Thank you, Dr. Roper. And thank both of

our witnesses.
May I say-and I ought to have invited them to join, and I will

do so.
Mr. Harry Ballantyne, you are here, aren't you?
Mr. BALLANTYNF,. Yes, Senator.
Senator MOYNIHAN. Won't you come forward, sir?
And Mr. Guy King? There you are, Mr. King.
These are the Chief Actuaries of our Social Security Administra-

tion and the Health Care Financing Administration, respectively.
We want to welcome you and tell you how much we appreciate
your important work.

I would like to thank our witnesses, in the first instance for their
long-term perspective. We have very solid circumstances in our
Funds right now; but life goes on, and things can force the immi-
nent need for attention, and th,, sooner you know about them, the
more likely you are to do it in a sensible way.

I like to recall that in her book, "liooM(velt I Knew," which was
published in 19410, Frances Perkins of' New York, Secretary of
Labor under President Roosevelt, who was responsible for putting
together the Social Security legislation, said, "There will be some
problems with the Trust Funds in around 1980." Now, that's a
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public servant. That is my idea of someone who has a little per-
spective. [Laughter.]

But the kinds of' problems we foresee now are good problems. In
the case of health care they basically reflect a question tile Nation
is beginning to address, which is how much ought we do? What is
useful? What is necessary?

I nol.ed in l)r. Ropor's testimony that researchers have found
that residents of New ilaven, Connecticut, nir0 twice as likely to
undergo coronaty bypass surgery as residents of loston, without
clinically men ni ngful differTences ila h(.a Ilth o)utcomes.

Dr, Uo'i,:u. Yes, sir. If' I could elaborate on that at minute, one of
the major tin rescar('hed areas i) medicine these days is getting in-
formation on what works in t he ract ice of medicine.

We have aI verv sktchy knowledge aboit how efTective various
treatmllnts are. I)it inlt 11res (o I lie con nt ry like the Yale/New
Haven arena and Hotoll, (lifter widely is to how doctors in those
areas pra t ice,.

As Dr. ,Jack Wen)iie(,rg has r-ce atly writt(,', "If the rest of' the
country pract iced medicine tlhe way iHost on does, we would be
spending 16 percent of' our (;ross ationil Product (o health care.
If the rest of' the, coun lry )racti('('d i(, way New I Haven does, we
would be spelidim! !) ''rcet of' our ( Iross National Product.''

I think we Should take a lesson from that, among others, and
decide whether' ( wish to f-,)naul, th( way Bo: Btoln is practicing.

Senlator Mo)1N)ilIAN. lIut iIay I ask. that wouldn't be the case
with respect to h;ii't ylpass.s. 11' yfou go to New Ilaven, they ap-
parently gr i) youl :16d t)ss voul o) tlie operatingf table.

)r. lto' p:i. There are (Ii f ,ri'aces ill both (Iirections. But tile
Boston l)ractice is 011u1ch higher.

Senator MO(YNIIIAN. Yes. Suir(.
Dr. R1oii,:i. An(d last week we pi blishd a1 notice ill the Federal

Register inlicat iig our intentii)n shortly to make available to re-
searchers and the public the Medicare (fatal)ase. We have a gold
mine of' information on ;) million admissions to hospitals each
year that will aIlow researchers to analyze information on medical
practice.

Senator MOYNiIIAN. (Goo(. That is good in formation. That is what
we need to kno,,. I meani, call it be that there are twice as many
people whoi need heart bypasses in New H laven as in Boston? Or
are there more interns that neetd ir'attic(..--to use tile phrase. And
we look to find out.

Could I ask Dorcas HIardy two things? O,: I noted that in your
report---you are Secretary of the Boa'd of' Trustees.--that the pro-
portion of payroll going to Social Security benefits is declining,
dropped 10 percent inside a decade. That is sort of' different from
the public perception, wouldn't you say? And what do you or Mr.
IBallantyne say?

Ms. HA IDY. Mr. Ballantvne, can elab 'o te; but, primarily you
take those dit'lernces that you commented between the early
eighties and to now, we are looking at more revenue coming in,
people participating more in the economy, unemployment down, all
of those kinds of' figures on the economic side that I think have
substantially contributed to that.
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Mr. BALLANTYNE. Yes, that is correct. Commissioner Hardy is
correct. The economy has been growing during these last five
years, and the automatic benefit increases have been lower, too,
than they have been in the early 1980s.

Senator MOYNIHAN. That is an inflation effect.
Mr. BALI,ANTYNE. Correct.
Senator MOYNIIIAN. I will .1et back to you if* I can. We have

plenty of time.
Senator Packwood.
Senator PACKWOOD. Let me publicly thank you, Mr. Ballantyne,

for some of the information you have given me by phone. I appreci-
ate it. Yoi, do an excellent jol).

First, I want to go down, Commissioner I lardy, t he Alternatives
1, 2A, 2B and 3, so that for the record we Understand the different
alternatives you are working from. Alternative I would be the
most optimistic alternative.

Ms. HARDY. Yes, sir.
Senator PACKWOOD. 2A would be the next most optimistic. 213 is

what I would call the next most pessimistic. And 3 would be the
most pessimistic.

Ms. HARDY. Yes. And 2A and B are similar excel)t for the eco-
nomic assumptions in there.

Senator PACKWOOD. Right. But I want to st f orth the economic
assumptions that you Ifre using, because I think they are about as
rational as you could get, so that l,',ol)le don't think that this Trust
Fund surplus IS coming because of out lhlnd ish economic l) oject ions.

You use the terms "short term" and 'long term." (Could you tell
us for the record what "short term'" means and what "long term"
means?

Ms. IARDY. Short t elm is the first 10 years, and long term is
over the entire 75 year projection.

Senator PACKW)OiD. Now, For the short-term proJections on Gross
National Product on 2B--and I am only going to ask about 213, you
have got 2.2 percent to 2.1) percent real GNP growth.

Mr. BALLANT'vN:. Y(s, sir.
Senator PACKWOOD. I think that is reasonable. And long-term,

1.9. That is actually a rather cautious projection in my judgment.
Mr. BALLANTYNE. That would be below the experience in recent

quarters.
Senator PACKWOOD. Yes, f1ar below our historic performance. But

that is fine; I would rather they be cautious in these projections
than unduly uncautious.

On wages covered by Social Security, short-term, 4.8 percent to
5.7 percent. What (to you mean by "wages covered"?

Mr. BALLANTYNK. rhat is the percent increase in the average
wage of those workers who are covered under Social Security in
their jobs.

Senator PACKwooD. Now, you lost me on that one.
Mr. BAIIANTYNE. Okay-4.8 percent, for example, is the increase

in the average wage for all workers in that year, 1988. For those
workers who work in Social Security----

Senator PACKWOOD. In other words, these are-I see what you
are saying.

Mr. BALLANTYNI:. That is practically all workers.



12

Senator PACKWOOD. This is an average increase in wages. Or is it
a total increase in the wages of the country?

Mr. BALLANTYNE. No, it is an increase in the average wage.
Senator PACKWOOD. I have got it. So, short term, 4.8 to 5.7 per-

cent; long term, 5.4 percent?
Mr. BALLANTYNE. Right.
Senator PACKWOOD. And for the Consumer Price Index, short

terni 3.9 to 4.5; long term 4 percent.
Mr. BALLANTYNE. That is right.
Senator PACKWOOD. Annual interest rate, short term 6.0 to 9.1

percent; long term 6 percent?
Mr. BALLANTYNE. That is correct.
Senator PACKWOOD. How anybody can guess, considering the long

term is beyond 20 years, what the interest rate will be? I think we
do them an undue service when we insist they make projections
over a 75 year basis.

Senator MOYNIHAN. I think you feel comfortable at 50, but 75?
Senator PACKWOOD. Lastly, the unemployment rate, short-term

5.7 to 6.2 percent; long-term, 6 percent?
Mr. BALLANTYNE. Yes, sir.
Senator PACKWOOD. I would make you a bet on short-term that

you may be even actually high on that. I was looking at Commis-
sioner Norwood's statistics, when she comes on. I would predict
over the next decade that an average would be 5.5 percent. But,
again, you have guessed on the conservative side, which is fine.

I just wanted to set that out for the record, so that anybody that
looks at this will not think that you have reached your conclusions
by outlandish assumptions.

Now, Commissioner, again, just for the record-
Over the next 30 years-.and I will refer to them as the Social

Security Trust Funds; I realize they are OASDI-they are projected
to run annual surpluses through about 2030.

Ms. HARDY. Yes.
Mr. BALLANTYNE. That is right, 2031.
Senator PACKWOOD. Okay. And that in several of those years the

annual surpluses will exceed $400 billion a year. They come close
to $500 billion a year. And that is annual surplus, more money in
than out that year.

Ms. HARDY. Yes, sir.
Senator PACKWOOD. And the maximum projected accumulated

surplus under the 2B assumption, which is the next most pessimis-
tic assumption, is $11.8 trillion-trillion dollars.

Now, when the Social Security Funds run a surplus, you invest
them in Government Bonds. In fact that is all you can invest iin,
Government Bonds.

MS. HARDY. By statue. Yes, sir.
Senator PACKwoon. Now, you used the year 202; 1 am more in-

clined to use the year 19,95. For Fiscal Year 87, the Federal "ongo-
ing deficit" was $170 billion, while the Social Security surplus was
$19.0 billion. Is it true, therefore, that the $19.6 billion of' the Fed-
eral Budget deficit of $170 billion was provided by borrowing from
the Social Security surplus, or the investment of the Social Securi-
ty surplus?

t I
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Ms. HARDY. Yes. The bonds are invested short term during the
year and rolled over long term.

Senator PACKWOOD. Right.
Ms. HARDY. And we gain interest from that. And the other side

of the house, if you will, can borrow and use that. They are borrow-
ing. We are investing into their bank account, like we would invest
into something.

Senator MOYNIHAN. I wonder if I could just ask Senator Pack-
wood if he would think again about the term "borrow."

Senator PACKWOOD. Yes. "Investment" is a better term. The "in-
vestment" of the Social Security Reserves in Government Bonds.

Senator MOYNIHAN. When Social Security has a surplus, it is in-
vested in a Government bond, and the Government doesn't have to
go to the market for investors.

Senator PACKWOOD. Now, let us assume that Congress and the
Administration, whoever that next Administration might be, con-
tinues to reduce the level of the Federal on-budget deficits, assum-
ing we come close to hitting our Gramm-Rudman-Hollings targets.
I honestly think we are going to come close to hitting them this
year. I think the early projections that we were $20-25 billion off
may prove to be wrong this year. Is it true that the Social Security
surplus or reserves will, in about 1994 to 1996, give or take a year
exceed the Federal on-budget deficit if we continue on the projected
path for the on-budget deficit that we are on now?

Ms. HARDY. Yes, sir, if the deficit projections are absolutely accu-
rate.

Senator PACKWOOD. OK. That would mean that from that year
onward the Federal Government general fund deficit-I will phrase
it that way-could be funded entirely by the investment of the re-
serves in Social Security if-and this is an interesting "iW'-as a
matter of policy we chose to sell no bonds in the private market-
place.

And the reason I say "as a matter of policy," there are many
pension funds in this country, Mr. Chairman, that like to buy Gov-
ernment Bonds. I am not sure that as a matter of policy we want
to say, "No, that is it. You can't buy them. We are only going to
sell them to the Social Security Trust Fund." But if we chose to
sell them only to the Social Security Trust Fund, by the year
rou hl 1996, give or take a year, the Social Security Trust Fund
could fund the entire general fund deficit.

Ms. HARDY. Well, we would have to assume-theoretically I
think that is correct, and that is what I was saying in my com-
ments to you-we would have to assume that the on-budget, the
other side of the house, stays in balance for a significant period of
time.

Senator PACKWOOD. Or continues on the path that we now have
it on. No guarantee it will, but if it continues on the Gramm-
Rudman-Hollings path that we have it on--theoretically it gets to
zero. But even assuming it gets to a $100 billion deficit, rather than
zero by 1995 or 1996-that would be less than the projected Social
Security reserves in that year.

Ms. HARDY. Yes.
Senator PACKwooD. Then you made the statement, and I think it

bears raising in a different fashion, by the year 2025-excuse me.
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Ms. HARDY. I was just reminded that we need to clarify that the
combined budget has to be in surplus, which I think is what you
said, before we can retire any of this other debt; so that we do have
to have--

Senator PACKWOOD. Any of the past debts?
Ms. HARDY. Right.
Senator PACKWOOD. Yes. I am just talking about the annual defi-

cit at the moment.
Ms. HARDY. OK.
Senator PACKWOOD. And you made the statement that by the

year 2006, the accumulated reserves of Social Security would be big
enough to buy the accumulated past deficit of the United States.
That really is an interesting statement.

Ms. HARDY. Assuming that the current debt is not increased.R!ght.Senator PACKWOOD. Everything goes on the path that is now pro-

jected. That means that over the next 17 years-and that is not a
very long time; that is short-term, as a matter of fact, in your pro-
jection-the Social Security reserves will be big enough to retire
the debt that the United States has taken 200 years-at that stage
219 years-to build up.

Mr. BALLANTYNE. Senator Packwood, it is true I think that by
about 2006 the assets of the Trust Funds would be large enough to
have all the current debt. But if the increase in the trust funds
from today until then is used to finance the increasing debt---

Senator PACKWOOD. Oh, I agree.
Mr. BALLANTYNE [continued]. Then there won't be any money

left to buy the debt that already exists.
Senator PACKWOOD. I can foresee two dangerous problems, be-

cause our principal obligation is to make sure that there is money
to pay the beneficiaries. You very wisely projected the benefit that
need to be paid, and I am delighted you have done that.

I can see a terrible temptation-"$12 trillion?"
Ms. HARDY. Right.
Senator PACKWOOD. "Why, the temptation would be to start an

immediate program not the long-term care program starting at re-
tirement; instead, a long-term pare program starting at 25, and
fund it out of this immense surplus. Or, "Why worry about the
general fund deficit?" I can see people saying that. "A $400 billion
surplus annually, coming in the year 2000, or 4 or 5 or 6? Why
worry?" That is a dangerous assumption.

But I am sim ply saying,if cautiously we reduce the general fund
deficit, and if cautiously your projections are right and the Social
Security reserves are growing, those lines are going to cross-first,
in terms of annual deficits, about 1996; and then in terms of the
entire accumulated past debt of the United States, about the year
2006, give or take a year.

Therefore, a legitimate question we do want to ask, and I men-
tioned it in my opening statement in terms of macroeconomics,
government policy, money-in, money-out, is the issue of whether or
not we will be running immense surpluses, an issue to which we
should address ourselves now in terms of thinking about the possi-
bility of reducing the Social Security Tax; or, an issue we want to
address ourselves to if we don't do that, in saying, "Do we want to
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increase any other taxes, whether they be corporate taxes, individ-
ual taxes, excise taxes, consumption taxes," knowing that that
would even further heighten the surplus that the Government will
have, and what the effect of doing that might be on the economy?

Ms. HARDY. Mr. Packwood, the question has clearly been
raised-and I know you all are thinking about it-about the 1990
tax rate increase on our side of the house.

I asked recently what would that mean in terms of the date of
exhaustion for the long-range period of the Trust Funds, and I am
told that, given the assumptions we have just talked about, we are
looking at about six or seven years earlier in terms of exhaustion.
But even not putting that in in 1990 and holding where we are now
doesn't necessarily get to the answer that I think you are working
toward.

Senator PACKWOOD. You are right. I don't want to change it; I
don't want to touch it; I don't want to reduce it. I think the issue is
going to be raised.

Ms. HARDY. Absolutely.
Senator PACKWOOD. But my position would be that we should not

touch it.
Mr. Chairman, thank you. It has been most illuminating an-

swers.
Senator MOYNIHAN. Yes, indeed. And let me reaffirm my view

that we will not touch that 1990 provision.
Could I just ask Ms. Hardy, as of today we still have only a four-

month reserve, don't we?
Ms. HARDY. By the end of this year, Senator, it will be about

seven months. We do spend $20 billion a month.
Senator MOYNIHAN. So let us put some more money in the bank,

all right?
Senator Durenberger.
Senator DURENBERGER. Mr. Chairman, I found both the presenta-

tions by the panelists and the questions by both of you extremely
interesting. But I wonder if, for the rest of our viewers, it is not a
little bit confusing. But I think this is a wonderful place to start in
terms of realizing how it is we are financing what it is we want to
have today. And I think, in particular the questions raised by my
colleague Senator Packwood hits at that point.

I came here in 1978, which is the year that you all saved Social
Security. It was also the year that we began to finance an incredi-
ble amount of our having out of inflation. As I recall, by the end of
1980 we had adjusted Social Security's outgo by 24.8 percent be-
cause of the inflation of 1979 and 1980. And by the time I was up
for reelection in 1982, the cry was out that Social Security was
bankrupt, and the Social Security System was going to be bank-
rupt, the Medicare Trust Fund was going to be bankrupt in I think
1986 or 1987, and it was all my fault. (Laughter).

Because I was up for reelection or because I was here when all of
this was happening.

And now, as we listen to the responses to the questions by my
colleague Senator Packwood, I wonder why I have yet to meet a
person under 30 who believes there is going to be any Social Secu-
rity there when they retire.
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Ms. HARDY. I think you are absolutely correct, Senator, and I
have taken my informal polls. As I travel around the country, the
hotel clerks are always the ones who are under 30. I say I am from
Social Security, and they say, "Well, that's nice. It won't be there
when I get there."

I think our public education efforts to say to them, "This is the
benefit that you can expect, in today's dollars, an estimate, both in
retirement and survivors and disability insurance. If you need the
survivors and disability, family insurance, we will be there for
you." And that kind of knowledge is really going to help in that
area.

But you are absolutely correct, and the Chairman noted the
formal polls that have been taken. I think one of the reasons is
clearly that the gloom and doom headlines of the early eighties
that you have alluded to-10,000 more a minute we were spending
than we were taking in-that was clear.

Fortunately, we had a little sum in the bank.
Now we are to a situation where I think that has turned around

to $76,000 more a minute "in" than we are paying out. So, those
kinds of things are helpful.

Senator MOYNIHAN. Stop there. Say that again. Seventy-six thou-
sand dollars a minute?

Ms. HARDY. Given your excellent efforts, Mr. Chairman, and the
Bipartisan Commission, the $10,000 more a minute that we were
spending in the early 1980s has been reversed to taking in $76,000
more a minute than we are spending.

Senator DURENBERGER. I don't think any of those hotel clerks are
going to understand that one, either.

Ms. HARDY. They are going to understand $76,000 a minute.
Senator DURENBERG-FR. But it is quite a change, and Bill wants to

comment on that in a second.
I wanted to observe, though, that in addition to the fears ex-

pressed by Senator Packwood about all of this, the one that is both-
ering me a great deal is that we seem to be financing all of this out
of work. This is not the time to debate the payroll tax versus other
sorts, but I wonder if part of the concern of the young in this coun-
try isn't that they are going to work for less. Their incomes are not
increasing as their parents did, and they are paying this 15 or what-
ever-it-is percent into this system right off the top, with the very
first dollar; and part of that, I think, is a deep concern that people
have about the future.

Dr. Roper.
Dr. ROPER. I just wanted to add, the 30-year-old today retires, if I

calculate it right, in the year 2023, and that is several years beyond
the date when we are in trouble in Medicare. I want to continue to
remind you that, for two reasons, the Medicare Program will have
to be dealt with over the coming years.

Senator DUREN3ERO.ER. I wonder if I have time, Mr. Chairman,
for just one question?

Senator MOYNIHAN. All the time you want, sir.
Senator DURENBERO ER. If either Dr. Roper or Guy King wouldn't

take us through. I don't have in front of me what Bob had here on
the Social Security Trust Fund. But I wonder if, Dr. Roper, you
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might take us through the premise section of the year 2005 projec-
tion on Medicare?

Dr. ROPER. Sure.
Senator DURENBERGER. What are the data in terms of dollars

out, and that sort of thing?
Dr. RoPER. To illustrate it, in my testimony there is this graph

that was part of the Trustees Report that depicts the short-term
status of the Hospital Insurance Trust Fund. Most instructive is
the Alternative 2B assumptions-as Senator Packwood said the
next most pessimistic assumptions-which show that Trust Fund
out of funds by the year 2005.

The key point to bear in mind is, while the balance in that trust,
fund is now growing and will grow substantially in the period of\
the 1990s, when it begins to decline, about the turn of the century
or shortly thereafter, it declines rapidly. And that is the period of
time we need to focus attention on. It is why we or subsequent Con-
gresses and Administrations will need to take action on the Medi-
care Program.

An important step that I think the Congress is about to take in
connection with Medicare acute coverage of catastrophic illness is
the principle of existing retirees paying for that benefit themselves
through a fair mechanism. That is a different way of financing this
benefit than increasing the payroll tax, which would have today's
workers paying for a retiree s enhanced benefit. And that step in
financing, self-financing, is a very important one.

Senator DURENBERGER. But for those of us-and it is everyone in
this committee-who have been engaged in reforming the way we
finance the Medicare System, what premises do you use in terms of
how much money is being paid out to the hospitals of America, for
whom, and at what particular dollar level in order to get to your
outgo figures?

Dr. ROPER. What are our assumptions about outlays from the
Hospital Insurance Trust Fund?

Senator DURENBERGER. Right. Are you using a certain medical
price index, or a hospital price index?

Dr. ROPER. Yes.
Senator DURENBERGER. Are you also using the demographics

about the frail elderly or about the increase in certain kinds of dis-
eases? Or what is some of that premise behind that projection?

Mr. KING. The basic inflationary increase per unit of service for
hospitals is the Hospital Input Price Index, which is similar to a
CP? for hospitals, except in the early years where Congress has al-
ready enacted legislation establishing what the update factor will
be.

The demographic projections do take into account the aging of
the population, in the sense that as the population ages there will
be somewhat of an increase in the number of admissions per capita
and the average case mix.

Senator DURENBERGER. Can you tell us what you are using for a
Hospital Price Index from now through the year 2005? Or "Input
Index," or whatever it is?

Mr. KING. For 1987, it is 3.9 percent. For 1989 it is 5.2 percent,
5.2 percent in 1990, and then for various years through 2012 it is
between 4.5 and 5 percent.
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Senator DURENBERGER. What was reality in 1988 in the HospitalInput Index, or whatever it is called?
V. KING. It was 4.6 percent.
Senator DURENBERGER. Four-point-six?
Mr. KING. That is our best estimate of 1988 now, calendar year

1988.
Senator DURENBERGER. Mr. Chairman, I think I have used

enough time.
Senator MOYNIHAN. Thank you.
Dr. Norwood has arrived, and so I don't want to keel) either this

panel or delay the other.
But I do want to ask-let me get one thing clear: This word

"bankruptcy." It begins, the term, with Mr. Stockman's statement,
and I repeat it, that he came into office in 1981 and said within
months there would be "the most devastating bankruptcy in histo-
ry." Now, this was never in prospect.

A "bankruptcy" suggests, you know, the whole thing collapses
and disappears. But what that term is being used to describe is
that point in time when savings have been used up and you are
living on the current income.

Now, with respect to Medicare, if in the year 2005 you have used
up your reserve, we have three trust funds. We have Old Age and
Survivors Insurance; we have Disability Insurance; and we have
Hospital Insurance. Right? Does everybody agree?

No response.I
senator MOYNIIIAN. Three Trust Funds.

We take FICA tax revenue and allocate it to these three trust
funds, which is just three checking accounts, right? Does anyone
think otherwise? Just say no.

R No response.)
enator MOYNIHlAN. I will take silence to confer assent.

Now, if in 2005 we have a big surplus in one trust fund, and we
have used up our surplus in another, we could, if nothing else, real-
locate the moneys as between our three checking accounts. We
don't go bankru t.

Ms. HARDY. No, we don't go bankrupt, Mr. Chairman. But the
reallocation of reserves from one fund to another is clearly a
policy decision that will have to be addressed. But I would hope
that that would not be the case, given that I am concerned about
the young people who want to know that those reserves will be
there for them upon their retirement.

Senator MOYNIHAN. Right. But the term-you know, that they
are running short. I mean, the worst danger we faced in 1982 was
that checks would go out a day late, or something like that. We
fixed it. Bringing in your phrase, $76,000 a minute more than we
are spending. We have some very interesting questions about what
to do with this accumulation, as Senator Packwood mentioned.

But when we use words like that, we should not be surprised
that persons take it literally, It is an image we use; it is not true;
there is no prospect of this system going bankrupt. To the contrary,
we are asking ourselves what do we do with the ever increasing
amounts of money. By the year 2006, as Senator Packwood men-
tions, the trust funds coL.ld hold the entire national debt.

Ms. HARDY. If the rest of the budget stays in balance each year.
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Dr. RoPER. If I could just respond, the Congress could in this
future year choose to reallocate funds from the Social Security
trust funds into the Medicare trust funds. You are right, that could
be done.

But the point I would make is that the year 2005, under current
intermediate projections, the problem is not a lack of revenue; it is
a problem of continued growth in outlays. And if my personal bank
account goes to zero, there is always the option that my brother
can give me money. But if I am spending more than I am taking
in, I ought to worry about how much I am spending. And that is
the problem,

Senator MOYNIHIAN. And that goes to the question of' how much
do we wish to spend on medical care in our country.

Dr. RoPERi. Yes.
Senator MOYNIIAN, It is a large question, and we will be address-

ing it; but for the moment, let us discard the notion of' fiscal insol-
vency. That is not our question. We have good long-term questions
in your area, and in the area of old-age, survivors, and disability
insurance.

At any given moment the committeee on Fitnance is the ward of
one child in six in this country. One child in six is supported either
by Survivors Insurance or AFI)(', which is al so part of' the Social
Security Act. We hav to attend to those issuv,3 as well.

But for the moment, WV' have interesting )roblels. We are ahead
of this curve in thinking about them, and they are a better sort of
problem than-we hav( had in recent years.

I thank you very much. It iS a particular pleasure to see Mr. Bal-
lantyne and Mr. King before us. We know what extraordinary
public servants you are and how well you have served.

I should note that Mr. Rohert Myers is in the ro,m, who is the
actuary of them all.

Thank you very much.
We now have a very special treat for our committee. We rarely

see the distinguished Commissioner of' the Bureau of' Labor Statis-
tics, in this case the Honorable Janet Norwood; nor yet do we often
see Mr. David Walker, who is the Assistant Secretary for Pension
and Welfare Benefits Administration in) the department of Labor.

Dr. Norwood, we very much welcome you, and I am going to ask
you to wait just a moment until we have sped our parting guests.

[Pause.]
Senator MOYNIHAN. We have your statement. You can read it in

full or place it in the record and summarize it as you like-.and of
course, Mr. Walker, too.

Good morning, I)octor.

STATEMENT OF ION. .JANET IL. NOIWOOD), COMMISSIONERR ,
BUREAU OF LABORIl STATISTICS. )EPARTMENT OF ,AB()R,
WASHIiN(ITON, DC
Dr. Noawoon. Good morning. It is a great pleasure to be here.
I think that in the interests of time it would be wise to ask that

my statement be inserted in the record.
Senator tOYNIIIAN. Without objection. Of' course.
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Dr. NORWOOD. I will summarize the major points as briefly as I
can.

What I have tried to do is to focus on two aspects of the labor
force that I think are important for Social Security and for the pol-
icymakers who have to make decisions about it.

First, of course, is the overall size of the labor force, which forms
the base of workers who are paying into the Social Security
System; and the second is the size of the labor force nearing retire-
ment age, and the decisions that these people make about whether
to continue working or to retire, which of course affects the
number of recipients.

Now, we have completed at the Bureau of Labor Statistics a set
of projections to the year 2000. As is generally known, the labor
force will grow more slowly in the future than in the past.

We project that the older population, which will grow as a share
of the overall population, will have reduced labor force participa-
tion by the year 2000.

Labor force participation rates for older men have fallen steadily
and dramatically since labor statistics were first collected in the
late forties. This trend has resulted almost entirely from improve-
ments in the financial resources available to older workers which
have allowed them to retire at earlier and earlier ages.

In general, until about age 62, the first year of eligibility for
Social Security benefits, the employment patterns of older workers
are similar to those of younger ones. Employed men in their late
fifties and sixties work in similar occupations for about the same
number of hours a week as younger men.

Social Security eligibility increases the lure of retirement. At 62,
many workers leave the labor force. Those who continue to work
often move away from full-time year-round employment to alterna-
tive schedules that are less demanding.

What are the conditions facing retirees today? Most of those who
are out of the labor force report to our interviewers that they do
not want a regular job, either full-time or part-time. In fact, only
about half a million of the 30 million people who are age 60 and
over and not in the labor force indicate any interest in work; and
even of those, personal factors and home responsibilities keep a lot
of them from working.

Well, why do so many choose the non-work option? To answer
that, I think we need to examine what happens once someone takes
a pension or applies For Social Security Retirement Benefits.

Once the link with a person's long-time employer has been
broken, a mismatch often exists between the kinds; of jobs that
older persons might accept and the types of offers being made to
them.

Earnings for available part-time, jobs niy be quite low compared
to what they had been earning. Moreover, even the types of jobs
and the work schedules may not be what the retired worker had in
mind.

But I think it is important to recognize that this situation may
he changing. Some employers, vsp(,cially iii retail trade that are
now facing shortages because ot1 their depeid(nce on youngsters,
have specifically Inrgeted older workers. particuthirly retirees, to
fill part-time and peak-load schedules.
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We also know that workers in the rapidly growing "upscale" oc-
cupations-managerial and professional occupations-often remain
in their jobs longer than others.

Over the last few years there has been some stabilization in the
participation rates for older men. I do not believe that this means a
reversal of past trends, at least for the next decade, assuming no
change in retirement laws.

We saw something similar to this in the late 1970s, which was
also a period of economic expansion and rapid employment growth.
While the labor force projections prepared by BLS do not extend
beyond 2000, it is important to consider the changes that are likely
to occur in the early part of the next century, since they need to be
taken into account in developing long-range retirement funding de-
cisions.

As the baby boom generation reaches early retirement age,
which will begin about the year 2007 and continue for the succeed-
ing 20 years, very large numbers of people retiring can be expected.

One way to look at the demands on the Social Security System is
to examine the dependency ratio, the ratio of those retired and out-
side the labor force to those who are working or looking for work.

In 1986 there were 22 persons 65 and over outside the abor force
for every 100 persons in it. That ratio has been increasing steadily.
In 1972 there were only 18 older nonworkers for every 100. By the
year 2000, the ratio increases to just over the 1986 level, 23 older
non-workers for every 100 workers. And we can calculate a rough
estimate for the year 2025. There could be almost 40 non-working
persons 65 and over for every 100 workers.

Now, what will these people live on? Currently, more than half
of all Social Security recipients age 65 or older receive no other
pension. Some of them do have other sources of income, about
three-fifths have some asset income-interest or dividends-and
nearly one-fifth have some wage and salary income.

Our labor force survey showed that in ?985, 43 percent of all ci-
vilian employees were covered by employer or union pension plans.
Of course, larger firms are much more likely to provide retirement
coverage. The BLS Employee Benefits Survey shows that about 90
percent of the full-time workers in private medium or large size

firms are covered. But of course, we have to remember that about
half of the work force is working in smaller firms; that is, 100 or
less.

In 1987, BLS studied employee benefits in State and local govern-
ment for the first time. Virtually all of them provided for full-time
State and local government workers some kind of retirement plan.
Many of these were defined benefit pension plans-and I am going
to leave all the discussion of pensions to my colleague, Assistant
Secretary Walker.

We know, of course, that when people retire, their incomes are
reduced considerably. What do we know about their expenses? The
BLS Expenditure Survey shows that older Americans consume
fewer goods and services than the non-elderly, and they spend a
larger proportion of their incomes on essentials.

Housing-which includes utilities--food, and medical care ac-
count for about two-thirds of the elderly's expenditures. Older
households consume less than younger ones, partly because they
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tend to have smaller incomes, but also because they have fewer
household members and different needs.

For example, the older age group is less likely to be paying off a
mortgage, and on average they have fewer automobiles.

It is also important to recognize that older people do not consti-
tute a homogeneous group. The characteristics and the expendi-
tures of those people age 65 to 74 are very different from those 75
and over. Medical care, for example, accounted for 15 percent of
the expenditures for those 75 and over, 1 percent for those 65 to 74,
and less than 5 percent for all consumer units in urban areas in
the country.

So, in conclusion, let me say that I believe that the issues this
committee is looking at are extremely important ones, and we at
the Bureau of Labor Statistics are prepared to help in anyway we
can.

Thank you.
[Dr. Norwood's prepared statement appears in the appendix.]
Senator MOYNIHAN. Thank you, Dr. Norwood.
And as is our practice, Mr. Secretary, would you now rive your

paper? Then we will query you both.

STATEMENT OF 1I1N. )AVII) M. WALKER, ASSISTANT SECRETARY
FOR PENSION AND WELFARE BENEFITS ADMINISTRATION, DE.
PARTMENT OF LABOR, WASIlNGTON, DC
Mr. WALKER. It is a pleasure to be here with you, Mr. Chairman,

and Senator Packwood and Senator Durenberger who join you
today, and also to share this panel with my distinguished colleague
Commissioner Norwood.

I appreciate the opportunity to share with you the progress and
the state of our current private pension system, and its relation-
ship with Social Security.

I do have a statement that I would like to submit in its entirety
for the record, if I can, Mr. Chairman.

Senator MOYNIHAN. Without objection.
Mr. WALKER. Thank you.
Now I would like to summarize the highlights of that statement

for you.
As you know, our retirement income policy in this nation is

based upon a so-called "three-legged stool" concept, in which we
have Social Security, private pensions, and personal savings, all
three of which form a pool of capital available to Americans in
their retirement years to provide for their economic security,
whether it be in the form of monthly income, for health, long-term
care, or whatever purpose.

Social Security represents the foundation of this retirement
income. As you know, it has almost universal coverage, full porta-
bility, mandatory preservation for retirement purposes, and is tar-
geted to lower and middle income Americans, as to the percentage
of their income that is replaced.

It is therefore extremely important, I believe, that the integrity
and the financial soundness of the Social Security System be main-
tained, and that public confidence in this system be fostered.

J
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I noted in Commissioner Hardy's testimony the Social Security
Administration's efforts to try to make people more aware of the
improved soundness of the system today. I think that is very im-
portant and should be continued.

But Social Security cannot stand alone. It should be supplement-
ed by personal savings and by private pensions. Again, together,
the three will provide the pool of capital necessary to assure eco-
nomic security in retirement.

Social Security provides a foundation, and I would submit that
the existence of the Social Security System has given us the flexi-
bility to have a voluntary private pension system, a flexibility
which I think is very important, because it enables employers to
have the flexibility to design their plans to meet their needs, and
to also meet the needs of their workers, either through the collec-
tive bargaining process or through other informal means.

Our private pension system, the voluntary pension system, is not
perfect by any means, but it is clearly the most successful private
pension system on earth, bar none. And much progress has been
made.

From a statistical standpoint-about which I had an attachment
to my formal testimony-I will review, if I can, a few of the high-
lights:

I will review our progress since the passage of ERISA, because I
think that was the real turning point-as you know, the Employee
Retirement Income Security Act of 1974, signed into law on Labor
Day of 1974. Since the beginning of 1975, total plans have increased
approximately 530,000 or 156 percent. Most of this growth has
come in the area of defined contribution plans. Their growth has
far outpaced the growth of defined benefit plans. As well, most of
the growth has come in so-called "single employer plans," where
you have one employer that is covering its workforce. They could
be collectively bargained arrangements, or they could be salaried
workers.

There has been very limited growth in multi-employer plans, and
that growth has basically been non-existent since the passage of
the Multi-Employer Plan Amendments Act of 1980, MEPPA.

I think you have to view this with some caution, however, while
there has been an explosion of growth in defined contribution
plans, many defined contribution plans represent supplemental
plans to a base defined benefit plan. That footnote is very impor-
tant.

The number of active participants has increased approximately
26 million, up approximately 68 percent, to a total of approximate-
ly 65 million as of 1987. Net covered workers are up 36 percent, to
approximately 42 million. Retirees receiving benefits have in-
creased 88 percent to approximately 9 million. The average benefit
payment has increased 117 percent to approximately $5200. Total
annual benefit payments are up 400 percent to approximately $95
billion.

Importantly, the financial soundness of the private pension
system: The total assets in private pension plans are up 417 per-
cent to approximately $1.5 trillion, the largest pool of capital in the
world, which is extremely important, not only for retirement secu-
rity but also for our nation's economic growth and prosperity.
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The total annual contributions are up approximately 150 per-
cent, to $95 billion per annum. And the relative funding status of
the plans, which I think is a key benchmark for benefit security, as
to whether or not people can rely upon these promises being mean-
ingful and actually receiving them in their retirement years, has
improved markedly.

In 1975, fifty-nine (59) percent.of the single-employer plans were
underfunded-they did not have enough assets to meet accrued
benefit obligations that the plan then terminated. Seventy-six (76)
percent of multi-employer defined benefit pension plans did not
have enough assets to meet their obligations. These have been
markedly reduced, especialJy during the last seven years, due to
this nation's tremendous economic growth.

Now there are only 20 percent of' single-employer plans that
don't have enough assets to immediately meet their accrued benefit
obligations, down 60 percent, and 33 percent of multi-employer
plans, down 57 percent.

I might add, there is a significant percentage of plans that are
significantly overfunded. We estimate total net surplus appears at
the present time to be about $230 billion.

In addition, through working with Congress on a bipartisan
basis, as I think it should be in this important area, much progress
has been made, especially over the last seven years, to improve en-
titlements, equity, security, and the financial integrity of the PBGC
Insurance Program, which backs up these promises for defined ben-
efit plans.

This has not, however, come without a cost. That cost has been
frequent legislation, which, candidly, has caused a degree of insta-
bility and a degree of uncertainty, and I think we need to move to-
wards providing more stability in order to foster coverage.

While we have the most successful system on earth, while we
have made much progress, several challenges remain of which the
following represent a few highlights:

Coverage. As Dr. Norwood noted, while coverage has increased
significantly as to the number of' workers covered, the percentage
othe full-time workforce covered has been relatively stagnant or
flat since ERISA's passage. It has only gone up one percent. Of the
full-time workforce, it is 53 percent. This is a challenge for the
future.

As Dr. Norwood also noted, we have broadbased coverage in the
middle and larger employer sector, but we have a real problem in
the small business sector-which, as you know, is where most of
our workers are employed and where the growth is projected to be
between now and the year 2000.

Less than 20 percent of workers who work for firms with less
than 25 employees are covered by a private pension plan. Clearly,
this is a challenge for the future. We at the Department of Labor
are making a number of efforts to try to meet that challenge,
through encouraging the use of simplified arrangements such as
SEPs-Simplified Employee Pensions-minimizing regulatory bur-
dens, and trying to do other things that would help to foster
growth and improve the reach of the private pension system.

Portability. Given our more mobile workforce, we need to en-
hance portability of pensions in meaningful and constructive ways.
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Preservation. Given our aging society, it is extremely important
that our laws be structured so as to encourage individuals to pre-
serve retirement savings for retirement income purposes. -

And there are a few other areas, such as corporate governance,
the need to assure for meaningful employee ownership, and the
need to decrease the incentives in our laws for employers to termi-
nate their pension plans as a means of accessing surplus assets.

In summary, our voluntary private pension system is not perfect,
but it is clearly the most successful on earth, and much progress
has been made. It is an important supplement to Social Security,
and we must work together to expand the reach and address the
other issues that I mentioned.

It is important, I believe, that it remain a voluntary system, and
it is also important that we move to try to provide more stability in
order to foster additional coverage in the future.

That would conclude my brief remarks, Mr. Chairman. I would
be happy to answer any questions you might have.

[Secretary Walker's prepared statement appears in the Appen-
dix.]

Senator MOYNIHAN. We thank you, Mr. Secretary.
I for one found this illuminating and thoughtful. Characteristic

of your labor statistics, they project things for 12 years and leave it
to others to go to three-quarters of a century.

Dr. NoRwooD. That is right. It is safer that way, Senator.
Senator MOYNIHAN. On the question of Social Security and pri-

vate funds, Secretary Walker notes that, since ERISA was enacted,
the proportion of the full-time labor force with pension coverage
has not budged-probably not statistically accurate, but 52 or 53
percent, it is the same number; it is not moving.

We have 9 million persons who are now receiving benefits, as
against about 23 or 24 million for Social Security retirement bene-
fits. So you have a measure of this.

You estimate that the present pension assets have grown very
considerably, to $1.5 trillion. Well, the reserves in Social Security
will be $1.5 trillion in the year 2001, and more than twice that in
2007. So, Social Security is going to be the principal source of re-
tirement benefits in the foreseeable future.

Dr. Norwood and Mr. Secretary, would you agree to that? That
the bulk of retirement income will come from Social Security?

Secretary WALKER. Clearly it will be the foundation, but it is a
foundation on which we need to build. And yes, I think it will be
the bulk.

Senator MOYNIHAN. Dr. Norwood.
Dr. NORWOOD. Yes, indeed.
Senator MOYNIHAN. And the supplement tends to be in occupa-

tions with higher incomes, does it not? What is the phrase you used
to use? The "dual economy"? Some people are in systems where
there are pensions, and other benefits, and other people work inter-
mittently at jobs that don't have that quality to them.

Secretary WALKER. Mr. Chairman, Commissioner Norwood may
have a comment on this, but my feeling is that there is a good
cross-section of income levels that participate in the private pen-
sion system.
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Really, the problem is in the size of firms. In other words, for
large firms we have, as you know, a number of non-discrimination
rules and rules designed to assure that, to the extent an employer
is having a tax-favored employee benefit plan, that it has a broad
cross-section of coverage that meets not only middle and upper
income workers but lower paid workers. The challenge is in small
business.

But I would say there are more lower income jobs probably in
that sector, in the aggregate.

Senator MOYNIHAN. That is clear. And where you pick up most
of them, I suspect, is in State and local employment.

Dr. NORWOOD. That is right.
Senator MOYNIIAN. They are lower income, and they are all cov-

ered.
Could I ask Dr. Norwood one question?
I was struck, and I think my colleague Senator Packwood was,

that you are projecting that by the year 2000, 47 percent of the
labor force will be female.

Dr. NORWOOD. Yes.
Senator MOYNIHAN. So you have, for practical purposes, equal

labor force participation rates.
Dr. NORWOOD. Almost. We are at 46 percent now.
Senator MOYNIHAN. Forty-five percent-45 percent now?
Dr. NORWOOD. Forty-five percent of the labor force now is female.
Senator MOYNIHAN. Well, there you are, a representative sample.

[Laughter.]
Dr. NORWOOD. That's right.
Secretary WALKER. A modern panel.
Dr. NORWOOD. And the importance of that I think for the future

is that today many women in the labor force have not yet earned
very many retirement benefits. But when we look ahead 10 or 20
years and beyond, they will have earned those benefits, so they will
be retiring, we believe, somewhat earlier than they now do.

Secretary WALKER. If I can add to that, Mr. Chairman, I think it
is important to note that our private pension system has not ma-
tured yet, and that we have made a number of recent changes in
the law which should serve to increase the number of people who
have pension entitlements and increase the amount of benefits
they will have, especially women.

For example, vesting. For most workers, minimum vesting has
gone from 10 years to five years, which means that more people
will have a pension, and that they can therefore move that with
them.

In addition, the ability of employers to offset or reduce the pen-
sion that an individual would get through a private pension plan,
based on Social Security, was recently limited to 50 percent; where-
as in the past they could have eliminated the entire thing.

So we have made a number of changes that I think will serve to
assure that the average benefit level will go up and more people
will get it.

Senator MOYNIHAN. Could I just ask one last question of Dr. Nor-
wood?
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I would suppose that the early actuarial forecast of Social Securi-
t assumed a much lower labor force participation rate for women.

here were more single-earner households.
Dr. NORWOOD. Yes.
Senator MOYNIHAN. And one of the reasons we have such dra-

matically changed outlooks for Social Security is that we suddenly
have two-earner households. Isn't that right?

Dr. NORwooD. That is right. More than the majority of all mar-
ried-couple families are two-earner households.

Senator MOYNIHIAN. More than the majority?
Dr. NORWOOD. Yes, more than half. Well over half are two-earner

households.
Senator MOYNIHAN. And in 1935 that would not have been fore-

seen.
Dr. NoRwooD. Oh, no. Actually, I don't have 35, but I can tell

you that in 1986 the one-earner household family was only 24.7.
Senator MOYNIHAN. Wow. Thank you.
Thank you,
Dr. NoRwooD. There is a big difference.
Senator MOYNIIAN. Senator Packwood?
Senator PACKWOOD. Commissioner, it is good to have you here

again. You were always a fount of accuracy, which I appreciate.
Dr. NouwooD. Thank you, Senator.
Senator MOYNIHAN. Not a "quarter of households,' but "24,.7 per-

cent." (Laughter. ]
Senator PACKWOOD. That is the "fouit of accuracy."
Senator MOYNIHAN. That is right.
Senator PACKWOOD. I wanted to rephrase something. I think you

have said it., but I want to phrase it in a slightly different fashion,
because I use it in speeches, and I want to make sure I am on
sound ground.

You bad the baby boom from 1945 to 1965, and people go to work
roughly 20 years after they were born. So we were putting them to
work from 1965 to 1985.

Dr. NORWOOD. That is right.
Senator PACKwooD. Then, as best as I can tell-and maybe your

statistics on this are better than mine--women started going into
the labor force, in numbers disproportionate to those previously in
about 1960. I don't know why, but the numbers become dispropor-
tionate. And it would seem to me your figures would bear out the
fact that, if from 1972 to 1988 they went from 39 to 45 percent and
from 1988 to 2000 they are 0oing to go to 47 percent, that their
coming into the labor force in numbers disproportionate to what
they have done before is slowing down a bit.

Dr. NORWOOD. Yes. We expect that the rate of labor force partici-
pation for women will increase between now and the year 2000, but
that it will increase at a somewhat slower rate. And that is because
we had really an almost revolutionary change in the sixties and
the seventies. Not for all women, by the way. Many women have
always worked, and they worked because they had to work. And
that is why women work now, in any case.

But there a lot of reasons for the increase in labor force partici-
pation of women, including, of course, the Women's Movement, but
also rising standards of living, the attempt to keep up the standard

88-871 0- 88 - 2
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of living, which in many cases is based upon two earners in the
household these days.

Senator PACKWOOD. Now, if my figures are right, the labor force
grew annually at an average of about 2.1 percent between 1965 and1985.

Dr. NORWOOD. That is roughly so.
Senator PACKWOOD. Roughly. And from 1985 to the year 2000 it

will, if the average is up, grow about 1.2 percent a year. And this is
not because there is a shortage of jobs; it is a shortage of people.

Dr. NORWOOD. That is right.
Senator PACKWOOD. It is literally going to be a buyers' market

for people looking for work from now to the end of the century.
Are there shortages of some skills? Yes. I understand the mis.

match; but if you mean just on average, we are going to be in ati ht labor market.
9K NORWOOD. We have that possibility, certainly.
And I believe the other important element here is that it should

be much easier to maintain lower unemployment rates in this
country, because there may be a sort of downward pull on the un-
employment rate.

Senator PACKWOOD. That is the next thing I was going to come
to. I have made this statement. On average-I mean in recessions
things will go up, and in tremendous booms they wili go down, but
on average-there is no reason why the unemployment rate
shouldn't be 5.5 or 5.4 percent between now and the end of the cen-
tury-on average. Six and a half or 7 percent in terrible times, and
maybe 4.7 percent in good times.

Dr. NORWOOD. Well, I think there are a few things very specific
that we do know. First of all, young people always have very high
unemployment rates, and there are going to be fewer of them.
There are fewer of them now, and there are going to be fewer of
them in the labor force of the future, in the next decade, than
there were in the past. That should mean lower unemployment
rates, on average.

However, that is somewhat balanced by the fact that we antici-
pate that a large part of the increase in the work force will come
from minorities, both Blacks and Hispanics, who have in the past
had difficulty in the labor market, and who for one reason or an-
other have not had the opportunities for education and training
that bringabout a more successful labor market experience.

So you have got things on both sides of this equation.
Senator PACKWOOD. But here is the irony, and I suppose it will

accrue to whichever party is in power. I told Senator Moynihan
that I remember the wonderful statement he made several years
ago which put me on to this whole thing. He said, "If I were run-
ning for President"-I can't imitate his lilt, but he said, "If I were
running for President in 1988, I would promise to bring the unem-
ployment rate down as low as it has been in two decades, teenage
rates down." And I said, "Pat, what would you do?" He said,
"Nothing. Nothing." [Laughter.]

It isgoing to happen.
Dr. NORWOOD. It is going to be much easier.
Senator PACKWOOD. Here we sit, with the situation where the un-

employment rate ought to be low. Here we have this absolute cor-
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nucopia of surplus coming from the Social Security Fund in terms
of national savings-I am not talking here about spending, but na-
tional savings-and people are saying "We have to increase our
savings rate.'

Here we sit with a tax rate infinitely lower than any other in-
dustrialized country. It is no wonder that money is pouring into
this country from overseas to invest-it is the best rate of return
they can find any place in the world-and normally when you re-
patriate capital home overseas, it isn't even taxed.

So this country is going to be awash in capital. It is going to be a
buyers' market for labor. There is no reason why the nineties
should not be an extraordinary period of growth.

Dr. NORWOOD. I would only make one qualification, Senator, and
I am only referring now to the issue of shortages and the supply of
workers, and that is that we have got to see to it that we do better
in the future than we have done in the past to train our workers to
be able to support the kind of jobs that are going to be created.

Senator PACKWOOD. And do you know where that may come? If
you look back at the greatest training program we ever had in this
country, in terms of effectively training people at least for jobs at
the time, it was probably during World War I, when Henry Kaiser
was taking people out of Oklahoma and Arkansas-that couldn't
read-took them out to Los Angeles and Portland and taught
them. What did we have, a 2 percent unemployment rate during
World War II? He taught them to do something that was relevant
to their j'ob.

I will be willing to wager-if you and I can get this employer tui-
tion extension that has run out, Pat-that you are going to see a
great deal of that done by employers in the next decade, and it is
going to be done in conjunction with community colleges.

This is not all training at Harvard to get a Ph.D. in business; a
great deal of it can be done at community colleges, and it can be
done in a year or a year and a half. Tie ideal reason for doing it
that way is that the community colleges are wonderfully attuned to
the labor needs of the local area, and what Newport, Rhode Island,
needs is probably not what Newport, Oregon, needs. And if we give
any kind of incentives or even a decent break to employers, they
are going to do a good portion of this education, because they have
no choice. They need the people. If we don't foul it u

Senator MOYNIHAN. I would note, sir, that in Dr. Norwood's testi-
mony the words "labor shortages" appear. Labor shortages are al-
ready upon us in certain parts of the country and for certain occu-
pations. And that is a very careful statement.

We thank you both, Secretary Walker and Dr. Norwood. It is
most thoughtful of you to come, and we do very much appreciate it
and value it.

Dr. NORWOOD, Thank you, Senator.
Secretary WALKER. Thank you.
Senator MOYNIHAN. And now we have the concluding panel of

authorities of various sorts, all most distinguished, who are going
to give us a longer perspective on the demography of the subject,
and we are going to get some charts. Good. Good.

We welcome to the committee Mr. William Butz, who is Associ-
ate Director for Demographic Programs at the Bureau of the
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Census; Mr. Paul Van de Water, who is Chief of the Projections
Unit of the Budget Analysis Division of the Congressional Budget
Office; and-a very special privilege for the Chairman this morn-
in--Mr. Ben J. Wattenberg, Senior Fellow of the American Enter-
prise Institute for Public Policy Research, and author of the recent,
much noticed volume, "The Birth Dearth."

As is our practice, Mr. Butz, you are the first on the list, and you
will commence, sir.

STATEMENT OF WILLIAM P. BUTZ, ASSOCIATE DIRECTOR FOR
DEMOGRAPHIC PROGRAMS, BUREAU OF THE CENSUS, DEPART-
MENT OF COMMERCE, WASHINGTON, DC
Mr. BUTZ. Thank you, Senator, It is a privilege to be here repre-

senting the Census Bureau at this hearing. I have submitted testi-
mony that I request be entered in the record, since I might deviate
from that.

Senator MOYNIHAN. Without objection. Yes.
Mr. BUTZ. Thank you.
I am here to provide the subcommittee with information on our

demographic projections and the implications of the results of these
projections for the Social Security System.

But before I present them-which I will do graphically over here
to the left-I want to point out that the Bureau makes no claim
that its projections are inherently superior to any other projec-
tions. In fact, as you know, all projections of the sort that we are
discussing here today are really only the mathematical extension
of assumptions about fertility, mortality, and net immigration.

Now, I believe that our assumptions and results are reasonable.
But alternative plausible scenarios based on other assumptions are
also possible, and can be constructed.

For example, the projections that I will be presenting here in a
moment differ somewhat from those produced by the Social Securi-
ty Administration because of differences in the covered populations
and in the underlying demographic assumptions.

However, the main demographic trends projected by each agency
are still quite similar.

The demographic assumptions upon which we base our main
series that I am going to be talking about are as follows-there are
three:

First, future fertility will be roughly the same as it has been for
the last decade-not much increase, not much decrease.

Second, future mortality improvements will be moderate. Mortal-
ity improvements will continue, but they will not be large com-
pared to the recent past.

Third, legal immigration will continue at recent levels, while un-
documented immigration will be sharply reduced within 10 years.

For illustrative purposes, I am going to show you, also, informa-
tion from two alternative scenarios.

The first alternative will be labeled on the graphs: "Lowest
Working Age to Elderly Ratio Series"-which just means, basically,
that there are fewer working age people and more elderly people in
these projections. It shows what would happen if women averaged
only 1.5 children, instead of the 1.8 that we assume in our middle
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projection, if net immigration were only half its current level, and
if life expectancy rose rapidly. Now, clearly, this scenario is one, if
9ou will, that is the "worst case" scenario for the Social Security
System.

The other alternative will show what would happen if women
had 2.2 children, a considerable increase from current levels, if we
had almost 1 million immigrants each year, and if life expectancy
did not improve at all during the next 20 years. This, one might
say, is the "best case" scenario for the Social Security System's
future. ,

I will focus on future trends in the 65 years and older population.
Of course, some people join the Social Security System before that
age and some Join after it, but that seems a reasonable proxy for
the eligible population; otherwise, I would probably have 27 or 35
lines on the slides rather than just 3.

There is a very sharp contrast between the past and future
growth patterns of this age group. The 65-and-over population grew
by more than 3 percent a year during the 1930s, 1940s, and 1950s.
Since 1960 it has grown a little more slowly, but still more than 2
percent a year. Now, this is important-this is a high rate of
growth that has occurred In the recent past in the United States,
we will see when we compare it in a moment to the future.

Now on Chart 1 according to the middle projection series, the
pattern of growth of this population-65-during the next 50 or 60
years is likely to fluctuate widely. Three distinct stages of growth
are apt to occur.

The first stage is during the next 20 years or so, when the 65-
and-over population will probably increase more 'slowly than it has
in many decades. This will occur because those becoming 65 will be
the survivors of the very small groups born between the mid-1920s,
and World War II.

From 1988 to the year 2008 the 65-and-over population will grow
only 8 million-that is just about 1 percent a year. By comparison,
remember, from 1968 to 1988, this 65+ population grew 13 million
or 2.2 percent a year. It has grown faster in the recent past.

Senator MOYNIHAN. Mr. Butz, would you say that once more?
The period in which the 8 million will be?

Mr. BUTZ. Yes. From 1968 to 1988, the last 20 years, the popula-
tion 65+ has grown about 2.2 percent a year.

Senator MOYNIHAN. All right.
Mr. BUTZ. In the next 20 years, from 1988 to 2008, this popula-

tion will grow about 1 percent a year.
Senator MOYNIHAN. Thank you.
Mr. BUTZ. The growth during the next 20 years in fact will be so

slow that the percent of the population over age 65 only rises from
12.5 percent in 1988 to 13.6 percent in the year 2008.

In comparison, again, during just the eight years from 1980 to
1988, the elderly share of the total population grew nearly as much
in just these eight years, from 11.3 percent in 1980 up to 12.4 per-
cent in 1988.

-Now, that is stage one, the next 20 years.
The absolute increase in the 65-and-over population from 2010 to

2030, stage two, will be of an unprecedented size. This is the result



32

of the entrance of the baby boom cohorts born into this age
group-that is, people born after about 1945.

The 65+ population may be 39 million in 2010 and reach 66 mil-
lion by 2030, when the last of the baby boomers turn 65.

The net addition of 26 million elderly people in only 20 years
would be a remarkable event. For example, as recently as 1980
there were fewer than 26 million elderly in our population, and it
took our country more than 200 years to reach an elderly popula-
tion of this size. But it will take the survivors of the baby boom
generation only 20 years to match that earlier growth.

Senator MOYNIJIAN. All right.
Mr. BUTZ. I have been talking about the growth in absolute num-

bers, but during this period, between 2010 and 2030, the proportion
of the nation', population which is over 65 will also rise dramati-
cally, and you can see in this next chart.

In 2010, about 14 percent of the population will be over age 65,
and the equivalent figure will be about 22 percent in 2030.

Now, in spite of' these figures, it is important to realize that the
rate of growth of the 65 population during the 2010 to 2030 period
is not unique. From 201(0 to 2030 the aged population may grow
about 2.6 percent a year. As I mentioned earlier, from 1930 to 1960
it grew about 3.2 percent a year.

Stage Three: After 2030, the population over age 65 will resume
the pattern of very slow growth, which is likely to occur during the
1988 to 2008 period. In fact, the growth after 2030 may be the slow-
est ever recorded in this country. The number of people age 65 and
older is projected to increase on1y from about 66 million, in 2030, to
about 70 million in 2060. The percentage of the population age 65
would slowly rise during this period from about 21.8 percent in
2030 to about 23.7 percent in 20(0-a much smaller rate of increase
than we saw in the earlier period, Stage Two.

Having described these three stages in the future growth of the
elderly population, I will now discuss the changing relationship be-
tween the future working-age population and the future elderly
population, which of course is the crux of the matter here.

What makes the 2010 to 2030 period so exceptional is not the
growth of the aged population, but that this growth is not likely to
be accompanied by a growth in the population of working age. Ihe
unusual nature of the relationship of the working-age population to
the elderly population during the 2010 to 2030 period is illustrated
in the following comparison:

From now to 2008, the 65+ population will grow about 1.1 per-
cent a year, or 8 million people. During this same time, the popula-
tion aged 18 to (14 years, the working-age population, will grow 27
million, or 0.8 percent a year. These two percentages are close to-
gether-1.1 percent and 0.8 percent-so that the average number of
people of working age per elderly person does not change too much
during the next 20 years.

However, during the 2010 to 20:30 period, the working-age popu-
lation actually declines by nearly 8 million. This decline contrib-
utes significantly to the fall in the working-age to elderly ratio be-
tween 2010 and 2030.

The ratio of working-age people to people over age 65 will di-
minish during the next 5( years, as we see here on this final chart
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which brings all of these projections together into what really mat-
ters for the subject today.

In 1980, there were 5.4 persons aged 18 to 64 for every person
aged 65 and over. By 1988, that ratio will already have fallen to
4.9. The ratio of working-age people to persons age 65+ will remain
at about this level until 2008. Now, this occurs because the elderly
population will grow so slowly during this period.

But from a level of 4.6' in 2010, this ratio will plummet to 2.6 in
2030-from a ratio of 4.6 to 2.6 in 20 years. After that time, the
ratio of working-age persons to elderly will stabilize at about 2.5.

There are three implications:
One, the ratio of working age people to the elderly drops dra-

matically in the alternative series also. This is very important.
Even under alternative assumptions that would tend to raise this
ratio quite high or lower it quite low at any period of time, this
change in the 20 years from 2010 to 20:10 remains there. This indi-
cates that such a pattern is likely to occur even under quite differ-
ent demographic assumptions.

Two, the rapidity of the decline in this ratio during the 2010 to
2030 period may require adjustments in the way society cares for
the elderly, simply because it is such a dramatic change.

And three, even though the 65+ population grows very slowly
after 2030, it is important to realize that the ratio of working-age
persons to elderly persons is not likely to rise back toward its
present level. This means the social service needs of' the elderly
population may continue to be high after the year 2030.

Although I have confinend these remarks and these numbers to
strictly demographic measures, the issue is more complex than just
the total number of elderly and their relationship to the size of the
traditional working-age population. Changes in health status, over-
all economic wellbeing, labor force participation, and retirement
and savings patterns could have dramatic effects on the actual
social service needs of the elderly. Census Bureau data might be of
help in examining these aspects, as well.

Mr. Chairman, this concludes my remarks. It. is a pleasure to be
here. I look Forward to hearing what my Fellow panelists have to
say and to answering any questions.

Senator MOYNIHAN. We thank you so much, sir. And we- may ask
you to leave those charts behind, they are so impressive.

[Mr. Butz' prepared statement appears in the appendix.
Senator MOYNImIAN, Mr. Van de Water, good morning,'. sir.

STATEMENT OF1 PAI'I, N. VAN I)E WATER, ('II,'F,. PROJECTIONS
UNIT, BIUI)(ET ANALYSIS VISIONO, (ON(CIE.SIONA BUGI)(ET
OFFICE, WASIINGION, I)C

Mr. VAN I)E WA'I,;I Tlhani you Mr. ('hmirmtmn, Mr. 'ackwood.
I am leasedd to be here this1 morning to dis .;is government

budget trends and thvi relitio!1 to Ir,).ject'(d dvnwgriphic and
labor Force changes.

Like Mr. Butz', my statement. is long, anld I would like to sun-
marize it, if you have no() object ion.

Senator MOYNIIIA N. Wit bout ,bject ion. ( )t ' , uCs.
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Mr. VAN DE WATER. The role of the Federal Government in the
economy has grown substantially over the past 25 years, as Figure
1 on page 2 of my complete statement will indicate. At the same
time, as shown in Figure 2 on page 4, substantial shifts have oc-
curred in the components of Federal spending.

The first panel in Figure 2 shows that the ratio of defense spend-
ing to gross national product has been on a downward trend, inter-
rupted only by the Vietnam War and the defense buildup of the
early 1980s.

Entitlements and other mandatory spending nearly doubled their
share of GNP between 1962 and 1976, but except for the 1982-1983
recession, entitlements have not grown as a share of GNP since the
late 1970s.

Senator MOYNIHAN, Right. And you project it flat, don't you?
Mr. VAN DE WATER. Yes, sir.
Nondefense discretionary programs have borne the brunt of

budgetary restraint during the 1980s, declining from almost 6 per-
cent at the start of the decade to less than 4 percent at present.

Finally, the rapid rise in Federal borrowing and relatively high
interest rates during the 1980s have caused net interest on the
public debt to be the fastest growingspending category in the Fed-
eral budget.

Turning to page 6, Table 1 provides further details on Federal
fiscal activities in recent years. Almost 95 percent of Federal
spending for the aged is accounted for by just a few entitlements-
Social Security, Medicare and Medicaid, and programs providing
benefits for retired and disabled Federal employees, coal miners,
railroad workers, and veterans. Between 1965 and 1985, these enti-
tlement programs more than doubled, growing from 3.7 percent to
8.8 percent of GNP. Over this same period, the number of Ameri-
cans age 65 and over grew by a little more than half, so that you
can see from that comparison that, more important than the demo-
graphic shift, decisions were made over this period to pay for an
increasing share of the needs of the elderly through public pro-
grams. Notably, Medicare began operation in 1966, and Medicaid of
course was greatly expanded, and Social Security replacement
rates were increased substantially during the early 1970s.

Now, during this past 25 years, Federal spending, and revenues
of course, have been influenced by events such as the Great Socie-
ty, the Vietnam War, OPEC oil shocks, and what have you. But our
projections inevitably lack this richness that history shows.

It is very hard to look ahead and see anything other than smooth
trends, even though we can be quite sure that the future will be
just as variable as the past.

Our baseline budget projections for 1989 to 1993 show Federal
spending rising at a rate somewhat slower than GNP. This occurs
principally because spending in defense and non-defense discretion-
ary programs is assumed-and I emphasize that is by assumption-
is assumed to grow only at the rate of inflation.

Revenues under current law are anticipated to increase modestly
as a share of GNP and stabilize at around 19.5 percent. As a result,
the basorline deficit falls to 2.1 percent of GNP by 1993.

The non-Social Security portion of the budget, of course, shows
deficits of about $230 billion per year, or roughly 4 percent of GNP.
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By the mid-1990s, as you have heard, the elderly population will
be growing less rapidly, and its share of the total population will
stabilize at around 13 percent. Concurrently, the working-age-popu-
lation-again, as you have heard-will become a larger proportion
of the total.

Under these relatively favorable demographic conditions, to
which Senator Packwood alluded, a straightforward extension of
our five-year projections might suggest a lessening of the fiscal
pressures on the Federal Government. In fact, some analysts have
argued that the deficit will disappear by turn of' the century as a
result of the Social Security financing structure now in place. But
this does not seem likely.

Table II on page 10 shows three alternative budgetary paths for
the 1990s. Under only one of these paths does the deficit disappear.

The three budgetary paths differ only with respect to the as-
sumptions we have made about discretionary programs. In Path
Two, the case on which the testimony focuses--

Senator PACKWOOD. Say that again. The assumptions are differ-
ent only as to the discretionary spending?

Mr. VAN DE WATER. Yes, sir.
Senator PACKWOOD. Of non-discretionary on all three paths, you

assume the same?
Mr. VAN DE WATER. We have assumed essentially an extension of

current law. That is right, Senator,
Our assumption for these defense and non-defense discretionary

programs in Path Two is that after 1993 they are held constant as
a share of GNP. Under this assumption, the deficit in the year
2000 would be about 2 percent of the Gross National Product. Thus,
even with what might be considered a fairly tight lid on discretion-
ary spending, Federal deficits are likely to remain at relatively
high levels through the 1990s, absent of course legislative tax in-
creases or further spending cuts.

Senator PACKWGOD. I don't understand your Path One projection.
Senator MOYNIJIJN. Where it disappears.
Senator PACKWOOD. Where it disappears, but under Path One

you assume a grove th in the discretionary programs of at least the
rate of inflation, do you not?

Mr. VAN DE WATER. Yes, sir.
Senator PACtWOOD. So you are presuming, in Path Two, ex-

penses in those programs, or expenditures, above the rate of infla-
tion?

Mr. VAN DE WATER. Yes, sir, that is exactly correct.
Senator PACKWOOD. Mr. Chairman, let me ask another.
Senator MOYNIHAN. Sure.
Senator PACKWOOL Do you mean to say-for the moment, ex-

clude the non-discretionary programs: Medicare, Social Security.
Assume we do nothing to plu t any 2-percent lid on Social Security,
that it just continues right along--Medicare and all of those. If we
did nothing else but let t.he discretionary programs increase at the
rate of inflation, we would grow ourselves to a balanced budget by
the turn of the century.

Mr. VAN DE WATER. That is correct, Senator.
I think the point we make in the statement, however, is that

while that is possible as a matter of logic, one implication of that
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policy would be that both defense and non-defense discretionary
spending would then reach what is essentially, historically low
levels as a percentage of GNP. So, that would in fact---

Senator PACKWOOD. Well, actually, over the next five years
wouldn't defense do better under that assumption than it is going
to do under the present assumption?

Senator MOYNIHAN. Yes. It is going down now.
Mr. VAN DE WATER. Of course, none of us knows what is going to

ha ppen, so that is why we have the alternatives.
Senator PACKWOOD. But for the last 3 years it has gone down.
Mr. VAN DE WATER. Oh, yes. Definitely.
Senator PACKWOOD. It hasn't even kept up with inflation.
Mr. VAN DE WATER. That is correct, Senator.
Senator PACKWOOD. And you are assuming that we can get to a

balance even if defense turns and goes back up to the rate of infla-
tion.

Mr. VAN DE WATER. Yes, sir.
As you have secn, even in these projections to the year 2000

there is an incredible amount of uncertainty, and alternatives that
can be made with respect to assumptions. Beyond the year 2000,
projecting the course of the Federal Government is truly a matter
of speculation.

Demographics, of course, will play a major role. The Social Secu-
rity actuaries project, as we have heard, that with the retirement
of the baby boom generation, expenditures for cash benefit pro-
grams will rise from 4. percent of GNP in the year 2000 to 5 per-
cent of GNP in 2015 and 6.5 percent in 2030. Including hospital in-
surance, costs would rise from 6 percent to 9.2 percent of GNP over
that same 30 year period.

Now, an increase of two to three percentage points in Govern-
ment spending is neither unprecedented nor unmanageable. When
the baby boom started school, for example, State and local spend-
ing for education rose from 2.5 percent of GNP in 1950 to over 5
percent in 1970, a span of only 20 years.

One of the factors most critical to these budget projections, as
you discussed with Dr. Roper, is the growth in the cost and use of
medical care services.

In CBO's 5-year baseline projections, increases in Medicare and
Medicaid spending per enrollee more than offset the slowing of the
growth in the elderly population. Medicare and Medicaid benefits
in our projections rise from 2.5 percent of GNP in 1988 to 3.1 per-
cent of GNP in 1993. In our extrapolations, these health programs
account for nearly 18 percent of the budget and about 4.1 percent
of GNP by the year 2000.

Now, com found interest and common sense tell us this rate of
increase cou d not continue forever, but no one obviously can now
predict when or why that rate of increase would come to a halt.

Another point is that, because they are an extrapolation of
recent tendencies and not a forecast of budget outcomes, the projec-
tions presented here do not assume any overall budgetary targets.
In particular, of course, they do not incorporate the targets con-
tained in the Balanced Budget Reaffirmation Act of 1987.

In the short run, fiscal policy will obviously continue to be domi-
nated by questions of economic stabilization. Thus, the Balanced
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Budget Act targets might have to be modified again, as they were
in 1987, if economic developments were to again put them out of
reach.

In the longerr run, the choice of fiscal targets turns on questions
of national saving and investment, both domestic and foreign. One
possible long-run target is a balanced total budget, as incorporated
in the Balanced Budget Act. By itself, achieving this target would
be a substantial improvement over the past 25 years, when deficits
averaged 2 percent of GNP.

A more stringent target would be to balance the part of the Fed-
eral Budget that does not include Social Security. The implication
of this latter target is that the Federal Government would save an
amount equal to the Social Security surpluses.

Your committee, of course, will be exploring the issues involved
in choosing a long-term deficit target, as I understand it, at next
week's hearing.

In conclusion, Government budgets depend on far more than de-
mography; they also reflect political judgments about the shape of
the American economy, economic and military developments
abroad, and domestic social needs. These other factors have had a
much greater effect on budget developments over the past 25 years
than have changes in the age structure of the population, and it is
likely that they will continue to dominate the course of the Federal
Budget into the next century.

Thank you, Mr. Chairman.
[Mr. Van de Water's prepared statement appears in the appen-

dix.]
Senator MOYNIHIAN. Mr. Van de Water, we continue to be so

proud of the work that gets done in the CBO. Our Congressional
Budget Office has been extraordinary.

Good testimony, as was that of Mr. Butz.
And now, to wrap up our panel and our morning, Mr. Benjamin

Wattenberg-Ben Wattenberg. If you would proceed, sir, we look
forward to hearing your assessment of all of this.

STATEMENT OF BEN J. WATI'ENBEI, SENIOR FELLOW, AMERI.
CAN ENTERPRISE INSTITUTE FOR PUBLIC POLICY RESEARCH,
WASHINGTON, I)C
Mr. WArrENBERG. Thank you very much, Mr. Chairman.
I have no prepared statement this morning, other than-if appro-

priate-chapters 6 and 12 of my recent book.
Senator MOYNIHAN. That's fine. Please proceed.
Mr. WATTENBERG. Normally, as you know, I write optimistic

books, and I would usually applaud the air of euphoria that I have
heard during some of the testimony this morning.

I hate to be a Cassandra, but I must say I am deeply concerned
about one aspect of the situation you are talking about.

I would like to quote something from the jacket of this book,
which says: "A major and threatening demographic change in
Americdthas escaped public attention," and that was a quote about
the book written by you, Senator Moynihan, for which I was very
grateful.
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I think it is true. A major and threatening demographic change
in America has escaped public attention. The problems and issues
that you all are dealing with, the elderly, is surely one of the major
issues of our time. What is not always appreciated is that the fate
of the elderly in a modern society, almost as much as in primitive
tribal societies, is determined by the non-elderly. In those tradition-
al societies, the support is direct from the non-elderly to the elder-
ly. In ours, we run the money through the Social Security Adminis-
tration, and a variety of other government agencies, and private
agencies, but it is the same basic idea.

Now, the United States today has a total fertility rate that has
never been so low for so long. With an occasional blip here and
there, this has been a 200-year trend.

The first census in the United States was taken in the year 1790.
We had a total fertility rate of about seven children per woman,
and it just fell and fell and fell. There was a blip during the baby
boom, which we see in the chart up there, but it has continued to
fall, and it is now-from the latest data we have, which has held
constant for about the last 13 years-at 1.8 children per woman
over the course of her childbearing years. It takes 2.1 children per
woman merely to keep a population stable over an extended period
of time.

This is a quite remarkable development. It is happening not only
in the United States but in every single country of the modern in-
dustrialized world.

The recent Social Security projections, until this year-and I just
got a look at the Trustees Report-for about 10 years after the
total fertility rate fell to 1.8, the Social Security Administration
was using middle-range projections of 2.1.

When the Bipartisan Committee met, I gather there was an at-
tempt to get the facts together, and they dropped the 2.1 to 2.0,
which was still 10 percent above a 15-year trend of 1.8. And 10 per-
cent of our current number of births runs about 400,000 births a
year. If you project that for 25 years, you are talking about an
extra 10 million people. The amount of receipts coming into Social
Security on that differential alone, I gather, can differ by hundreds
of billions of dollars per year.

I am happy to see that the Social Security Administration this
year, for the first year, has lowered their middle-range projection
to 1.9, and the Center for Vital Statistics says there may have been
a little up-tick for 1987, which in fact for the first time would raise
the 1.8 to 1.9.

But the fact is that, at least until now, these estimates have been
starkly understated.

Moreover, most of the Social Security projections and the sorts of
things that I have heard here today about tight labor markets,
which everybody seems to take for granted, because there are now
fewer teenagers, and you drive down a highway, and you see
Wendy's and Burger King and MacDonalds, and they are all
saying, "We'll pay $4 an hour, $4.50 an hour," because there is in
fact a shortage of teenagers, and everybody thinks this is going to
mean, as Senator Packwood was saying, a low unemployment rate
in the 1990s. I am not so sure about that.
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What you are going to have ihi the 1990s is a stunning drop in
the number of young adults because of this birth dearth. The
number of young adults from age 25 to 34 from 1990 to the year
2000, the absolute number of young adults, the people who are the
trigger to our economy, who go out and get jobs and buy houses, is
going to fall by 18 percent.

New housing construction in the United States, with all of its an-
cillary activities, represents 10 percent of our Gross National Prod-
uct. So you are going to have an 18 percent drop in just one indus-
try, an 18 percent drop in 10 percent of our GNP, and a lot of
people-the carpenters, the plumbers, the masons, the foundation
laers, the people who put the sod in, and everybody else-are not
going to have houses to work on.

So you are going to have at least some turbulence and distortion
and structural unemployment. I am not predicting disaster, but the
idea that there will automatically be tight labor markets, it seems
to me, is by no means certain.

I want to talk for just a very quick minute about what we ought
to do about it, because, as I say, Ithink it is a serious problem.

I think first we ought to consider raising the immigration levels
in this country. I think that would be good for us for a variety of
reasons.

Second, concentrate on fertility in the United States. It is not
true that the low fertility in the United States today is entirely vol-
untary-young men andwomen just saying, "Well, we don't want
to have any children."

When I came out with this book, I was on radio shows and televi-
sion programs around the country, and the more you talk'to young
people you find out that, sure, some of them just don't want to
have children, but many of them tell you, "It's so much harder to
have children these days." People are marrying late, there are two-
earner families, their incomes and their expectations are keyed to
two-earner families. And then, if they say, "Let's have two or three
children, it turns out to be extremely difficult."

So I would suggest that we ought to be looking, in terms of
policy, towards two goals: One is to make it easier for people who
want to have children, and who will be good parents, to be able to
have children. And the second thought is-and I know that both
the Senators have been deeply involved in this and understand it-
we must do something to help poor children in the United States.
It is surely the number-one social problem in America. Twenty per-
cent of our children are in poverty today, and a third will be in
poverty at some point before their eighteenth birthday, which is a
scandal.

There are two basic strategies. One is sort of a services strategy
child care-maternal leave, tax credits for child care. I approve of
that. I would support most of the bills that are now being proposed.
They help the working mother.

Strategy B seems to be a more plenary idea, and I think that
may be the key to doing both of the things we are talking about-
making it easier for people who want to have children to have chil-
dren, and to help poor children-and that would be to raise the
personal tax exemption.
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The personal tax exemption in the United States until 1986, as
you all know far better than I, was $1080, and now it is scheduled
to go to $2000.

Suppose, in that golden year of 1986, the plan was to freeze the
$1080 for everybody and use that saved money to raise it-the per-
sonal tax exemption for children-to $5,000 or $6,000 per child
until age 18? It wouldn't be-an on-budget expenditure; it would just
be taking from some and giving to others. That would yield per
child, for 18 years, depending on how you worked it out, some-
where between $1000 and $1500 in cash per child. That is $27,000
for 18 years. That is $81,000 if you have three children.

Now, that money, it helps working mothers-and here you get
into the politics of it, because there is a split between people who
say we ought to help working mothers, and other people say, no,
we ought to help women stay at home with their children. Cash is
a remarkably fungible product; you can use it for anything you
want. The cash would help working mothers, for child care, or the
equivalent for maternal leave. It helps mothers or fathers, for that
matter, if they so choose to take care of their children at home.
And moreover, it tends to eliminate the free-rider aspect of Social
Security for people who never have children.

Now, it seems to me if you go down that second track, it is a
track that helps adults who want to have children to have chil-
dren, it helps poor children; and by doing that, it helps the elderly,
because it provides younger people to support them in the future.

A last word, if I might. We have, for the last 50 years, certainly
in the Democratic Party, followed a philosophy that says: There
must be some at least moderate redistribution of wealth from rich
to poor.

What I am suggesting is that perhaps we might consider chang-
ing that goal. It would have the same general effect, but if we said,
instead of attempting to redistribute wealth from rich to poor, we
ought to redistribute wealth from the childless to the child-rearing.
That can be done with no on-budget costs through a lower exemp-
tion for childless people and a higher exemption for child-rearing
persons. It would help people who want to have children, and help
poor children.

It seems to me that is the one grandaddy plan. All the other
ones-maternal leave, day care-make a lot of sense. But that is
the basic way to go about solving the essential structural problem
that you see on the charts up there. Because 'if our fertility rates
and our immigration rates went up starting now, those curves
would start changing very rapidly.

Thank you, sir.
Senator MOYNIHAN. We thank you for, as always, an exceptional-

ly thoughtful and creative set of ideas.
I am going to ask our two very distinguished demographers here

what they think of what Mr. Wattenberg said, and put it in this
context:

There is a very considerable amount of pro-natalist efforts by
governments over the last century, almost a century. About a cen-
tury ago, France became determined to produce enough soldiers to
overwhelm Bismarck and the Germans. In the 1930s, the Swedes
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were convinced they were going to disappear, and began a very ex-
tensive program.

Yet, I don't think much happened. To the contrary, there is
almost an inverse relation: The more they try, the less they suc-
ceed.

What is the professional judgment on these matters? Because I
think Mr. Wattenberg raises an exceptionally important question.

Mr. BUTZ. Well, both of you discussed earlier with Commissioner
Norwood the prospects for a tighter labor market during the next
15 years of so in this country. To the extent that that occurs, there
are several safety valves that could take place that could loosen
the labor market somewhat if unemployment gets really low and
real wages begin to rise really quickly, and there are strains in the
production system.

Ben Wattenberg has referred to two of those: one is the immigra-
tion rate; another is fertility.

Now, as to the immigration rate, because the numbers of people
immigrating into this country are such a small proportion of the
total population, the numbers immigrating into this country can
double, in fact, making a noticeable but not a substantial change in
those graphs we see to the left.

For example, our middle assumption on immigration is that
there will be about 660,000 total immigrants into our country--

Senator MOYNIHAN. Which is about level, about where we are
right now.

Mr. BUTZ. About level, that's right, 100,000 illegals. Or let us say
you get triple that, for some reason. That is a drop in the bucket as
far as these trends go. It may be very important for other reasons.

So it seems to me that it would take a substantial increase in im-
migration, documented or undocumented, to change the trends we
see here.

Senator MOYNIHAN. How many people are born in this country
every year?

Mr. BUTZ. low many people are born in this country every year?
Three point seven million

Senator MOYNIHAN. Well, if immigration reached 1.8, there
would be a 50 percent increase.

Mr. BUTZ. If immigration reached 1.8, which is a long way above
the assumption we are making----

Senator MOYNIHAN. Immigration is now about. 20 percent of' pop-
ulation growth?

Mr. BUTZ. No, immigration is not that large a proportion.
John, do you know?
Voi(cE. Six hundred thousand, to 3.7.
Mr. BUTZ. Oh, of growth. I am sorry. Yes, of' growth.
Senator MOYNIIHAN. As a fbriner chairman of' this committee

said, "Even a blind hog finds acorns, sometimes." And I got it
right, 20 percent. [Laughter.]

Could I just interrupt to say that some young people, a large
number of them, have just arrived in our hearing moom. I asked if I
could know who they were, and to my great pleai ire it turns out
that they are eighth graders r 'om the Trinity School in New York
Cie welcome you.
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Proceed. -
Mr. BUTZ. I would just conclude my reactions by saying that

there are other safety valves as well. One of them occurs around
the retirement age. If labor markets really do tighten, it may be
that we would see rising retirement ages, or more people working
part-time.

And as Commissioner Norwood also indicated, we might see in-
creases in female labor force participation rates, and in the partici-
pation rates of other groups, who traditionally--

Senator MOYNIHAN. Not much left, for female, though. At 45 per-
cent they project it will go to 47.

But we do, of course, provide for a very slow increase in the re-
tirement age in our existing, the 1983, Social Security law.

Mr. Wattenberg?
Mr. WATTENBERG. Yes. I just wanted to respond to your question

about the efficacy of pro-natalist planning.
It is true that there has been for many years within the demo-

graphic community the idea that was sort of a mantra: people said
pro-natalism doesn't work, pro-natalism doesn't work, pro-natalism
doesn't work, pro-natalism doesn't work. In recent years I think
there has been some new attention paid to it.

In the 1960s the lowest total fertility rates in the world were in
Eastern Europe. I remember I went there then, to Hungary, in
1965 to look at this country that was so low-it was below the re-
placement rate.

A lot of people went there and said, "Oho! Look at these Commu-
nist countries. You know, they are so spiritless, they won't even
have children. They are going to go out of business." And the East-
ern European countries, which are not normally the countries that
I look to as my models, decided to do something about it. They
were obviously very concerned that if you have a below-replace-
ment fertility rate, sooner or later you just go out of business; there
aren't any folks around.

They started throwing money at the problem. I mean, big money,
in terms of a children's allowance, housing allowance, school allow-
ance, the whole shooting match.

And the Eastern European countries are spending somewhere
around four to five times as much relative to their GNP on pro-
natal activities versus Western Europe, and Western Europe is
even higher than we are.

What happened was, Western Europe had a higher total fertility
rate than Eastern Europe. Eastern Europe started spending sub-
stantial amounts of money, throwing money at that problem in a
variety of ways. And now Eastern Europe has a substantially
higher total fertility rate than Western Europe. The total fertility
rate of Eastern Europe is now 2.1, and of Western Europe it is 1.6.

So, again, no one knows for sure exactly how this works. Senator
Moynihan, you can't even use Sweden and France. I mean just sort
of epistemologically you can say, "Well, they are at 1.8." But sup-
pose they hadn't spent that money? Maybe they would be down at
that 1.4 that Italy and Germany are at. It is very interesting.

I just got some figures from the Population Reference Bureau.
The lowest total fertility rate in the world today is in Italy. In a
Southern European Catholic country that everybody used to make
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good-natured jokes about-how large the Italian families are-it is
1.4 children per woman. In West Germany it is just a tad higher
than that.

So it seems to me that there is at least some general evidence
that pro-natalism, when you do it seriously, with big dollars can
work. As you know, I used to work for President Johnson, and we
sort of believed in that idea of throwing money at problems. I still
do.

If you want to make poor kids into non-poor kids, the best way to
do it is to throw money at them. And I think that an ancillary
effect of it would be, at the margin, to somewhat increase fertility
rates, because it would make it a little easier for, typically, a
woman to stay out of the labor force for another couple of years to
have that second child. It seems to make a certain degree of sense.

So I think that is just the general state of knowledge. There is
still a lot of dispute about it-granted. But there does seem to be
some evidence coming in that way.

Senator MOYNIHAN. That is fascinating. And on that note, of
throwing money at problems, I think we have to turn the micro-
phone over to Senator Packwood.

Senator PACKWOOD. Ben, instead of going through all of these
convoluted pro-natal policies, why not just end the immigration re-
strictions, short of hard-core felons and lunatics, and say,"Come"?

No wonder Eastern Europe had to try it; nobody wants to go to
Eastern Europe. But my hunch would be we could probably take in
4 to 5 million people a year.

Mr. WATTENBERG. I am for it. I don't know about 4 or 5 million,
but I would surely be for it; I think immigration has been great for
this country.

I think you will have a lot of difficulty. If you look at the public
opinion polls and you poll your colleagues, I think you will have a
lot of difficulty passing such legislation.

But there is one other problem. That solves part of the macro-
problem; it does not really solve the social problem that you have
among young couples today who would like to have more children
and, because of the way we have structured our society, find it very
difficult to do that.

Senator PACKWOOD. That is a second problem.
If all you want is more people to pay the Social Security Taxes so

that we can take care of this dip, we can do that by immigration.
Mr. WATrENBERG. Well, that is the cheapest way, because often

somebody else pays for their education and up-bringing. I mean,
you are just bringing in payors. Absolutely.

Senator PACKWOOD. Mr. Van de Water, let me ask you a ques-
tion. It is not in your testimony, and if it is beyond your ken, don't
worry about it.

Do Japan and Germany have higher per capita annual deficits
than we do, and a higher per capita accumulated deficit in relation
to their GNPs?

Mr. VAN DE WATER. I think their annual deficits have been
somewhat variable, and I am afraid I do not have statistics on that.

Senator MOYNIHAN. But they do have deficits.
Mr. VAN DE WATER. They do. Yes, sir.

A
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Senator PACKWOOD. Do you know about their accumulated debt
in relation to the total GNP?

Mr. VAN DE WATER. I am sorry, I do not, Senator.
[The material appears in the appendix.]
Senator PACKWOOD. Thank you.
I have no other questions, Mr. Chairman.
Senator MOYNIHAN. I would then ask, on that point, on the ques-

tion of savings-the most distinctive point about the German and
Japanese countries is that they have had deficits but they have had
high savings rates.

Now, think of yourselves as economists and not dem ographers
right now. If we were to reach the point where the flow in of the
Social Security revenues would allow us to begin retiring debt,
that, in our national accounts, becomes "net saving," does it not?

Mr. VAN DE WATER. Yes, Senator.
Senator PACKWOOD. Except, ironically, in that term that is nor-

mally called, Pat, "savings," Social Security is not counted. Pen-
sions are, but Social Security isn't.

Senator MOYNIHAN. But if the Social Security trust funds began
buying up privately held debt, then there is money in the market
that would otherwise have been acquired by the Federal Govern-
ment. That money goes into other investment. Savings and invest-
ment would be increased.

Now, if we started increasing our national savings rate, which is
at an incredibly low 2 percent of net national product-the Japa-
nese, have a savings rate of about 18 percent of net national prod-
uct-might we not begin to get a more productive economy, which
would not require those two-earner households just to maintain the
level of family income? We still haven't got real family income
back to the 1973 level.

So, Mr. Wattenberg's concerns might fall away as people found
they didn't have to postpone childbearing in order to maintain
income levels.

What do you think?
Mr. VAN DE WATER. Senator, you have focused, on the fundamen-

tals of Senator Packwood's question. The issue is not how much
saving the Government is doing, but how much saving is being
done in the total economy-the private and public sectors together.

Certainly, these economies that Senator Packwood mentioned-
Germany's and especially Japan's-are much more high-saving
economies, and ours is a very low-saving one.

More saving has a lot to recommend it; although, with regard to
Social Security, it is not a panacea. If you think, as real incomes go
up, people of working age will be earning higher Social Security
benefits for the future. And that means, when they hit 65 or what-
ever, that their retirement benefits will also be correspondingly
greater..

So, in relation to the total size of the GNP, the cost of' Social Se-
curity may not be much stiller than it Nould have been in a
lower-saving slower-growth economy.

On the other hand, since the economy as a whole would be
richer, it is quite reasonable to think that those who would be of
tax-paying age might feel somewhIat better about paying, albeit the
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same relative share of their earnings, to support the retirement-age
population.

Senator MOYNIHAN. Well, good.
I am afraid the hour of noon has come, and under the Senate

rules we would have to have unanimous consent, which we didn't
have the foresight to request, to stay in session.

I want to thank this panel for some extraordinarily useful
thoughts.

I want to instruct the young people from the Trinity School: You
have heard what was said. We need every one of you. We want you
to graduate and learn lots of things, so you can help your country
and yourselves when the time comes.

And we thank our staff who have put all of this together.
Next week we will hold a yet more speculative session and learn

more about the macroeconomic issues related to the build up of a
large trust fund reserve.

Thank you, gentlemen.
This hearing is closed.
[Whereupon, at 11:59 a.m., the hearing was concluded.]
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OPENING STATEMENT OF lION. DANIEL PATRICK MOYNIHAN, A
U.S. SENATOR FROM TIlE STATE OF NEW YORK, CHAIRMAN OF
THE SUBCOMMITTEE
Senator MOYNIHAN. A very good morning to our distinguished

panelists, and our guests.
Senator PACKWOOD. Good morning, Mr. Chairman.
Senator MOYNIHAN. Good morning to you, sir.
This is the second of three hearings, oversight hearings on the

condition of the Social Security Trust Funds. The first, which was
held a week ago, Senator Packwood and I surely found to be a
matter of greatest interest and led to considerations and thoughts
which really hadn't been much in play for some while hereabouts.

We had very specific testimony last time as to the condition of
the Trust Funds. Dorcas Hardy testified to the 1988 Report of the
Social Security Board of Trustees, that the Social Security system is
in close actuarial balance for the 75 years ahead.

We learned that from a low point in the early eighties when the
funds were paying out $10,000 a minute more than they were
taking in, they are now taking in $76,000 a minute more than they
pay out. This translates into mind-boggling numbers if you start
multiplying-it would take you about a half hour to get yourself
started, much less a weekend.

Now we have three most eminent scholars to talk to us about the
larger implications. We heard about the Medicare Funds, we heard
about pension funds, we had very able testimony from within the
Government, and now we turn outside to our three distinguished
witnesses: Mr. Robert Myers, being an insider who is now outside,
the most distinguished Chief Actuary of Social Security for the

(47)
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longest while; Mr. Barry Bosworth, a scholar of great repute; and
Ms. Alicia Munnell-everything-Central Banker, scholar, econo-
mist, and all that, as well.

I have a statement I would like to place in the record, and also a
long and good letter from Robert Roosa who was Deputy Secre-
tary of the Treasury, of course, under President Kennedy, and who
cannot-owing, as he puts it, "to the instructions of a couple of doc-
tors"-come down but has some very strong views on this matter
which I think are very compatible with some that we will hear
from our panelists.

[Robert Roosa's letter appears in the appendix.]
Senator MOYNIHAN. Senator Packwood?

OPENING STATEMENT OF lION. OB PACKWOOD, A U.S. SENATOR
FROM TIlE STATE OF OREGON

Senator PACKWOOD. I know Mr. Myers was here last week also
and watched the hearings. I think the thing that surprises the
Press more than the Chairman and myself, because we have looked
at these figures for a while, is the fact that the surplus is building
in Social Security-absent any change of laws-assuming we don't
spend it, or assuming we don't lower the Social Security Taxes.
Neither the Chairman nor I think we should do that.

The money is coming in. So, the question becomes: What do you
do with it? Buy Government debt? Do you change the law and
invest it in Texas real estate? What do you do over this period of
time when there is going to be an immense surplus?

And then the ancillary question is: If you take Social Security, de
facto, off budget-not just legally off budget where you continue to
buy bonds, which in essence practically makes it "on budget" from
a macro standpoint--if you take Social Security de facto off budget
and say it cannot be used to buy Government Bonds or cannot be
used to finance the deficit, and we attempt to narrow the deficit
with other taxes or other spending cuts, what is the effect on the
economy of then having, in essence, from the standpoint of all Gov-
ernment funds, an immense surplus? Would that be a drag on the
economy? Is that something that we should avoid?

These are questions which the Chairman said very clearly last
week we just have never discussed before, because this surplus, the
size of it, this coming surplus. is frankly, to most members of Con-
gress and the press and the public, a new issue that we had not
foreseen before.

Thank you, Mr. Chairman.
Senator MOYNIHAN. And an issue which we raise with a certain

circumspection. We are not sure how many people we want to
know. [Laughter.]

Senator Daschle, good morning, sir-another distinguished
member of our committee. Would you like to make an opening
statement?

Senator DASCHLE. I have no statement, Mr. Chairman.
Senator MOYNIHAN. In that case, we will go right to the business

at hand.
I think, in the pattern of the committee, we will hear each of our

witnesses in series; but if anyone likes to comment, won't you feel
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free to do? Because we know you know each other, and you know
each other's work.

Dr. Munnell, good morning.

STATEMENT OF DR. ALICIA H. MUNNELL, SENIOR VICE PRESI-
DENT AND DIRECTOR OF RESEARCH, FEDERAL RESERVE
BANK OF BOSTON, BOSTON, MA
Dr. MUNNELL. Thank you, Mr. Chairman.
I am delighted to be here. I think the subject of today's hearings

is an important one, and I am pleased to be able to discuss it with
you.

The United States currently has a unique opportunity to aug-
ment its low level of national saving by accumulating assets in the
Social Security Trust Fund. That is, the possibility exists for Feder-
al Government saving to increase the national saving rate. The dif-
ficulty is that this will not happen automatically.

Whether or not Government saving actually occurs will depend
on how the assets in the Social Security Trust Funds are used. If
the reserves are used to finance current consumption-that is, to
pay for current outlays in the rest of the budget-no real saving
wi occur. On the other hand, if the Government alters its spend-
ing and taxing patterns to produce surpluses at the Federal level-
at the Federal level, not just in the Social Security Trust Funds-
the nation will enjoy higher saving and investment.

Hence, we as a nation face an important economic choice. I
would like to review some of the considerations that might enter
into making that choice, and discuss some of the practical problems
associated with the Federal Government's saving through a Social
Security Fund buildup.

The 1977 Amendments to the Social Security Act assured some
short-term buildup in the Social Security Trust Funds. This was
really done by moving a tax rate hike that was scheduled for 2011
down to 1990, so that you had higher revenues coinciding with
lower costs.

But the 1983 amendments greatly increased the size and the du-
ration of these surpluses. Currently, as you heard last week in
detail, I'm sure, tax income to Social Security's Old Age and Survi-
vors Disability Insurance Trust Funds is projected to exceed outgo
for the next 30 years.

These annual surpluses will produce Trust Fund reserves equal
to roughly 30 percent of GNP in the year 2018, or $2.6 trillion in
1988 dollars.

These accumulated reserves are currently scheduled to be drawn
down to cover annual deficits in the years between 2018 and 2048.

What are the economic effects of building up and then drawing
down Trust Fund reserves? Because that is the proposal we are
looking at right now, building them up and then drawing them
down.

Let us first assume that the buildup in the Social Security Trust
Fund actually does result in positive accumulation of resources at
the Federal level. The simplest way of thinking about this is to
assume the Federal budget, exclusive of Social Security, is brought
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more or less in balance, while the Social Security Trust Funds run
surpluses.

In this case, the surpluses in the Social Security Trust Funds
represent net saving by the Government and imply that a higher
proportion of current output will be devoted to capital formation.

If the current level of national saving is too low, and if monetary
and other non-fiscal policies assure full employment-which goes to
Senator Packwood's comment-surpluses at the Federal level will
lead to greater long-term growth in the supply of capital and
higher future levels of output and income.

As a result of the surpluses, then, future generations will have a
relatively higher standard of living from which to contribute taxes
to redeem the debt when the time comes to pay the benefits.

Now, the discussion so far has focused on the accumulation of re-
serves between now and 2018. But what happens after 2018 under
the current plan?

During this time, the foregoing analysis works in reverse. After
2018, benefit commitments will exceed tax revenues so that the
fund will have to use interest on the assets and eventually redeem
its holdings of Government Securities in order to provide pensions
to beneficiaries.

The redemption of the Government Bonds and the transfer of
these funds to the public will represent a dissavin g by the Federal
Government. This means that a lower portion of current output
will be devoted to capital formation.

Thus, the projected pattern of Trust Fund activity over the next
60 to 75 years would involve an element of forced saving between
now and 2018, which, if invested productively, will increase capital
accumulation, future income, and consumption. After 2018, the rel-
ative value of the assets in the Trust Funds will decline, creating a
dissaving at the Federal level, which will reduce the share of
future output devoted to capital formation and thereby future
levels of per capita output.

The important question is: What is gained by the accumulation
and subsequent depletion of Social Security reserves over the next
60 to 75 years, and when do the gains occur?

The answer is that the exercise is primarily one of shifting the
pattern of consumption from the early half of the period to the
later.

Now, the rationale for such a shift in consumption patterns is
that the people contributing during the period of accumulation are
part of the baby boom generation. This very large cohort would
place a significant burden on the following generation if all its re-
tirement benefits were financed on a pay-as-you-go basis.

Because. of the magnitude of this potential burden, the argument
goes, this generation should pay for some of its retirement in ad-
vance by accumulating surpluses in the Social Security Trust
Funds.

The other side of the argument, of course, is that because of its
large size the baby boom generation has already had a very hard
time. These people attenc.ed overcrowded schools, experienced diffi-
culties finding jobs, and found slow advancement once on the job.

The mere size of this group has contributed to the virtual freez-
ing of wage growth in the last decade, and has made it almost im-
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possible to find affordable housing. Whether or not this generation
should be the one to contribute towards its own retirement in addi-
tion to financing benefits for current retirees is an issue that
should be part of the debate.

Another factor that should be considered is the wisdom of draw-
ing down the Trust Fund reserves once they have been accumulat-
ed. The discussion surrounding this part of the proposal seems to
imply that we are facing a temporary blip in the cost of Social Se-
curity as the baby boom generation passes through. I used an anal-
ogy of a rat being digested by a snake, but I have now become more
upscale with "a pig being digested by a python."

In other words, the implication is that the number of benefici-
aries per hundred workers will go from its current level of 30 bene-
ficiaries per hundred workers up to 55 beneficiaries per hundred
workers, and then come back down. This is not the case. We are
facing a permanent increase in the ratio of beneficiaries to work-
ers. The reason is that the fertility rate, which has been reduced by
nearly half since 1960, is expected to remain around its current
level. That means that the number of beneficiaries per hundred
workers is going to go gradually up to 55 and is going to stay there,
and the pay-as-you-go costs of the Social Security program will in-
crease proportionately.

Hence, if the decision is made to pre-fund some Social Security
benefits, it may make more sense to build up the fund and keep it
as a permanent source of funding, rather than drawing it down.
This would require a tax increase around the year 2018, and this
issue should also enter into the debate.

Whether the fund is eventually drawn down or not, accumulat-
ing surpluses in the Social Security program may be the most effec-
tive way of raising the nation's saving rate over the next 30 years.
Accomplishing this goal, however, involves surmounting some prac-
tical problems.

The most crucial is making sure that the trust fund surpluses
are not simply offset by deficits in the rest of the budget. If payroll
tax revenues earmarked to pay future retirement benefits are
loaned to the Treasury, and the Treasury uses these monies to
cover current outlays in the rest of the budget, then the surpluses
will have contributed nothing to overall capital accumulation. The
full burden of supporting the beneficiaries will come from the tax-
payers in the second half of the period, just as if we had been on a
pay-as-you-go basis all the time.

The evidence from other countries that have tried to fund their
public pension systems is not entirely encouraging. Canada, Japan,
and Sweden in particular have accumulated large public pension
trust reserves in order to augment private savings. But as I read
the evidence, only Sweden appears to have been successful. Japan
seems to have run large deficits in the overall federal budget, and
in Canada the money was lent to the Provinces for investment, but
they spent it on current consumption; so, really, there was no addi-
tional capital accumulation there.

I mentioned the international evidence, not to argue that Feder-
al Government saving is impossible but only that it is difficult. If
we choose to proceed along this path, it appears that we could
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learn quite a lot from both the successes and failures of other coun-
tries.

We have time to take a look at the experience of other countries.
We do not have to determine today the course of fiscal policy for
the next 75 years, or even the next 25 years. Regardless of what we
decide to do for the long run, our short-run agenda is already set.
Whether or not we decide ultimately to continue with a plan to

re-fund the Social Security program, prudence tells us to continue
uilding up Trust Fund assets at least until we have an adequate

contingency reserve. We never want to have happen again the re-
peated Social Security crises that we experienced in the late Seven-
ties and early Eighties.

My calculations indicate that a reserve equal to 150 percent of
annual outlays would be required to weather the kind of back-to-
back recessions that we experienced in the 1970s. This level of con-
tingency fund will not be reached until 1995. Long-run funding de-
cisions can be postponed until we near that time.

The desired path for the non-Social Security portion of the
budget is equally clear to me. Fiscal responsibility demands that
our tax and spending activities be brought more in line. Continued
deficits produce a large burden for our children and make our own
welfare dependent on the good will of foreign governments. Hence,
at the same time that we are accumulating a contingency reserve
in the Social Security Trust Funds, we should be reducing the defi-
cits in the rest of the budget.

And during this time, we can debate whether we want to try to
increase our national savings rate by continuing to accumulate sur-
pluses in the Social Security Trust Funds.

It is a very complicated task. An important factor, however, to
keep in mind while the debate takes place is that the Social Securi-
ty program itself will function perfectly well under either the fund-
ing or the non-funding scenario.

If a fund is built up, current tax rates should be adequate to fi-
nance benefits for the next 60 years. If OASDI reserves are not ac--
cumulated during the period from now to 2018, then OASDI taxes
will have to be raised in 2018 to finance annual deficits on a cur-
rent cost basis.

It is important to note, however, the magnitude of the required
tax increases. It doesn't require a doubling or tripling of the tax; it
would require a tax increase of one to two percentage points each
of taxable payrolls, for the employee and for the employer. These
are not small numbers, but they are manageable numbers.

In short, we are not faced with another Social Security crisis, but
rather with an opportunity to increase national saving and invest-
ment. This is good news, not bad news.

Thank you.
[Dr. Munnell's prepared statement appears in the appendix.]

senator MOYNIHAN. Dr. Munnell, yes, exactly. It is not every day
here in this committee that the Japanese have just blown their
surplus while we are saving ours.

Dr. MUNNELL. It is nice to know they can't do everything.
Senator MOYNIHAN. What do you think about that, Senator Pack-

wood? Have you heard that lately (laughing)?
Senator PACKWOOD. I have heard that, Mr. Chairman.
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Senator MOYNIHAN. Barry Bosworth is a Senior Scholar at the
Brookings Institution. We welcome you again to the committee, sir.

STATEMENT OF BARRY P. BOSWORTHI, SENIOR FELLOW, THE
BROOKINGS INSTITUTION, WASHINGTON. DC

Mr. BOSWORTH. Thank you.
I have a written comment.
Senator MOYNIHAN. We will place it in the record, and you speak

to it as you would like.
Mr. BOSWORTH. Since that is available, I will not try to go over

all of it. And since Alicia Munnell has covered many of the same
issues, I would like to make just a few brief comments, perhaps
highlighting some, areas of disagreement though they are few.

Senator MOYNIHAN. Good.
Mr. BOSWORTH. I think it is very important, to start with, to re-

member why Social Security is running a surplus. It has a surplus
because of a sharp demographic change that is occurring in the
U.S. population: We are growing old. And anybody anticipating
that would prepare by raising their saving rate.

One of the things that is most remarkable in the United States is
that during this period, rather than increasing our national saving
rate, we have dramatically reduced it in the 1980s. We can forget
about the surplus of Social Security for a moment and think about
the national savings rate, and realize that this country is now con-
suming 98 percent of all its income.

Senator MOYNIHAN. Just so you can help us, you must have put
that somewhere in your paper-I remember reading that. Where is
that, the 98 percent figure?

Mr. BOSWORTH. I really don't remember, either (laughing).
Senator MOYNIHAN. So our national saving rate is 2 percent

today?
Mr. BOSWORTH. Our national savings rate today is 2 percent. We

have a private saving rate equal to 6 percent of income but two-
thirds of all private savings in the United States is currently being
used to finance the government budget deficit.

The new projections of the Congressional Budget Office indicate
that the U.S. budget deficit has declined to about $160 billion for
fiscal year 1988, and it is projected to fall further to about $140 bil-
lion annually by 1993. - _

That has led to an increasing number of comments by individ-
uals that the U.S. budget deficit problem is well on its way to solu-
tion. "Yes, the budget deficit it too big, but it's coming down."

What this testimony today I think does is highlight the fact that
we are reducing the budget deficit in the United States only be-
cause we are running an ever-growing surplus in the Social Securi-
ty Fund. And the intention under present budgetary policy is to
run a surplus in Social Security, and then turn around and borrow
it to finance our own consumption. That will do absolutely nothing
to offset the burden on future workers.

It is true that under current law they will not face dramatic in-
creases in employment taxes. Instead, what they will be faced with
is enormous increases in income taxes when the Social Security



54

Fund begins to turn back to the Treasury, and say, "Give us our
money back."

And so, future generations face the problem of having to repur-
chase all this debt that is being issued to the Social Security Fund.
Their employment taxes will remain low; their income taxes will
skyrocket.

The burden of trying to pay for a retired generation will be com-
pletely unaffected, because the real issue is not an issue for the
Socialecurity System at all-the Social Security System is in
good shape. The issue, instead, is for the rest of the Federal

udget: What are we going to do with the surplus?
If we set it aside, if we save it, if we allow it to pass through in

the increased levels of capital formation, it turns out there is no
increased burden of Social Security on future workers, because
with a higher level of national saving we will provide them with a
larger capital stock and an increased level of income in the future,
out of which the Social Security benefits can be paid. In fact, under
that sort of a scenario, which is exactly what I tried to present in
the last table of this testimony, there is no increased burden on
future workers.

However, under current plan what we are doing is borrowing
the surplus, using it to finance general fund expenditures of the
Federal Government. The magnitude of that is today about $40 bil-
lion a year. And just five years out, the Social Security surplus will
be right around $100 billion a year.

Now, if you remove the Social Security Fund and say, "How is
the General Fund doing? How is the part of the budget that fi-
nances normal day-to-day expenditures-defense spending, welfare,
et cetera?" That budget deficit is in fact almost $200 billion today,
and it is not going down; it is going up. The situation is steadily
getting worse.

In effect, the appearance that the overall budget deficit is being
reduced in the United States is simply financial gimmick of bor-
rowing from one fund to finance ever-growing deficits in other
funds.

In effect, the United States is substituting a very regressive em-
ployment tax on middle and low income workers to pay for nation-
al defense, welfare, other government expenditures, and reducing
income taxes.

It seems to me as a method of financing day-to-day government
expenditures, the idea of substituting an employment tax for an
income tax is absurd. And in fact, future generations will have to
make all this back up in the form of increased income taxes.

Now, Alicia mentioned that in fact all this is introducing is just
a big cycle in the Social Security Fund. "We'll run a big surplus,
and then we'll run a big deficit and run it back down again." But
in fact, under current plans that would not happen, because the
Social Security Trustees are required to report to the Congress ac-
tuarial balance of the Fund and its actuarial condition 75 years
out.

For the next few years, the Fund is in great shape. At the end of-
the period it is in terrible shape. Just the pure passage of time
means that about 1992 you are going to get a report that the Social
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Security Fund is in a long-run imbalance, and you will be forced to
increase taxes or cut benefits.

Under that projection, if you just keep the Fund in actuarial bal-
ance, we buildup a big surplus in the Social Security System and
we keep it. If we allow that to pass through into higher capital for-
mation, we will forever offset any increased costs of Social Security
on future workers.

But the major issue that has to be addressed today, and is not an
issue for 75 years out but an issue immediately, is: Is the Congress
and the President going to simply borrow the surplus of the Social
Security System, or are we going to save it? If we borrow it, it is
Just a financial gimmick, to make it "appear" that the budget deft-
cit is temporarily low. If we save it, set it aside, reduce the deficit
in the rest of the Government accounts, this provides an opportuni-
ty for the United States to offset a very significant future burden
of trying to provide for our retired.

Let me close with just bne final point. That is, there is probably
too much focus on Social Security-it's got a big surplus. But I
would remind you that under current tax rates the Medicare pro-
gram will have a deficit equal to the surplus in the Social Security
account in future decades. And this just means that we are post-
poning a very serious problem, that there is a very large increase
in the burden on future workers coming of trying to prepare for
pensions and Medicare expenses of the elderly. And I think the
way to deal with it is to set the Social Security surplus aside and
save it.

If in fact that is impossible to do, then I think the Congress
would be well advised to abandon the whole attempt to build up a
reserve, and return back to the old system of pay-as-you-go; be-
cause all we are doing is setting this country up for an enormous
debate 20 and 30 years from now, when my generation is going to
turn around and say, "Give me back my money in the Social Secu-
rity surplus. It's mine," when in fact, it is not; all we have done as
a generation is put money into one fund and borrow it to finance
ex penditures in another fund.

[Dr. Bosworth's prepared statement appears in the appendix.]
Senator MOYNIHAN. We thank you very much, Dr. Bosworth.
I would like just to record for the panel a future question, which

is: Did we not in 1983 in effect change our policy from one of pay-
as-you-go to one of acquiring a surplus, a reserve, as you like?

Now, no one person could provide a more authoritative answer
than our next distinguished witness, Mr. Robert Myers, who was
the Chief Actuary of the Social Security Administration for so
many years and was Executive Director of the National Commis-
sion on Social Security Reform, which in the end made the propos-
als, the aftermath of which we are just beginning to understand as
we have had four full years of the experience.

I would like to record, if my colleagues would permit me a state-
ment, that there is a saying around Washington, or ought to be,
that everybody is entitledto their own opinion but not to their own
facts. And the great achievement of Bob Myers in the year 1982
was simply to set forth the facts-patiently, patiently, patiently-
until they sank in. And it could be seen in attendance at Commis-
sion meetings. In the first meeting, everybody came, and one by
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one those people got it straight in their heads what the facts were
and stopped coming, until finally Mr. Myers was testifying before
one member of the Commission plus Alan Greenspan. But in the
end there was a realization, as Mr. Greenspan himself said, that,
"When you first hear about this it sounds impossible, and then
when you get to know the facts, it is really not that difficult. We
can do it."

Mr. Myers, we welcome you, sir.

STATEMENT OF ROBERT J. MYERS, FORMER CHIEF ACTUARY,
SOCIAL SECURITY ADMINISTRATION, SILVER SPRING, MD

Mr. MYERS. Thank you, Mr. Chairman, for those very fine words.
I might say that I have used your well-coined expression quite a
number of times, "Everybody is entitled to their own opinions but
not to their own facts." It is a great statement.

First, before beginning my prepared remarks, I would like to
comment on the question that you raised, that in 1983 was it con-
sidered that we were setting up a new financing basis the OASDI
program, as compared with the previous one?

The answer is a little murky on that matter. But, in my pre-
pared testimony, I have a whole section on that, which goes into
this in some detail.

In summary, I would say that, in 1983, when we were very much
concerned with the iceberg ahead of July 1983, when the checks
would not go out on time, the Commission, in order to get a consen-
sus, focused on two things: First of all, to get through the 1980s;
and second, over the long range, on the average, to have the
system in actuarial balance or be fully financed. The Commission
just did not have the time to realize what the long-range financing
method adopted actually did, that it did build up these large funds
which would then be used up over the long run.

Senator MOYNIHAN. But wouldn't you say-and this is a large
point, Bob-that prior to that it had been sufficient to make sure
that as you went from year to year you would be able to pay the
bills and have a little cushion, but the rates we put in place in 1983
meant that after you got through the Eighties there would in fact
be a very large reserve?

We had testimony last week that from now to the year 2000 the
reserves increase by $1.4 trillion. That is almost exactly equal to
the total assets of all private pension plans.

So I think there was kind of a discontinuity as you economists
say.

Well-thank you.
Mr. MYERS. Thank you.
I would like to comment on one point that Mr. Bosworth made,

where I see it a little different, that if nothing were done five or six
years from now, or perhaps even sooner, the system would be
shown to be out of actuarial balance, and then you would have to
raise taxes. Well, actually, this could be handled very easily and
perhaps not too queerly to the public, that the point you would
have to raise taxes would be a tax raise in the year 2040 or so. And
that would put the system in great shape without preventing the
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buildup of funds now, but rather taking care of the situation when
the fund is exhausted.

Now, for my prepared testimony, I am very happy to report, as
you realize, that the OASDI system is currently in excellent finan-
cial health, and far more than it was estimated to be at this time in
1983.

The Trust Fund balance at the end of last year was $69 billion,
which was three times as high as under the pessimistic estimate on
which the financing package in the Consensus Agreement was
based. The Fund now is even twice as high as in the intermediate
or best-guess estimate.

There is one problem that the Trustees Report points out that I
think is perhaps overlooked, that the allocation of the OASDI tax
rate between OASI and DI should be changed. The DI Trust Fund
is slowly going down hill, and in a few years it may well run into
difficulties.

What was done, as you recall, in 1983 was that the DI allocation
was reduced by about 45 percent relative. There should have been
a reduction, but this was a little too much; so there should be some
reallocation, I think, as soon as possible back to the DI Trust Fund.

As to the long-range actuarial situation, so far the OASDI Trust
Funds are in good condition. Of course, nobody can be sure what is
going to happen in the long period like 75 years; but things still
seem reasonably favorable.

This year's Trustees Report has a revised method of measuring
long-range actuarial balance, which it so happens-we have gone
around the circle-is the same as was used before 1973, and I think
quite properly so, to take into account the Fund balance at the
valuation date, and particularly the interest earnings. This is only
proper to do over time.

Senator MOYNIHAN. When you have gone into a reserve mode, so
that interest becomes a very consequential portion of your income,
Bob.

Mr. MYERS. That is correct, Mr. Chairman.
Another interesting point that people have noted is the cost of

OASDI relative to taxable payroll has been slowly decreasing in
the past five years. Thus, in 1983 the cost was 11.5 percent of pay-
roll, now it is down to 10.7 percent. This, however, is not surpris-
ing; it is just what was estimated in 1983, though the decline has
been slightly more. So this is something that we expected, and it is
a favorable sign for probably the next 10 or 15 years. The cost, if
anything, will be going down slightly.

Senator MOYNIHAN. The burden is not rising but going down.
Mr. MYERS. Now, as far as the Hospital Insurance Trust Fund, it

currently is in excellent shape as compared with before the 1983
Amendments, which introduced the diagnosis-related group method
of reimbursement of hospitals. It was thought there was going to
have to be another national commission-heaven forbid-in 1987
or 1988 to take care of the HI Trust Fund that was going to go
bankrupt then.

Well, with the new method of reimbursing hospitals, the Trust
Fund really is in quite good shape. It is now $54 billion as against
an estimate of $33 to $45 billion at this time that was made back in
1983.
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Nonetheless, the Fund will peak in a few years and then be ex-
hausted at least by the early 2000's.

The SMI Trust Fund, that people don't pay a great deal of atten-
tion to, I think deserves a look. It is in reasonably good condition;
but it should be noted that at the end of last year, although it had
about $5.5 billion in it, from an actuarial standpoint it had a 1.5
percent relative deficit. This resulted from holding down the premi-
um rate in 1987 to a low figure to use up the fund. Unfortunately,
the failure to raise it very much was a little optimistic, so the fund
declined. But with the sharp increase this year the fund will get
back into the black, and at the end of this year it will probably
have a 2 percent relative surplus.

Interestingly, one point that is not brought out in the SMI Trust-
ees Report that I think should be is that the SMI premium next
year is going to take another rather sharp jump-not as much as

t year, but it is going to take an estimated 11 percent increase.
According to the Trustees Report, as a previous witness has said,

the OASDI Trust Funds will build up to a very high size in the
next three decades and will then become exhausted in about three
more decades. As I will discuss later, I think this is a very undesir-
able situation. Instead, true pay-as-you-go financing should be
adopted. If this were done,, this would mean lower tax rates than
currently scheduled until about the year 2020, and then somewhat
higher ones for the next three decades, but about the same thereaf-
ter.

I show my suggested tax schedule on this reduced basis in Table
4 of my prepared testimony.

In 2050 and thereafter, the tax rates under my proposal would be
slightly lower than would be required under present law. People do
not realize, I think, what it means when you say the "fund is going
to be exhausted at some time." At that point, you are going to have
considerably higher tax rates or else reduced benefits.

It has been proposed by some that we should build up and then
maintain a large fund. If so, you would need a substantial tax in-
crease in 2020 to 2030 that would be almost as large as those under
my proposal.

Again, if this proposal were adopted, we would have come full
circle back to the financing basis of the original 1935 Act, when it
was proposed to do exactly that-namely, to build up a large fund,
in that far distant future year 1980, namely $47 billion, and then
hold it level thereafter. Now, $47 billion does not sound like much
money today, but it should be realized that the national debt in
1934 was only $32 billion, and people were then wondering, "How
are you going to have a $47 billion fund when the national debt
isn't even that large?"

Building up large fund balances under OASDI is undesirable for
three reasons:

First, such balances would, in my view, cause almost irresistible
pressures for benefit liberalizations now. This would increase the
long-range cost of the program and make future financing prob-
lems just that much more difficult.

Second, the ready availability each year of the large excesses of
OASDI income over outgo would make general governmental bor-
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rowing seem much easier, and therefore I think would not create
sufficient pressure to really get the general budget in line.

Third, if the future balance is to be drawn down to zero some 30,
40, or 50 years from now, as contemplated under present law, this
would make at that time terrific financing problems for the gener-
al treasury.

Finally, another point. Turning back to the Medicare system, I
believe that at the very least, the tax rate schedule for the HI pro-
gram should be changed so as to bring the system into closer long
range balance. If there is to be some benefit reduction without af-
fecting current beneficiaries, in lieu of increasing tax rates, as
much, I would suggest that what should be done is that the mini-
mum age for non-disabled beneficiaries follow in tandem the in-
crease in the normal retirement age for OASDI-in other words,
gradually increase, beginning in the year 2003, until it would be
age 67 in the year 2027.

As to public confidence in the program, unfortunately many
younger persons believe that the OASDI program will not be
around when they retire. As the preceding discussion indicates, the
chances are excellent that the program will have a perpetual life.
Of course, no actuarial estimates can be all that precise, no matter
how accurately made.

However, if the experience some years hence is adverse and fi-
nancing problems arise, solutions can be achieved by making rela-
tively small and painless changes, as was done in 1983.

President Reagan, in signing into law the 1983 Amendments,
said it very well: "This bill assures us of one more thing that is
equally important-it is a clear and dramatic demonstration that
our system can still work, when men and women of good will will
join together to make it work. There has been one point that has
won universal agreement: the Social Security system must be pre-
served." And I think that same thing will hold true in the indefi-
nite future.

I would like to pay great tribute to the distinguished Chairman
and Ranking Minority Member of this Subcommittee, who played
such an important role in the 1983 legislation. At one time, when it
appeared that the torch had irretrievably fallen to the ground, and
no legislative action would be taken, these two distinguished states-
men picked up the torch, and it was carried triumphantly to the
finish line.

Thank you, Mr. Chairman.
Senator MOYNIHAN. Mr. Myers, you are our kind of witness.

[Laughter.]
We thank you so much, sir. I said earlier what we owe you as a

Nation and as a committee.
[Mr. Myers' prepared statement appears in the appendix.]
enator MOYNIHAN. I am going to have to tell our panel that

happily we have 45 minutes. But at 11:30 we commence five votes
in a row on the INF Treaty, and they are 10 minute votes; so it just
wouldn't make much use to try to get back. So let us get this very

. important panel together.
Senator Packwood, won't you start the questioning?
Senator PACKWOOD. I want to ask both Dr. Bosworth and Dr.

Munnell a question, but I will start with Dr. Bosworth:

88-871 0 - 88 - 3
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In the end of your testimony you have got that chart, "The Eco-
nomic Effects of Saving the Surplus of an Actuarially Balanced
OASDI Trust Fund," and so forth. Then you have got, under "Gen-
eral Economy" four categories, "Capital Stock, Net National Prod-
uct, Real Wage Rate, and Nominal Interest rate."

Does that mean in improvement from baseline if we save the
entire surplus, so that in terms of net national-what is "net na-
tional product," by the way?

Dr. BOSWORTH. The same thing as GNP, but deduct off deprecia-
tion.

Senator PACKWOOD. OK. So, does that mean that, if we save it
all, in the year 2000 the net national product will be 1.8 percent
better than it would otherwise be by baseline projections?

Dr. BOSWORTH. Yes.
Senator PACKWOOD. And that real wages would be 3.1 percent

higher than we otherwise project, and that interest would be .14
percent lower?

Dr. BOSWORTH. Yes.
Senator PACKWOOD. OK. And can I assume that any combination

of saving part of the surplus would have a slightly more salutary
effect on the future economy than spending it all immediately? It
wouldn't be as good as saving it all, but it would be better than
spending it all.

Dr. BOSWORTH. As a first approximation it would be strictly pro-
portionate.

Senator PACKWOOD. Yes. Because I can foresee this happening.
As you are well aware, under the Gramm-Rudman law now, in

theory, we are to get to a balanced budget in 1992 counting the sur-
pluses; and then, bam, in 1993 we say, "Now you can't count the
surplus anymore," and we are back, under the best of projections,
to a $100 billion deficit right away in the general funds.

But what I can foresee happening after that, if we have any re-
straint at all, is partial savings and partial use of the surplus to
offset the deficit by buying Government Bonds. My hunch is, we
would then use the rest of the annual surplus to purchase past gov-
ernment debt, assuming people will sell it to us.

Senator MOYNIHAN. As it expires.
Senator PACKWOOD. Well, as it expires, yes. Yes, as it expires we

could buy it up; but I am thinking of buying back the debt that
hasn't expired, if those who hold it would sell it.

Would that count, in your judgment, as savings? Buying up past
government debt? Would it have a salutary effect?

Dr. BOSWORTH. There is a little bit of confusion here, I think. It
doesn't really matter from an economic point of view what finan-
cial assets Social Security buys. For example, we normally assume
they are going to buy Treasury securities. Suppose Social Security
decided not to buy Treasury securities; but bought corporate stock?
Then the Treasury securities that would have been purchased by
Social Security would have to be soid in the private sector. But the
corporate stock that used to be bought in the private sector would
now be in Social Security. You would rearrange the ownership, but
it doesn't make any difference what Social Security buys.

Senato-r PACKWOOD. I understand that.
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Dr. BOSWORTH. What is important is what happens to the budget
deficit as reported of the other, what we would normally call the"general fund" of the Federal Budget.

Senator PACKWOOD. Well, let me give you a scenario, then, and
you tell me if this would help in terms of savings: Let us say we
reach 1993 and we are still not doing very well in the General
Fund deficit, and it is still running $100-$200 billion a year or
more; but the Social Security surplus gradually even starts to get
bigger than $200 billion a year.

So, given the worst case-I hope it is the worse case-a $200 bil-
lion General Fund deficit and $300 billion Social Security surplus-
es, assuming we fund $200 billion of the deficit with the $300 bil-
lion annual surplus, if we take the $100 billion and use it to buy a
past debt, is that savings? Does that have a salutary effect?

Dr. BOSWORTH. Yes.
Senator PACKWOOD. We are not spending it for current consump-

tion, we are eliminating-in essence-the cost of past consumption
that we borrowed to spend.

What I am trying to figure-we are at what? A $2.7 trillion na-
tional debt now?

Dr. BOSWORTH. Uh-huh.
Senator PACKWOOD. Let us say by 1995 it is $3.7 trillion, almost

four. If Social Security gradually started to buy up that debt, by
the year 2005 or the year 2010, assuming they finally now have
bought it all up, would that have a sufficient salutary effect on the
economy, that the economy would grow faster than it would other-
wise grow, and justify the investment in first the current debt and
then the past debt, so that the accumulated surpluses in the Social
Security Trust Fund might be $17 billion instead of $11 billion,
simply by the faster growth of the economy, by the savings imposed
by buying up the past debt?

Dr. BOSWORTH. Now, we tried to take account of that as well, the
fact that if you invest the Social Security surplus, you have a
larger economy; therefore, Sociai Security in fact will have a larger
surplus.

Senator PACKWOOD. A larger surplus.
Dr. BOSWORTH. Right.
Senator PACKWOOD. Is that too much of a bootstrap argument?
Dr. BOSWORTH. No, it is perfectly valid. It turns out that, of the

gains in national income, the Social Security surplus itself will ben-
efit to the extent of about 5 percent of that in the short run.

But there is something often overlooked about the Social Securi-
t system, the war it operates, that in the long run will eliminate
tIs, and that is: f the economy grows faster, initially that is good
for Social Security, because it collects more taxes. But, the higher
level of wages ultimately means benefits have to go up, right?

Senator PACKWOOD. Right.
Dr. BOSWORTH. So in the long run, variations in the level of GNP

have a neutral effect on Social Security.
Senator PACKWOOD. On the Social Security payments. Or are you

saying--
Dr. BOSWORTH. The taxes and the benefits will rise by equal pro-

portions. There will be no long run effect-on Social Security.
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Senator PACKWOOD. Why would that be true if the Gross Nation-
al Product or net national product grew faster than the rate of in-
flation?

Dr. BOSWORTH. Well, if you always grow faster, then the tax in-
creases run ahead of the benefiting.

Senator PACKWOOD. Yes.
Dr. BOSWORTH. But if you think of going up to a new, higher

level of national income and then flattening back out again, the
benefits catch up to the taxes, and Social Security has to pay say 3
percent more in benefits, it collects 3 percent more in taxes.

Senator MOYNIHAN. That was a problem we got into in the late
Seventies.

Dr. BosWORTH. Yes.
Senator DASCHLE. I am curious about that. It would seem to me

that if you have a recession, and businesses failed and employees
lost their jobs, and you were not collecting the revenue, the bene-
fits are still going out. And as the benefits continue to go out with
regularity, and less and less comes in because of the recessionary
impact on the trust fund, I can't help but think that the volume of
trust fund dollars, the availability of those dollars, will shrink, and
ultimately have an impact.

Dr. BOSWORTH. In the short run, you are absolutely right.
Senator DASCHLE. But you never make up that little bit, do you?

How do you make up the loss of income going into a recession?
Dr. BOsWORTH. If the economy recovers from the recession and

goes back to a full employment expansion, you have made it up,
right? If it doesn't recover, you never make it up.

Senator DASCHLE. But have you made up that pool of funds that
never went into the trust fund? How do you make that up?

Dr. BOSWORTH. But the benefits will nevercome back, either be-
cause of the wage history on which people receive benefits. If you
are unemployed for a year, you don't get any benefits for that year
in the counting up of your wages.

Senator MOYNIHAN. Senator, I wonder if Mr. Myers couldn't help
by saying, when we make these projections, and we normally take
the mildly pessimistic projection, we assume a business cycle, isn't
that right?

Mr. MYERS. Yes, that is true. It is a very complex matter. If you
just have one bad year, that isn't going to hurt your benefits one
bit, because over the long run your retirement benefits are comput-
ed over your best 35 years. And if you have two or three bad years
in your individual earnings record, it is not going to hurt you one
bit.

So I think the point the Senator makes is well taken, that busi-
ness cycles can raise the cost of the program; but, hopefully, the
actuaries have taken this into account in their projections. They
don't predict that a business trough will occur in the year 2022, be-
cause nobody can do that; but in their methodology they do take
into account this feature that you can omit a number of bad years
from your earnings record.

Senator MOYNIHAN. Senator Daschle.
Senator DASCHLE. Go ahead.
Senator PACKWOOD. Well, it just seems to me, unless we spend it

all now, which is a temptation-and I don't mean just defense, I



63

can Ae long-term care and expansion of benefits, and everything
else coming down the line. But if we don't spend it all now, and if
the savings rate-although, am I told Social Security does not
count in the national savings rate, in what we normally call "the
savings rate"?

Dr. BOSWORTH. Sure. It would reduce the government budget def-
icit and add to national savings.

Senator MOYNIHAN. It does count.
Senator PACKWOOD. It doesn't count in that figure that you nor-

mally see printed in the paper about "the savings rate is-
Dr. BOSWORTH. Sure it does. The national savings rate I gave you

of 2 percent includes any savings that would be accumulated in the
Social Security Trust Fund.

Senator PACKWOOD. In the Social Security Trust Fund? I did not
realize that.

Dr. MUNNELL. It doesn't count in the personal savings rate,
which is what you often see in the newspaper.

Senator PACKWOOD. Is that what I see in the paper?
Dr. MUNNELL. Yes.
Senator PACKWOOD. However, private pension funds that you

have a vested interest in count.
Dr. MUNNELL. Yes.
Senator PACKWOOD. But not a Social Security reserve that, in

theory, you have a vested interest in?
Dr. MUNNELL. It is counted as government savings.
Senator PACKWOOD. Government savings. "
Dr. MUNNELL. Yes.
Senator PACKWOOD. It comes out the same total in the end, in

other words; it is just shifted from one side of the ledger to the
other, but it is all savings.

Dr. MUNNELL. Yes.
Senator PACKWOOD. I was noticing Mr. Jardenies predictions the

other day of personal savings going up to a rate of to 10 percent
by the mid-Nineties, simply based upon demographics, as the rat
moves through thesnake, as Dr. Munnell said. [Laughter.]

The rats save more when they are 35 than when they are 25, and
save more when they are 45 than when they are 35.

What do you think about that?
Dr. MUNNELL. Can I make a comment about savings generally?
Senator PACKWOOD. Uh-huh.
Dr. MUNNELL. This is a little risky on my part, because to even

question just going ahead and accumulating more savings in the
ial Security Trust Fund is almost heresy.

Economists do exercises like Barry's, and they look and see that
if we put aside more money now, we would have an enormous
payoff in the future. And it is so frustrating for us, as a profession,
that people do not save more.

Senator PACKWOOD. Do you mean an enormous economic payoff.
Dr. MUNNELL. An enormous economic payoff.
Senator PACKWOOD. By forced savings now?
Dr. MUNNELL. Right. If we really did it, we would have more ma-

chines, we would have more factories, we would have more produc-
tion.

Senator PACKWOOD. Uh-huh.
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Dr. MUNNELL. And so, economists look at these tables, and they
just wring their hands. "If you only would save more, people, we
would have all these good things in the future."

My concern is that you could take Barry's table around to every
household in America and say, "Look, if you did this now, look how
much better things would be in the future." And every household
in America could say, "I don't really care. I like saving just what I
am saving now."

What I am worried about is that the exercise that we are doing
in the Social Security Trust Fund is saying, "Okay, but we, who
know better than all of you, are going to save at the Federal level."
And I bet people undo any effort that we make to accumulate at
the Federal level, that they are as likely to adjust their individual
saving. That is, if we can accomplish saving at the Federal level.

Senator PACKWOOD. Is that right? It is interesting.
Dr. MUNNELL. And I am concerned that we won't be able to ac-

complish increased savin& at the Federal level and that we will be
setting ourselves up for failure, and the credibility of decision-
makers will be brought into question.

Senator MOYNIHAN. Could I say something here about this?
Dr. MUNNELL. Yes. Sure.
Senator MOYNIHAN. It is very clear. We are at a large decision

point in our country: Are we going to bet on democracy?
We did change the funding basis of Social Security from pay-as-

you-go to a surplus; we are going to acquire this great surplus. It is
already rolling in. It makes possible a huge increase in saving,
which we greatly need.

Dr. MUNNELL. That is right.
Senator MC"NIHAN. It also makes possible an irresponsible in-

crease in consumption. And are we going to bet that we, as a
people, are capable of doing it?

I see Dr. Munnell, Dr. Bosworth, Mr. Myers-we all agree. That
is part of the bet we are making here, aren't we?

Dr. MUNNELL. That is right.
Senator MOYNIHAN. And I wonder if you wouldn't agree that

there are two ways you can do this: Keep it secret-nobody believes
it, so nobody will know-or bring it up front and spit it out and say
to the presidential candidates, "What are you going to do?"

Senator DASCHLE. Or say to the Congress, "What are you going
to do?"

Senator PACKWOOD. Do you mean, force them to say, "We are
going to save it"? Because they don't dare say, "We are going to
spend it."

Senator MOYNIHAN. That is right. But then say,,-'All right, but
remember what you said," and hold hearings every year.

What do you think, Senator?
Senator DASCHLE. I know what I would say.
Senator MOYNIHAN. But don't you think this is a decision point?
Senator DASCHLE. Oh, absolutely.
Dr. MUNNELL. Yes.
Senator MOYNIHAN. But do you all agree?
Dr. MUNNELL. I agree. And this is the time to think about it, be-

cause, as I said, the course is sort of set for the next five or ten
years.
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Senator PACKWOOD. But I am intrigued with what she said.
Let us assume we make the decision to save, but the public says,

"You bet. We are not going to spend it on two more aircraft carri-
ers; we are going to save it now." What Dr. Munnell is saying is
that somehow the public is going to get around us by decreasing
the savings that they are now making privately, and we are not
going to end up with any more net savings anyway.

Do I hear right what you are saying?
Dr. MUNNELL. That is what I said. It is not clear to me exactly

what the mechanism is going to be. But it is hard, also, to think
how the government is going to make individuals as a group do
something that they don't want to do.

Dr. BosWORTH. But come on, Alicia. [Laughter.]
We have just been through an episode in the 1980s of this. The

federal budget deficit went from a small amount up to $200 billion.
Now, did the American public sit back and say, "Oh, the govern-
ment's dissaving; I had better save more"? No. The private savings
rate has gone down by a third in the United States in the same
decade. I as an individual am not going to make these corrections
and save more for my children because the federal budget deficit is
larger.

This issue has been raised, but I think the economic research on
it has been overwhelming: there is no evidence in American histor-
ical experience, or in the international experience of other coun-
tries, that people will raise their savings rates to offset government
budget deficits. No.

We have been through it in the Eighties. If it was true, I
wouldn't worry about today's budget deficit. But as I told you,
when the government budget deficit went up, the national savings
rate in the United States went down dramatically. We are consum-
ing almost everything we produce today. And to suggest that these
things will be offset is contrary.

Senator MOYNIHAN. I think that asks more of people than should
be asked of them, that they spend their time reading the monthly
economic indicators, that when they get home at night they sit
down and take off their shoes and say, "Now, what is the Council
of Economic Advisors telling us today?" [Laughter.]

And, "Liz, have you seen that new report that Munnell did for
the Board of Governors of the First District of the Federal Reserve
Board? Wow!" You know. [Laughter.]

Dr. MUNNELL. Can I just make one point on that, in terms of the
international evidence? The place where you really do see a build-
up in public reserves is in Sweden. And of course it is iot fair to
compare Sweden, the United States, Canada and Japan, because
they all have such different economies.

What happens in Sweden is, you have a very high level of saving
at the government level; you have zero saving at the personal level.

Senator MOYNIHAN. Zero.
Dr. MUNNELL. In Japan, they have large budget deficits, but they

have had very high personal savings.
Senator MOYNIHAN. You have huge taxes in Sweden. In Sweden

you have very high rates of taxes. I)o I take it that they put their
reserves into the securities market?
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Dr. MUNNELL. They are invested indirectly. They have three
funds, and they sort of divvy it up.

Senator MOYNIHAN. And they spread some'into stocks and bonds.
Dr. MUNNELL. Yes.
Dr. BosWORTH. Sweden's national savings rate is far higher than

that of the United States, the national savings rate.
Senator MOYNIHAN. Senator Daschle?
Senator DASCHLE. Thank you, Mr. Chairman.
Dr. Bosworth, you had said something that I would like to begin

by clarifying. You said that if the Trust Fund was invested in cap-
ital formation, we would not require any change in payroll taxes
for the foreseeable future, for "all perpetuity" I think is the sen-
tence. Is that what you said?

Dr. BOsWORTH. No. Under the current one, if you just hold the
tax rates constant, at current levels, as the Trustees Report shows,
you go to a surplus, then you run it all right back down again. And
in fact, the Fund will ultimately go in the deficit.

However, if you assume as you go through time that the Trustees
keep doing what they have been doing, they look out 75 years
ahead and they raise or propose increases in taxes or cut benefits,
as necessary, then you get a small series of tax increases for Social
Security over the next 75 years. The total is about 2 percentage
points on the tax rate, when we have simulated the effects with
Social Security.

At that point the Trust Fund never runs down. It is like saying
the current generation of workers will pay for a portion of its own
retirement by building up the fund. But then our children make
the same decision, they will pay for a portion of their retirement
by maintaining the fund.

Senator DAsCHLE. But assuming, just from a strict, Trust Fund
investment point of view, that the Trust Fund is invested in gov-
ernment securities as opposed to any other concept in capital for-
mation, wouldn't the rate of return on investment be approximate-
ly the same?

Dr. BOsWORTH. Yes.
Senator DASCHLE. And if it is approximately the same, you are

assuming that the government will not have the revenue necessary
to make good on that investment at some point in the future. Is it
the difference in rate of return that concerns you?

Dr. BOsWORTH. No. The government would earn a rate of return
equal to the financial rate of interest in U.S. capital markets.
Right?

Senator DASCHLE. Right. Which is what?
Dr. BOsWORTH. To be paid into the Social Security Fund that it

earns on its securities. Right?
Senator DASCHLE. That is right.
Dr. BOSWORTH. So, it is receiving interest income. In fact, one of

the major reasons this fund looks so good is these tremendous in-
terest income receipts it is going to be receiving in the future.

So, it gets its share of the benefits of higher rates of capital for-
mation.

Senator DAsCHLE. OK.
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Now, from the point of view of the taxpayer, a dollar borrowed
from that trust fund is no less expensive than it is from any other
source, is that correct?

Dr. BOSWORTH. Right.
Senator DASCHLE. And over a 30-year period of time I am told

that that cost to the taxpayer per dollar borrowed is about $13. Is
that your understanding?

Dr. BOSWORTH. Well, it sounds about right.
Senator DASCHLE. Somewhere in there?
Dr. BOSWORTH. Yes.
Senator DASCHLE. So in other words, we are not borrowing a

dollar. In a 30-year timefranie, in my generation, we are going to
be paying the cost of that borrowed dollar as $13.

Dr. BOSWORTH. Uh-huh.
Senator DASCHLE. Senator Packwood had an amendment about 3

or 4 months ago dealing with the Airport Trust Fund that said: If
we don't use the dollars for that particular trust fund, we will
cease collecting the money. I voted for that. I think it makes sense.
Certainly from the point of view of that person paying into the
Trust Fund it would make sense.

The concept of not paying into the Trust Fund for dollars not
being used appeals to me. What do you think of that, any one of
you?

Dr. BOSWORTH. I would agree with the Chairman's statement
that he had before. You have a tremendous opportunity. It doesn't
mean you will use it. You have an opportunity to use the surplus
in the Social Security system to reduce the burden on future work-
ers when the baby boom retires.

I also agree with Mr. Myers: If it turns out that it is just politi-
cally impossible to set these funds aside and save them, and you
are just going to end up consuming theL, for other purposes, bor-
rowing them say, I would agree with him, I would prefer to stop
the facade and go back to a pay-as-you-go system. But be aware,
there is going to be a big argument about 30 years out about the
cost of Social Security.

Senator PACKWOOD. Let me partially answer that, also, Tom.
Senator DASCHLE. Sure.
Senator PACKWOOD. I would apply that to the other trust funds

but not to Social Security, for this reason. Although I would agree
with Barry that if we are going to have a $300 billion deficit, we
should have a $300 billion deficit. Then I would rather go to a pay-
as-you-go and force us to use rationality on some other basis.

But the other trust funds are really collected to be spent over a
relatively short period of time-not 50 years, but 5 years. And if
Administrations-and both Republicans and Democrats and liber-
als and conservatives do it-if they, for the picayune purpose of
trying to make their deficit look $4 billion or $5 billion better this
year, are not going to spend the money for the purpose for which
the taxes were imposed, then we ought to give up on the tax. I
think that will cause the money to be spent for the airports and
the sewers and the other purposes that we intended.

But I think Social Security is slightly different in a sense. I don't
mind not spending it now and building up this reserve-if we don't
just in essence spend the reserve on something else-because this
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is the only program we have where we are looking at the necessity
for saving money over 25 or 30 or 40 or 50 years.

The Highway Trust Fund? You know, I don't mind if we run a
$3-4 billion surplus this year because we didn't quite spend it, so
long as we are rationally spending it over 5 years.

Senator DASCHLE. But your argument was well taken. You said
that really the money that was being used was used to mask the
deficit, and the concept is the same here. The funds being collected
are really masking the deficit.

Senator PACKWOOn. It is. I would agree. If we use it to mask the
deficit, then we ought to quit kidding ourselves. I am hoping we
don't use it to mask the deficit. But I do distinguish between funds
which if collected are meant to be paid out 30 years from now or 40
years from now and funds which if collected, even if they were ra-
tionally impounded-and I mean it in a good sense-might mean
that we would spend it next year rather than this year, or two
years out rather than 1 year out. And I find that significantly dif-
ferent than funds that you might otherwise spend 30 years out or
40 years out, where you, hopefully, have to amass them and not
spend them for current consumption.

Senator MOYNIHAN. And there is the question of size, too. We are
moving towards a reserve in the trillions.

Sir? I am sorry. Mr. Myers.
Mr. MYERS. On th.s point, in favor of current-cost financing, that

besides this danger of misuse of the Fund, I would argue that, al-
though you will need higher tax rates eventually, they are no
higher than you would need under present law after the fund is
used up. So, in essence, if you shifted over to current-cost or pay-as-
ou-go financing now, you would have lower tax rates up to about

2025, you would have higher tax rates for the next 20 years, and
then you would have about the same as under present law.

I just do not think, from an actuarial standpoint, that it makes
good sense to fund a pension plan or a social insurance system by
building up a big fund and then using it up. Either you should
have current-cost financing (pay-as-you-go financing) or you should
do as Alicia Munnell suggested, build up, a fund and then maintain
it, which, as I have said, was what was proposed in the original
Social Security System in 1935.

My only difficulty with that is the great political temptation
that, with all that money there, there are going to be people who
come and say, "With all that money, you surely can increase bene-
fits somewhat," and we are already seeing that in this notch prob-
lem difficulty. [Laughter.]

People come in and say, "Let's spend the money. It is there. An-
other $6 billion a year, what's the difference?"

Senator DAscHLE. Let me just ask one last question, if I could.
We had a fairly significant debate a month or so ago on the floor

with regard to a Sense of the Senate Resolution relating to all of
these trust funds. The original proposal was to unmask the deficit
by removing the Social Security Trust Fund from any calculation
of the deficit. I think virtually everyone voted for it.

But then came subsequent proposals-next, Civil Service, then
airports, and then highways, and then a military trust fund, and
everyone was making the case that if we are going to begin with
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the Social Security Trust Fund, why not have all these other trust
funds and include them as part of the pool that ought to be taken
off budget, as we were just discussing.

Do you differentiate at all between Social Security and these
others? And can one, on the floor, make an argument that the
Social Security Trust Fund, other than the size, which I don't find
very convincing, as a reason why Social Security could not be used
to mask the deficit? Does anyone wish to address that?

Dr. BOSWORTH. I think it is the point that Senator Packwood
made. It is the question of whether or not the fund has a liability
in the future. With Social Security you are building up a surplus;
but, corresponding to that is a known liability out in the future
that you have to meet.

Senator DASCHLE. But, Barry, if this is true, can't you say that
about airports?

Dr. BOSWORTH. No. Just a minute. The same is true of Medicare,
and the same would be true of the Civil Service Employee Retire-
ment Fund. For example, State and local governments move their
pension funds off budget. And then, as I say, they don't spend it.
They have consistently saved it. Their budget deficits on the other
accounts have not gone up.

What is the difference? A Highway Trust Fund is meant to be
spent right now; it is just a mechanism of tying a user fee to the
subsequent benefits of it. It is just the justification to the public of,
"Look, isn't it easier to understand programs when I tell you there
is a connection between the taxes you pay and the benefits you
get?" So we adopted this as a way to tie things in.

Who benefits from highways? People who use cars. Therefore,
why shouldn't the gasoline tax pay for it? That is not an argument
to move it off budget. You could, but what would be the point? It
wouldn't make any difference.

Now, Senator- Packwood 6oes have another issue. He sas, "I
don't like collecting revenues under false assumptions here,' and
so he wants to force you to either spend it or cut it, you know,
within a reasonable time period. Fine.

But there is a difference between a fund that is being built up to
meet a future liability, a commitment you have made to workers
who work today and who expect to get their Social Security bene-
fits, and a trust fund where the money was intended to come in
and go right back out again.

Senator PACKWOOD. Well, and technically, you can carry it fur-
ther. We do appropriate those other trust funds. We might have a
$50-$40-$30 billion surplus in the Highway Trust Fund, but there
is no legal obligation to spend it in the future. I don't like the idea
of building it up-'but we have not built into it a liability in addition
that is an absolute, iron-clad liability on the Federal Government.

Senator DASCHLE. Thank you, Mr. Chairman.
Senator MOYNIHAN. Well, unfortunately we are getting to our

last quarter hour. I would like to make one general request first.
Mr. Myers, you suggested that we probably should adjust the Dis-

ability insurance percentage, and that is exactly as far as I think
this committee is willing to go on the subject for quite a number of
years now. We have a system in place, we want to keep it in place,
we like it, and we want people to know it is there. But we, as you
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know, have free checking accounts, and you might want to move a
little money more into one and out of the other. It doesn't make
any difference in the total amounts, but just for appearances
sake--

If you could have the great courtesy of giving us a memorandum
on that, would you do that? On what your advice would be?

Mr. MYERS. I would be glad to do that, Mr. Chairman, for the
record.

LThe memorandum appears in the appendix.]
nator MOYNIHAN. And we will think about that in the next

Congress or maybe the Congress after that.
But could I ask the panel, and I guess perhaps particularly our

two economists: In this morning's Washington Post, John Akers,
who is Chairman of IBM, has a series of things we have to do. He
makes a point I found interesting.

We have talked about the great increase in employment since
1973, and we have had about 27 million jobs-half of the popula-
tion of France, he makes the point. He says, "Don't take that as
necessarily a very good sign; that may mean your productivity is
falling behind, that you need more people to do work which more
machines could do better."

And he says we now have a savings rate at 4 percent. He says he
wants to get the savings rate up from less than 4 percent, our
lowest in 40 years, to a rate closer to Germany's 12 or to Japan's
17. The Japanese are saving four times what we are, and they are
investing. In the end, that gets at you.

I have learned one thing from Bob Packwood-I have learned
many things, but the salient thing I have learned is, never hesitate
to say you don't understand something. That way, over the years
your saving rate and understanding both go up. [Laughter.]

Would you explain, how do we distinguish personal savings, na-
tional savings, and corporate investment? There must be kind of a
mix there. Where do we get these numbers? When John Akers says,
"less than 4 -percent," where will we find printed that 3.8 or
whatever?

Dr. BOSWORTH. Those numbers are printed in U.S. National
Income Accounts which are prepared by the Commerce Depart-
ment, the Bureau of Economic Analysis. So, when you feed the fig-
ures about GNP growth and things for the current quarter, imbed-
ded in that in more detailed tables-this is the information on the
national savings and investment rate-the numbers that Akers
mentioned were roughly right; although, if he wants to know how
far below 4 the number is, it is 2 in 1987 for the nation.

New, what that consists of is three parts:
First is the savings of individuals in the United States, "house-

holds" is the term given, which is just their income minus their
consumption.

Then there is corporate saving. That is saving that corporations
hold in the form of retained earnings-profits not paid out to the
stockholders in dividends but held as retained earnings.

And the third one-it is kind of funny to refer to it this way
these days-is government saving. Now, government saving for the
Federal Government has been negative since 1969.

Senator MOYNIHAN. But there have been States, certainly.
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Dr. BOSWORTH. Yes. But the States in their general funds aver-
aged zero in the post-war period-neither a saver nor a borrower
be-and they run a surplus of about $50 billion a year in their em-
ployee retirement programs. So, in the aggregate, they are a source
of savings.

On the other side, what do we do with this national saving? We
can invest it in home building. Right aow that is very high because
the baby boom generation would like a chance to buy a house,
along with the rest of us. That takes about 3 percent of our nation-
al income.

The second thing we can invest it in is in business, plant and
equipment. That takes about 3 percent of our national income as
well. That adds up to 6 percent of our national income that the
United States invests.

As I said earlier, well, we only save 2 percent. How can you save
2 and invest 6? You borrow 4 percent of your income every year
overseas. That is that Japanese investment that Americans get so
mad about. But in fact; we have to have it in order to support our
current standard of living. If we couldn't borrow that 4 percent, we
would see interest rates here in the United States go through the
roof, and the baby boomers would be shoved out of the housing
market, because, the truth is, as a nation we don't save enough to
finance the little bit of investment we now do.

Senator PACKWOOD. Barry, can I ask a question? How on earth-
you look at the historic savings rate of this country. It may have

it 9 percent once; 8 would have been good for 2 or 3 years, but 7
or 7.5 would be about average. How on earth did we ever expand in
the fifties and the sixties, with a relatively modest saving rate in
comparison to the rest of the world?

Dr. BOSWORTH. People say, "If we save so little, how come we're
so rich?" And there is a simple answer to that. We have not had a
war on our shores in over a century. Europe and Japan back at the
turn of the century were fully comparable in most respects to the
United States standard of living. But they lost all of their assets in
two world wars. Since World War II they have been saving at two
to three times the rate to have to catch back up.

If you take a trip to Europe, or you take a trip to Japan, you will
find that today in many respects they have caught back up.

Senator PACKWOOD. Can we expect their savings rates to go
gradually down, then?

Dr. BOSWORTH. So far, not very much. Right now the world seems
to have a bargain. Americans love to consume, and the Japanese
love to save, and so we made a deal.

Our savings rate has been going down in the 1980's dramatically.
The Japanese and Europeans' savings rates have declined a very
little bit; they continue to save at incredible rates.

Senator MOYNIHAN. Do you mean, our budget deficit at the na-
tional level simply reflects the national mood?

Can I ask this question, to pursue Senator Packwood's point? We
have a law in place, known as the Gramm-Rudman-Hollings law,
which says that we will reach zero deficit in the total budget.

Dr. BOSWORTH. It will borrow Social Security surplus, if that is
your preference.
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Senator PACKWOOD. Zero in the total budget, by 1992, or 1993 if
we extended it, at the earliest.

Senator MOYNIHAN. I have got a problem there. That zero budget
in 1993, will it include about $40 to 50 billion in Social Security?

Dr. MUNNELL. One hundred.
Senator MOYNIHAN. One hundred. Oh.
When we reach zero on the operating budget, then we can use all

of the surpluses to buy up the debt. Which translates into an in-
crease in economic growth and wages.

Dr. MUNNELL. "Operating" means the unified? Social Security
and the rest of it together?

Senator MOYNIHAN. No, we will separate out Social Security. We
have already agreed to that in the 1983 Amendments. It comes in
1993, does it, Bob?

We will call "operating budget" just what we take in and pay out
apart from Social Security.

Senator PACKWOOD. General funds.
Senator MOYNIHAN. Yes, general funds.
Dr. MUNNELL. So if you reach zero in that, and you have a sur-

plus of a hundred in the Social Security System, then you are run-
ning a hundred at the federal level, and you can buy up a hun-
dred-this is Senator Packwood's point-a hundred of past debt,
which frees up individuals in the private sector to go and buy other
private securities that will lead to more--

Senator MOYNIHAN. Right. The process is, I suppose basically-
well let me ask you, Dr. Munnell, you are a Central Banker.

Your debt matures all the time, your short-term T-bills and your
10 and 20 and 30 year bonds. So really, when debt matures, you
pay the holder and don't roll it over and issue new debt.

Dr. MUNNELL. Right.
Senator MOYNIHAN. So it would be an easy exercise.
Dr. MUNNELL. Right. You take it from the public, and you don't

issue anything else.
Senator MOYNIHAN. Yes. And the moment we get that general

fund to a zero deficit, we begin saving the whole of the trust fund
surplus. But there will come a time sooner, somewhere in the Nine-
ties, I would hope, when the Social Security surplus will be larger
than the deficit; so that you will begin buying debt with the re-
mainder.

Dr. MUNNELL. Right. If you just kept the general fund deficit at
$200 billion, and you would have this automatic buildup in Social
Security, eventually you will get surpluses.

Senator PACKWOOD. Shortly after the turn of the century.
Senator MOYNIHAN. Shortly after the turn of the century, right.
Dr. MUNNELL. The thing that you have to worry about is that

you get a behavioral reaction and you don't keep your general fund
deficit at $200 billion, but that goes up to $300 billion or $400 bil-
lion.

Senator MOYNIHAN. And that is what Robert Myers is worried
about.

Dr. MUNNELL. Right.
Senator MOYNIHAN. We are approaching the hour when our bells

are going to ring on us, so I wonder if we could have one last round
of questions.
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Or is there something you want to tell us? Is there a question
that we should have asked? You can write it down and send it up.
[Laughter.]

Dr. MUNNELL. I think that your questions have been very good. I
would like to restate, without Barry jumping on me, my concern.
[Laughter.]

My concern is that I don't think we want to say we are going to
do something and fail. I think it will look bad, undermine the
credibility of Congress, and it will be a serious loss.

So, before we do it, I think we should look and see how other
countries do it, what the problems are, what you invest in, what
kind of disciplines you need in place, like taking Social Security
out of the budget, to try to make this exercise successful. It is a
tricky thing to do. It is not easy. So we are going to have to do a lot
of planning to carry it off.

Thank you.
Senator PACKWOOD. I do have one question. Let assume we actu-

ally are responsible, and we do not balloon the general fund deficit
up to $200-$300, $400 billion. Is there an economic danger to the
government, in terms of its total budget, running $200-$300 billion
surpluses year after year for a decade?

LDr. MUNNELL. I think this always depends on the speed at which
you increase your surpluses. But if you do things gradually, and I
think the numbers in the projections are gradual enough, you
should be able with good monetary policy keep the economy operat-
ing at full employment.

Senator MOYNIHAN. Uh-huh.
Mr. MYERS. Mr. Chairman?
Senator MOYNIHAN. Please, sir.
Mr. MYERS. I might say I am delighted that the Committee on

Finance has addressed this subject. I felt like the little boy crying"wolf" for the last 2 or 3 years, talking about these big surpluses
down the road, with nobody paying any attention. Now that a great
many people are paying attention, I am sure that we will come
forth somehow or other with a good solution to this problem in the
next few years.

Senator MOYNIHAN. Well, if we keep you at our side, we are
more likely to do that than not. And I certainly want to thank you.

Dr. Bosworth, did you have some comments?
Dr. BOSWORTH. No.
Senator MOYNIHAN. Senator Daschle?
Senator DASCHLE. Mr. Chairman, could I just clarify one last

thing? There seemed to be a little bit of a difference of opinion be-
tween Mr. Myers and Dr. Bosworth with regard to when this
crunch comes, at what time do we actually begin this raising of
personal income tax to offset this run on the trust fund.

Now, Mr. Myers, I thought you said it was going to be decades
hence. Dr. Bosworth, I thought you said it could be in five or six
years.

Dr. BOSWORTH. No.
Senator DASCHLE. Did I misunderstand you? You both share the

same view that at no time in this century will we have to begin
considering the increase in personal taxes to offset this, just for the
trust fund purposes?
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Okay.
Senator MOYNIHAN. We built better than we knew in 1983.
I think we will now close the hearing, as we are about to go to

the floor.
I want to thank our distinguished panel. I want to thank our

staff. I want to particularly thank Mr. Eduard Lopez, who is a
Fellow with us here, on loan from the Social Security Administra-
tion.

And I would like to say that Senator Packwood and I think-and
Senator Daschle might want to join in saying this-that maybe we
ought to produce a committee report on this subject.

Senator PACKWOOD. I normally don't think committee reports are
very important; but in this case, the magnitude of this subject is so
extraordinary that I would hope we would produce and widely dis-
seminate a report.

Senator MOYNIHAN. And with that, with the collective sigh you
have just heard from the staff behind us--

[Laughter].
Senator MOYNIHAN [continuing]. I want to thank everybody, and

we will close this oversight hearing.
[Whereupon, at 11:30 a.m., the hearings were concluded.]



APPENDIX

ALPHABETICAL LIST AND MATERIAL SUBMITTED

Statement of

Barry P. Bosworth

The projections of a large surplus in the social security system

over the next several decades is an issue that has suddenly attracted,

considerable attention. But the interest in that surplus comes from two

widely divergent perspectives. On the one side are those who see it as

the result of a decision taken in the 1977 and 1983 Social Security

Amendments to attempt to fund a portion of the increased costs of

retirement that the United States will face when the baby-boom

generation begins to retire. Others see it as the solution to the

budget deficit problem or a means of financing a growing list of

desirable new government programs.

As emphasized in the latest trustees' report the social security

system itself is itself in quite. good financial condition. Because of a

large bulge in the .age distribution of the population -- the baby-

boomers -- the system will, under current tax rates, accumulate a large

surplus, totaling about $2 trillion in 1988 dollars, over the next

several decades. As the number of retired persons begins to rise in the

years after 2025, however, that reserve will be rapidly drawn down; and

the fund will actually fall into a deficit near the end of the 75-year

projection period, unless taxes are raised or benefits reduced in the

future. The issue that is being raised today 'is what to do with the

surplus in the meantime. Should we simply borrow it to finance programs

in the rest of the budget, or should we save it in anticipation of the

increased costs in the future? Clearly, under current budget procedures

the intention is to simply borrow it?

(75)
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Historically, the United States has relied on a pay-as-you-go

system to finance Social Security under which current taxes are used to

pay for current benefits. The 1977 and 1983 social security amendments

have moved the system in the direction of a partially funded oystem to

offset some of the increased costs to future workers of a rise in the

proportion of the population that will be retired. Through tax payments

in excess of current outlays, the current working population will f nd a

portion of its own retirement costs, much like a private pension system.

At the Brookings Institution we are completing a research study

that examines several issues surrounding the management of a large

Social Security surplus in future decades and the economic implications

of the alternative uses that might be made of the surplus. We have

concentrated on the following major questions: If the fund were set

aside from the rest of the budget and the annual surpluses used to

increase national saving, how mLch difference would it make? What would

be the impact on domestic rates of capital formation and productivity

growth and the rate of return to capital? How would the Social Security

System itself be affected? And what would be the impact on the cost to

future generations?

We believe that these issues, which might seem of relevance in the

distant future, are actually of great importance today because of their

impact on current fiscal policy decisions. The economic impact of the

Social Security reserve buildup will depend critically on the uses to

which the reserve is put. If the current population simply borrows from

the social security fund to finance its own consumption -- say, to

finance other outlays in the federal budget -- the burden on future

workers will not be reduced. It is true that their employment taxes .

will not increase. Instead, they will face much higher Jicome taxes to

finance the repurchase of the Treasury debt transferred to the social

security fund in prior years. The combined level of income and

employment taxes would be roughly the same as under a continuation of a

strictly pay-as-you-go system.

Alternatively, the reserve could be used to augment the nation's

critically low level of national Lving and capital formation. In that
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case the current generation would finance a portion of its own

retirement by supplying future generations with a larger capital stock.

Future workers would benefit both from the funding of a portion of the

costs from capital rather than labor income, and because their own wages

would be higher as a reflection of their increased productivity --

increased capital per worker.

Which of these approaches is followed will depend not upon the

decisions of the Social Security System, but the decisions of the

Congress and the President with respect to the rest of the budget.

Currently, discussions of the budget and the appropriate targets for

fiscal policy are discussed'with no distinction between Social Security

and other parts of the budget. Thus, implicitly the surplus of Social

Security is available to finance other programs.

For example, if one simply focused on the overall budget deficit

projections of CBO and the Administration (shown in table 1), the

impression would be that, while the current budget deficit is still

large, at least it is headed in the right direction -- down. However,

that conclusion assumes that it is appropriate to borrow from social

security to finance today's consumption. If, instead, the social

security surplus is set aside to augment the nations' saving, it is

clear that the basic budget deficit is getting worse not better.

Without social security the budget deficit is $198 billion in FY 1988,

rising toward $236 billion in 1993. In effect, the United States is

simply subitituting a highly regressive system of employment taxes for

income taxes as a means of paying for the day-to-day costs of

government. If we focus on the whole period of 1980 to 1993, the

intention is to finance a $163 billion increase in the general fund

deficit, in part, by borrowing $ 98 billion a year from the Social

Security Trust Fund.

I cannot discuss all the aspects of our study in this brief

testimony, and.-I will limit my remarks to a few summary points that seem

most relevant to the Committee'a interests. Most of our analysis is the

result of the construction of a small model of U.S. economic growth that

has been adjusted to match, as a baseline, the intermediate 11-B
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projections of the Social Security Trustees. Although their projections

can be criticized as being overly optimistic or pessimistic in some

respects, there is. in fact, very little basis for making accurate

projections as far intQ the future as is required to fully evaluate the

system over a person's full work and retirement life. 1 
Since we are

primarily interested in the ircrepental effects of alternative policies,

the baseline projections are not in most cases critical to our

conclusions.

1. The intermediate II-B projections of The Trustees indicate that

there will be a very large annual surplus, averaging 1.5 percent of NNP,

for the next three decades followed by an even larger deficit. In

comparison, the current total national saving rate is only 2 percent of

NNP and it has averaged only 6-7 percent in the post-World War II

period. From the point of view of Social Security the future is clearly

divided into alternating periods of feast and famine.

2. The most frequently suggested means of insuring that the Social

Security surplus is invested for the future, rather than being used to

finance today's constuption,' is to totally remove the fund from the

budget -- as mandated in the 1983 reforms -- for purposes of

establishing appropriate budget targets. As a result, the annual

surplus would automatically be passed through to national saving and

private capital formation.

3. Actually%" the simple suggestion of saving the surplus projected by

the Trustees is not particularly attractive because for the 75-year

period as a whole the fund has a deficit not a surplus: the average rate

of national saving would be reduced, not increased. In addition, the

pattern of surplus and deficit would simply introduce a large cycle into

the national saving rate with most of the benefits of high saving

occurring in the period before the rise in the number of beneficiaries.

3. Analysis based on the current OASDI projections is deficient in one

critical respect, however, because it incorporate a future fund deficit

that will not occur. Under current legislation, the trustees each year

undertake a 75-year projection of the fund and judge it to be in "close

actuarial balance- whenever income is, on average over the full period,
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within 5 percent of outlays. As those projections are extended in the

future, the need for further tax increases, or benefit cuts, will become

more noticeable. If we assume that future Congresses will act to

maintain the fund's solvency. the large deficits at the end of the

projection period will not occur and the fund's contribution to national

saving will remain positive through-out the period.

o We evaluated this decision rule in our simulation by simply

assuming that tax rates are increased whenever the fund moves

into an actuarial deficit.

o The additional tax rate increases would total 2.3 percent of

taxable payroll -- an increase in the tax rate from 12.4 to

14.7 percent -- with the first increase occurring in the 1990s.

o A summary of the results are shown in table 2.

o The increment to national saving is positive throughout the

period 1990-2060.

o If the surplus is passed through into national saving, the

nation's income is increased in every year of the projection

period and the percentage gain reaches its peak in about the

year 2030.

O The policy also completely eliminates any increased burden on-

future generations. They do pay a higher tax rate and a larger

magnitude of benefit payments are transfered to future

retirees; but the after-tax incomes of future workers are

increased by more than the increased cost of OASDI benefits

shown in the current trustees' reports.

o It is in this sense that the current generation can, through

higher saving, pay for the added cost of its own retirement.

In suc~ary, I believe that the larger future (vs:s of providing for

an aging population argue in favor of a greatly exj anded rate of

national saving today. The failure to plan for ttese neevs will imply

dramatically higher burdens on the future working population.

Furthermore. I believe that a .olletive approach to the problem is far

preferable to attempts t) di,,mar:tle Sorial Security aad rely on private
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retirement schemes. We know that many individuals will not make

adequate plans, and I find it hard to believe that future generations

will simply ignore the problems of poverty that will develop.

Fortunately, the 1983 reforms in Social Security provide an ideal

vehicle for generating the required buildup of national saving. To a

first approxi.'tion, the surplus generated by an actuarially-balanced

OASDI fund is' a go6d measure of the required increment to national

saving. The most serious threat to generating the required saving is

the perception of the current generation that the Social Security

reserve is simply a pool of funds that can be fully borrowed to finance

other government expenditure programs. That perception is perpetuated

by the current practice of lumping the Social Security reserve together

with all other programs in defining the budget deficit and the

appropriate budget deficit ta. gets. We are not, in fact, saving the

Social Security surplus. We are simply using a system of regressive

wage taxes to finance general fund outlays that were formerly financed

with the personal and corporate income taxes.

I favor a separation of Social Security from the overall budget and

its operation in a fashion similar to that of private retirement

systems, with public trustees. I believe that the separate treatment

would increase the likelihood that the surplus would, in fact, be saved;

and it would increase public attention to the enormous gulf between

current government consumption and the taxes required to support it. At

present, the United States is living far beyond its means --

particularly, in the public sector. Unless this problem can be

addressed, future generations will face an overwhelming burden of trying

to finance our debts and our retirement needs.

If we cannot bring ourselves to set aside the surplus and save it,

I would agree with those would argue for-a redu:tion in current tax

rates and a return to a pay-as-you-go system. The running of a surplus

in ,.ne account which is simply borrowed to finance expenditures in

others is a fake form of accounting which will set of an enormous debate

in the future when current workers attempt to reclaim a reserve that

does not exists. It would, however, mean the passing up of an

opportunity to solve a very foreseeable problem.
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I am aware that my testimony seems to reflect an atmosphere of

unreality. At a time of enormous budget deficits on the conventional

measures and a national saving that has plummeted far below the

historical norm, I am arguing that the historical norm is far too low.

Just in terms of the budget deficit issue, the general fund deficit

(exclusive of Social Security) that should concern us is $198 billion in

FY 1988 and rising toward $236 billion in 1993, not $157 billion and

falling as suggested by the latest CBO projections.

It is also difficult to interest people in distant future events.

But, if we ignore the implications of the demographic changes, it is

difficult to visualize ho , the current retirement and health care system

for the retired can be kept intact.

The fundamental problem, however, is that the public finances got

way out of balance in the 19809 and the gap between our expenditure

commitments and the tax revenue to support them has been steadily

growing over time. The longer we wait, the more painful the adjustment

will be.



Federal Budget Deficit With and Without Retirement Trust Funds, Fiscal Years 1980-1993.

1980 1987 1988 1989 1993 Change:
1980-93

TOTAL FEDERAL DEFICIT -74 -150 -161 -177 -139 -65
Less Surplus in:

Social Se~urity (OASDI) -1 20 37 46 97 98
(off-budget)

ON BUDGET DEFICIT -73 -170 -198 -223 -236 -163
Less Surplus in:
Medicare (HI) 1 12 15 17 16 15
Fed. Employ. Retirement 10 31 37 34 43 33

GENE'.AL FUND
NONRETIRDIENT DEFICIT -94 -213 -245 -274 -295 -201

Source: Numbers for 1980 and 1987 are actual.
baseline projections.

Numbers for 1988 through 1993 are the Congressional Budget Office

00wO



The Economic Effects of Saving the Surplus of An Actuarially Balanced OASOZ Trust Fund

Percent deviation from baseline value

General Economy Social Security Incremental

Burden

(1) (2) (3) (4) (5) (6) (7) (8) (9)

Year Net Real Nominal Social Trust
Capital National Wage Interest Payroll Fund b Higher
Stock Product Rate Ratea Taxes Benefita Reserve Baseline

0  
Saving

0

1990 0 0 0 0 0 0 0 -0.1 -0.1

2800 9.4 1.3 3.1 -0.14 8.8 0.4 4.3 -6.4 0.3

2010 19.6 3.6 6.1 -4.49 12.6 2.5 9.2 -0.4 -1.1

2020 23.5 4.2 7.1 -0.74 20.2 5.0 14.3 1.0 -1.3

230 21.0 3.9 6.3 -0.79 19.3 6.2 19.2 1.9 -1.2

2049 16.2 3.2 4.9 -0.84 17.7 6.0 22.9 1.3 -0.8

250 13.4 2.8 4.1 -0.51 23.6 5.3 28.4 1.5 -0.2

280 12.4 2.6 3.8 -0.46 23.5 4.6 25.9 1.3 -0.3

a. Expressed as the simple difference from the baseline Ip, percentage points.

b. The difference Is expressed as a percent of NNP in the baseline.

c. The burden ia measured as the Increase in the ratio of OASOI benefits to baseline

minus the Increase In consumption from the baseline level.

NNP from the 1936-90 average

i

i



84

Mr. William P. Buts

Associate Director for Demographic Programs

U.S. Bureau of the Census

Introduction

Mr. Chairman. I appreciate the opportunity to provide the Subcommittee with

information on th. implications of the results of our demographic projections

for the Social Security System.

Before I present these results, I would like to emphasize that the Bureau of

the Census makes no claim that its projections are inherently superior. Our

projections simply represent the mathematical outcome of assumptions we have

made about future trends in fertility, mortality, and net immigration. We

believe both our assumptions and our results are reasonable. Certainly, we

recognize that alternative plausible scenarios can be constructed. For

example, theme projections differ somevhat from those produced by the Social

Security Administration because of differences in the covered populations and

in the umderlying demographic assumptiona. The main demographic trends

projected by each agency are still quite similar.

The demographic assumptions upon which we base our main series are as

follows: First, future fertility will be roughly the same as it has been for

the last decade. Second, future mortality improvements will be moderate.

Third, legal immigration will continue at recent levels while undocumented

immigration will be sharply reduced within 10 years.

For illustrative purposes. i-am also providing you with information from two

alternative scenarios. These werive indicate what the-population might be if

future fertility, mortality, and net immigration were all either well below

or well above our middle series trends.
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Resul ts

Today I vill focus on future trends in the 65 years and older population.

Some people join the Social Security system before that age. and some join

after it, but 65 and over vil suffice os a reasonable proxy of the eligible

population. There is a very sharp contrast between the pat and future

growth patterns of this age group. The 65 and over population grew by nore

than 3 percent a year during the 1930's, 1940'., end 1950's. Since 1960 it

h grown a little more slowly, but still more than 2 percent a year.

According to the middle projection series, the likely pattern of growth of

this population during the next 50 or 60 years will fluctuate widely. Three

distinct stages of growth are apt to occur.

futao1. During the next 20 years or so. the 65 and over population will

probably increase more slowly than it has in many decades. This will occur

because those becoming 65 will be the survivors of the very small birth

cohorts born between the mid-1920'. and World War 11. From 1988 to 2008 the

65 and over population will grow only 7.7 million, or about 1 percent a year.

By comparison, from 1968 to 1988 the 65+ population grew 13 million or 2.2

percent a year. The growth during the next 20 years will be so slow that the

percent of the population over age 65 only rises from 12.4 percent in 1988 to

13.6 percent in 2008. In comparison, during the 8 years from 1980 to 1988,

the elderly here of the total population grow nearly as much--from 11.3

percent to 12.4 percent.

Stage 2. The absolute increase in the 65 and over population from 2010 to

2030 will be of an unprecedented size. This is a result of the entrance of

the baby-boom cohorts into this age group. The 65. population way be 39.4

million in 2010 and reach'65.6 million by 2030 (when the last of the

baby-boomers turn 65). The net addition of 26.2 million elderly people in

only 20 years will be a remarkable event. For example, as recently as 1980

there were fewer than 26 million elderly in our population. It took our

country more than 200 years to reach an elderly population of this size. but

it will take the survivors of the baby-boom generation only 20 years to match

that earlier growth.
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During this period between 2010 and 2030 the proportion of the Nation's

population which is over 65 will also rise dramatically. In 2010 about 14

percent of the population will be over age 65. The equivalent figure may be

17.7 percent in 2020 and 21.8 percent in 2030.

In spite of these figures. bewever. it is important to realize that the rate

of growth of the 65+ population during the 2010 to 2030 period is not unique.

From 2010 to 2030 the aged population say grow about 2.6 percent a year. As

I mentioned earlier. f x..m 1930 to 1960 It grew about 3.2 percent a year.

State 3. After 2030 the population over age 65 will resume the pattern of

very slow growth which is likely to occur during the 1988 to 2008 period. In

fact, the growth after 2030 may be the slowest ever recorded. The number of

people aged 65 and older is projected to increase from 65.6 million in 2030

to 70.3 million in 2060. The equivalent percntage of the population aged

65+ will rise from 21.8 percent to 23.7 percent.

Now that I have described these three stages in the future growth of the

elderly population. I will discuss the changing relationship between the

future working-age population and the future elderly population.

What makes the 2010 to 2030 period so exceptional is not the growth of the

aged population, but that this growth is not likely to be accompanied by

growth in the population of working age. The-exceptional nature of the

relationship of the working-age population to the elderly population during

the 2010 to 2030 period is illustrated by the following comparison. From now

to 2008. the 65+ population will grow about 1.1 percent a year or 7.7

million. During the sase times, the population aged 18-64 years will grow

26.7 million or 0.8 percent a year. Thus the average numer of people of

working age per elderly person does not change too such. However, during the

2010 to 2030 period the working-age population actually declines by nearly 8

million. This decline contributes significantly to the fall in the working

age to elderly ratio between 2010 and 2030.
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The ratio of working-age people to people over age 65 will diminish during

the net 50 years. Zn 1980 there vere 5.4 persons aged 18 to 64 for every

person aged 65 and over. By 1988 that ratio will already have fallen to 4.9.

The ratio of vorking-age people to persons aged 65+ will remain at about this

level until 2006. This occurs because the elderly population will grow so

slowly during this period. But, froe a level of 4.6 in 2010. this ratio will

plummet to 2.6 in 2030. After that time the ratio of working age persons to

elderly will stabilie at about 2.5. There are two implications:

1. The rapidity of the decline in this ratio during the 2010 to 2030 period

may require adjustments in the way society cares for the elderly;

2. hen though the 65+ population grows very slowly after 2030, it is

important to realize that the ratio of working-age persons to elderly persons

is not likely to rise back towards its present levels. This means the social

service needs of the elderly population may continue to be high after 2030.

Although I have confined my remarks to strictly demographic measures, the

issue Is more complex than just the total number of elderly and the

relationship to the site of the traditional working-age populations. Changes

in health status, overall economic well-being, labor force participation

rate, and retirement and savings patterns could have dramatic effects on the

actual social service needs of the elderly. Census Bureau data may be of

help in examining these aspects as well.

Mr. Chairman, this concludes my remarks. We thank you for the opportunity to

present this information about this important topic. I look forward to

hearing the testimony of the other witnesses and to answering any questions.



Chart 1.
U.S. Population Age 65 and Over: 1980 to 2060
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Chart 2.
Annual Growth Rate of the Population Age

65 and Over: 1980 to 2060

Midd

- Lowest Working-Age to
Ederly Ratio

Kighes

ie Series

Working-Age to
Ratio Sries

5

3

2

1

0

-1 11 i i I i * 11111 11 111) 111a111 I 1 1 11 I a I III I a aI fill a a 111 1111 f 1 - 1
1980 1985 1990 1995 2000 2005 2010 2015 2020 2025 2030 2035 2040 2045 2050 2055 2060

Source: U.S. Bureau of tfe Census.

Of - -- -



Chart 3.
Annual Growth Rate of the Working Age

Percent Population: 1980 to 2060
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Chart 4.
Ratio of Working Age to Elderly Population: 1980 to 2060

(Ratio of 18 to 64 Years to 65+ Years)
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STATEMENT
BY

DORCAS R. HARDY

COMMISSIONER OF SOCIAL SECURITY

Mr. Chairman, I am pleased to appear before you today to
discuss the financial status of the old-age, survivors, and
disability (OASDI) program--which I shall refer to as Social
Security.

Introduction

From the beginning of my tenure as Commissioner, I have been
convinced that maintaining the fiscal integrity of the Social
Security program, educating the public as to what they can expect
in future benefits, and providing the best possible service to
our customers are critical ingredients in building confidence in
and satisfaction with Social Security.

Public confidence in the program was badly shaken by the
financing problems Social Security faced in the late 1970's and
early 1980's. As a result, the financial condition of tne
program continues to be the key factor in rebuilding public
confidence in Social Security.

Mr. Chairman, as a result of the courageous bipartisan
actions taken in 1983 by President Reagan, by you and your fellow
members of the National Commission on Social Security Reform, .and
by the Congress, Social Security is now in sound financial shape
for many years into the future. The program's current financial
,well-being has been made even more secure by the good economic
performance of the last 5 years.

Actuarial Status of the Program

The 1988 report of the Social Security Board of Trustees,
submitted to the Congress last week, confirms the system's
health. The estimates show that trust fund income this year will
total $263 billion and outgo will total $222 billion. Thus, the
Social Security trust fund reserves are estimated to increase in
1988 by $40 billion, and the trust funds are estimated to have
total reserves by the end of 1988 of $109 billion. At the
beginning of 1989 the funds on hand are estimated to be enough to
pay about 7 months of benefits.

Under the Intermediate I-B assumptions in the Trustees
Report--which is the set of assumptions underlying the
information I will be providing--trust fund reserves will
increase significantly over the next several decades, reaching
$1.4 trillion by the year 2000 and nearly $12 trillion by the
year 2030. Thus, if these assumptions prove to be accurate,
there will be sufficient funds to pay all benefits due to current
beneficiaries and to develop a substantial reserve for payment of
benefits to the Baby Boom generation when it begins to retire in
the next century.

Over the complete 75-year period the Trustees use to evaluate
long-term financing of Sozial Security, the program is in "close
actuarial balance." The long-range actuarial balance of the
OASDI program is a deficit of 0.58 percent of taxable payroll,
which is less than 5 percent of the long-range cost rate over the
next 75 years.
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However, the financial condition of the Social Security
program cannot be measured solely by the estimated long-range
actuarial balance. Other measures are also useful. The assets
of the combined trust funds, relative to annual expenditures,
reach a peak of 5 times annual outgo by 2015. But by 2019,
annual outgo is estimated to exceed tax income, and interest on
the reserves will be needed to help pay benefits.

Thirteen years later, in 2032, annual outgo is estimated to
exceed tax income plus interest so that we will have to begin
using the accumulated reserves to meet benefit costs. After that
point, the combined funds drop and are exhausted in 2048. Annual
income at that time is estimated to equal only 80 percent of
benefit costs.

Factors Affecting Program Financing

Three factors largely explain the Social Security program's
financial outlook over the years ahead: the tax rate, future
economic performance, and the changing ratio of workers to
beneficiaries. Under current law, the combined Social Security
tax rate for employers and employees will be increased in 1990 to
12.4 percent of taxable payroll---the level at which it is
scheduled to remain. And under the 1988 Trustees Report
intermediate assumptions, the economy is projected to perform
well, with earnings growing on average at about 1.4 percent more
each year than the cost-of-living. However, the third
factor--the change in the ratio of workers to
beneficiaries--accounts for most of the variance in Social
Security financing that we can expect over the next 75 years.

Demographic Chanqes

I should note that the intermediate demographic assumptions
in the 1988 Trustees Report were revised somewhat to reflect
additional experience. The ultimate fertility rate assumed to be
reached in 2012 was reduced from 2.0 children per woman to 1.9.
We made this change because the total fertility rate has been
below 2.0 children since 1972, usually falling between 1.7 and
1.8 children per woman during the 1970's, and between 1.8 and 1.9
in the 1980's. Based on provisional data the estimate for i987
is 1.87.

Death rates are assumed to be slightly higher overall than in
last year's report, producing a slight decrease in the overall
life expectancy in the future. A third demographic assumption
that was revised is the rate of immi ration, which was increased
from a net rate of 400,000 to 600,000 immigrants annually.
Although these changes in demographic assumptions have a
significant impact on Social Security financing, they largely
offset each other. Thus, the long-term demographic future facing
Social Security has not substantially changed.

The major demographic event of the current long-range
projection period is the passage of the Baby Boom generation
through life and retirement. The projected buildup of the trust
fund reserves will occur while the members of this generation are
in their peak earning years, which comprise roughly the first
25-year period of the long-range projection period (1988 through
2012).

During the second 25-year period of thu long-range projection
period (2013 through 2037) the Baby Boom generation retires,
causing the beneficiary population to increase rapidly. At the
same time, the working age population will be declining, causing
a drop in the worker-to-beneficiary ratio from 2.9 to about 1.9.
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Darly in the third 25-year projection period (2038 through
2062), the Baby Boom generation passes from the scene and is
replaced by lower birth rate generations of retirees. This might
be expected to result in an improvement in Social Security's
financial condition. However, at this point increasing longevity
exerts a predominant influence. Longer lifespans offset the
effect of the passing of the Baby Boom generation, leaving the
ratio of workers-to-beneficiaries constant at about 1.8 to ]:.9.

Thus, the projected outgo of the Social Security program
remains steadily larger than income during the third 25-year
period, an imbalance which reduces the assets of the trust funds
until they are projected to be exhausted during the year 2A48.
At that time, if no earlier action has been taken, benefits would
have to be reduced, taxes increased, or some combination of the
two.

Clearly there is ample time to deal with the long-range
financing situation and, of course, projections that far into the
future should be used only to give some sense of what the
situation might be.

Educatina The Public

While it is crucial to public confidence that we plan for the
financial stability of Social Security in the years ahead, I
believe that the Social Security Administration can also increase
public confidence by educating the public about the benefits they
can expect to receive'from the program. People can neither fully
appreciate Social Security nor evaluate their plans for personal
financial security without such information. For this reason,
the Social Security Administration, in partnership with the
Advertising Council, undertook in February a national public
service advertising campaign designed 'o educate the public about
the Social Security program and its value for workers of all ages
and their families. The campaign will also stress the financial
solvency of the program that has resulted from the Social
Security Amendments of 1983.

Surveys conducted by a variety of private organizations over
the last few years have indicated that many Americans have little
knowledge about the protection they have under Social Security or
the financial stability of the program. A 1905 survey sponsored
by the American Council of Life Insurance indicated that only
41 percent of the public considered itself to be fairly well
informed about Social Security. Its 1986 survey indicated
similar findings.

I believe it is absolutely essential that we provide workers
with the Social Security information they need to help them plan
for their financial future. That is why I am about to inaugurate
a new public service. within a few weeks we will provide workers
with a new personal earnings and benefit estimate statement which
will include:

o A yeer-by-year breakdown of earnings and FICA tax payments

0 A wider range of benefit estimates, including disability and
survivors estimates and more realistic retirement estimates
at age 62, full retirement age, and age 70 that use the
worker's own projected future earnings and

o The number of earnings credits the worker needs for all three
types of benefits, and the worker's current number of
credits.



95

Because the new statement offers so much more information, we
have also redesigned the form a worker must use to request the
statement. We have been testing the new form and statement in a
number of ways prior to national implementation the exact
date--and it will be soon--will be decided based on these test
results.

Planning For The Future

In addition to educating the public as to what they can
expect from Social Security, it is vital that we plan ahead to
meet the demands that demographic, societal, and technological
changes over the next decade will place on the services the
Social Security Administration provides.

To do this, in 1986, I established an Office of Strategic
Planning reporting directly to me. I was convinced that looking
ahead is an essential aspect of good management, and the GAO had
earlier noted a deficiency in SSA's long-range strategic
planning. Over the last 18 months SSA managers and Ptaff all
over the country have worked with the Office of Strategic
Planning to define what SSA needs to do to meet the challenges
and opportunities the next 10-15 years will bring. Perhaps most
important, we must assure that our programs and the quality of
services we deliver to all Americans keep pace with the
expectations and needs of our society.

The result of our efforts is a strategic plan for the
year 2000, which we published in January. This plan will
undoubtedly hrve to be revised many times in the future, but it
provides a s'art for dealing with the changes that will
undoubtedly come. For example, the public increasingly is
conducting business by telephone, and to make our service more
convenient, this fall we will begin implementing a nationwide
toll-free 800 telephone number for all general incoming calls.
Callers will receive personal service weekdays from 7 am. to
7 p.m. At all other times, 7 days a week, 365 days a year,
automated answering units will allow callers to leave i information
and be called back the next workday to complete their business.

Another example of the kind of change we envision in our
strategic plan is allowing new parents the opportunity to obtain
a Social Security number for their child as soon as the baby's
birth is recorded at the hospital. We have tested this idea in
three States--Indiana, Iowa, and New Mexico--and it has proved to
be such a success that we plan to extend the service to other
States.

Conclusion

Mr. Chairman, I would like to emphasize again the fact that
Social Security is on sound financial ground--today and well into
the next century. We are embarking on a period of stability,
during which the income received by the Social Security trust
funds will be sufficient to pay all benefits and to develop the
reserves needed to pay benefits well into the next century.

We should, I believe, use this period of stability to
solidify public confidence in the durability of this fm oitant
American institution. At the same time, we need to pla a or the
future needs of the program and to engage in a national dialogue
on how those needs can best be met.

*Q
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OPENING STATEMENT OF SENATOR JOHfN HEINZ (R-PA)

HEARING ON THE LONG-TERM STATUS OF THE SOCIAL SECURITY TRUST FUNDS

May 20, 1988

MR. C11AIRMAN: I commend you for calling those hearings on the

long-term status of the Social Security Trust Funds and I thank

you for allowing me to sit in with the Subcounitt.oe on Social

Security and Family Policy today to hoar this distinguished panel

of witnesses. I am pleased that today we will be focusing on the

relationship of the Trust Funds to the budget process, and

particularly on the effect of the Trust Fundn on the Federal

deficit problems we are currently facing.

In my view, including Social ;curity surpluses In the

Federal budget threatens the integrity of the Social Socurity

System and is an irrunponiflbl app: coach to, deficit product ion. We

need Social Socurity uurplunos to pay for future bond it

obligations to today's workers. lsorrow!ng t hoto funds today to

obscure and cover profligate spending on other programs will only

tie us to a future that, included higher lovols of pending than we

can afford at the saino time that wo ar, repaying largge loans from

Social Security. We are conde'mn1ing today's taxpayers to a

dangerous struggle with their children ovr the financing of

Social Security unless we begin today to treat thuse surpluses as

true budget surpluses.

Right now Social Security is tochnically 'off-budget." But

in reality, the Trust Funds are very much on-budget. For example,

the deficit calculation under Grnm-.Rudmiln-ollings for fiscal

year 1989 is $136 billion. This inrludos adding in Social

Security's estimated FY89 surplus of $45 billion. We are

therefore kidding ourselves if we think we have a deficit of only

$136 billion in our fiscal year 1989 budget projections. The
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honest estimate ofthe deficit should be $181 billion. Why?

Because we will spend $181 billion more on our "on-budget"

programs than we will raise in general revenues to pay for them.

All of this borrowed money must be paid back in the future --

this is not a free ride. In the case of funds borrowed from,

Social Security, we know exactly when that day of reckoning will

be. The actuaries tell us that in 34 years, we will begin to draw

down the accumulated surpluses to pay the benefits we have

promised to today's workers. To do this we will begin cashing in

the Trust Fund securities, and we must. raise taxes or raise the

debt to pay this money bapk, plus interest. Our children and

grandchildren will need to dig deep into their pockets t. bail the

country out of the financial hole we are digging today.

And this problem is only getting worse. Four years from now,

we will borrow $92 billion a year from Social Security, and by the

time Social Security is totally removed from the budget deficit

calculations in 1994, we will have borrowed more than $400 billion

from the program to mask our deficit spending. This is the extent

of the problems that we will face if we do not get a real dose of

reality on this issue.

Again I thank the Chairman for calling those hearings, and I

look forward to reviewing the testimony. I hope that we can

continue to work together to address our budget deficits, so that

the Social Security program we leave for future generations will

not come with a "past due".notice and the threat of foreclosure.
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OPENING STATEMENT

We meet this morning for the second of p hearings on the

long-term statue of the Social Security trust funds.

At last Friday's hearing we heard some very good news.

Social Security Commissioner Dorcas Hardy reviewed the recently

released 1988 annual report of the Social Security Board of

Trustees. The trustees find the system to be actuarially sound

for tho sioxt 75 years. They estimate that Social Security trust

fund reserves will build to more than $100 billion by the end of

this ycar and continue to grow to $1.4 trillion by the year

2000. Trust fund assets are projected to peak at about $12

trillion in 2030.

This bright financial outlook in the result of the Social

Security Amendments of 1983.

In brief, in twelve dayn in Januazy that year, a half

dozen people in Washington put in place a revenue stream

which is just begirzninq to flow and which, it we don't blow
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it, will put the Federal budget back in the black, pay off

the privately-held government debt, jump start the savings

rate, and guarantee the Social Security Trust Funds for a

half century and more.

It all began on a Monday morning, Jdnuary 3. Bob Dole

of Kansas had an op-ed article in the Times which insisted

that things would noon be looking up for the Reagan

administration -- there was a near depression on -- and that

Congressional Republicans were behind him. Nothing special,

save for one paragraph. Having said that the issues

confronting them presented as much opportunity as peril, he

went on:

Social Security is a case in point. With 116
million workers supporting it and 36 million
beneficiaries relying on it, Social Security overwhelms
every other domestic priority. Through a combination of
relatively modest steps, including some accdbleration of
already scheduled taxes and some reduction in the rate
of future benefit increases, the system can be aaved.
When it is, much of the credit, rightfully, will belong
to this President and his party.

Oh? Not twenty-four months earlier David Stockman had

foretold that the "most devautating bankruptcy In history",
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that of the Social Security Trust Funds, was months away.

Which wasn't so, but in the main Republicans didn't know

this. What Sylvia Porter called "a scare campaign of vicious

proportions" had bean going on. The now brood of

conservatives seemed to detest the program oven more than the

old brood. And the funds wore going down, the result of an

interval in the 1970a (the first since World War II) when

prices ran ahead of wages, ouch that Cost of Living

Adjustments were not being offset by increased payments into

the funds.

The White Houso wanted to scrap the system. (Make it

voluntary.) Senate Majority Leader Howard Baker know

better. He worked up a bi-partinan Nntional Commisnion on

Social Security Reform. Dole and I were appointed. Alan

Oreenspan was made chairman. A year wont by with no booming

movement from either side. Then of n nudden thin signal from

Dole. He and Greenspan had come to understand that the
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System's problems really were temporary and that in the long

term it could be made heroically solvent.

At noon I was sworn in for a second term. I went over

to Dole who happened to be on the floor. If he thought that,

shouldn't we make one last try? Two days later, he and I and

Barber Conablo from the House wore secreted out to Jim

Baker's in Northwest Washington. Negotiations began.

Word got out, and without too much effort at concealment

we began meeting at Blair House. Agreement was reached at

about 930 Saturday night, January 15, and promptly endorsed

by a hastily summoned Commission. The President signed the

legislation in April.

A familiar story, no far. Here is what In not generally

understood. Almost everyone involved know -- by then -- that

the administration had got the public finances in terrible

shape. Stockman who joined us has written this in great

detail. $200 billion defect "as far an the eye could

see." We would in fact triple the national debt in eight
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years. Nor was Ronald Reagan going to do anything to prevent

it

And so we would. We would put in place a revenue stream

that after first taking care of the short term needs of

Social Security would commence to produce a series of

evor-incroasing surpluses. This was perfectly defensible in

terms of saving for the needs of the System in the next

century. But we could have put that off. We didn't because

we had this one chance to redeem the 1980s. They would end

in a moss. But all would turn around in the 1990s.

We have now had four full calendar years of the now

revenue base. The Trustees have Just reported. The Social

Security Trust Funds are increasing at the rate of

$109,440,000 per day and rising.

This income stream money muut be deposited with the

Treasury, which Issues a special Social Security bond. (It

never falls below face value.) The Treasury must accept this

money first. If at the ond of the day it has more money on
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hand than it needs, it simply retires privately hold debt.

This can sound arcane but inn't. Every week some millions of

Treasury bonds and bills "mature, " and are cashed in. At

present, the Treasury "rolls ovz" the debt, insuing now

bonds or bills to got the canh to pay off the old ones. But

if it isn't short of canh it n edn't do this. The national

debt begins to shrink.

Our present do!icit "path" takos un, in theory at least,

to a zero deficit by 1993. If that happens the revenue

stream from Social security will be sufficient to begin

retiring debt by 1994. An public debt (loclinou, private

savings increase. The monioy i; I nveiLt.ed in --- what? --

General Electric boid. What ev(1 . Thin in standard national

accounting.

If not in 1994, then nuiely 1995, or 1996.

By 2010 the Social S;ecuiity reserve is projected to be

$4.5 trillion. ($4,460,600,000,000.00.) it we wanted to go

all the way, we could p ob,i iy hav zv.ro ,atiinal debt by
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that time. Rhe first time, incidentally, since 1836. (When

we wore down to $38,000.)

Now this needn't happen. We might blow the opportunity.

We could start to "spend" the Social Security surplus, rather

than using it to retire debt, and so got rid of the deficit.

(Which for practical purposes now consists almost entirely of

debt service.) But we needn't. Surely we should "save" it.

Put aside the fiscal mess of the '80s. Our real economic

problem is that we don't save enough. Of twenty-four OECD

members, we rank 20, followed only by Iceland, and a few

such. Yet, as one witness at last week's hearing put it, by

the next decade we could be "awash in capital." This is the

one sure way -- saving and investment -- to make certain the

Social Security funds are atill ample when the baby boom

retires. So why not?

Two further points. In the near tLirm the proportion of

retired persons in the population is quite stables the

depression babies. Today there are 21 porona totired for
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every 100 working age. This rate stays stable through 2010.

(Social Security payments as a percent of payroll are

declining.) Moreover, after a generation of having to absorb

enormous numbers of new workers, the economy faces a true

labor shortage. From now to the year 2000 the Bureau of

Labor Statistics projects labor force growth of a bare 1.2

percent. The others weren't born

There you have it. Hard to believe? Yes. But within

our grasp.

All done in twelve days in January.

And now I turn to our panel of experts this morning for

further discussion of these and other issues related to the

buildup and investment of the trust fund reserves. We have

with us Alicia Munnell, Senior Vice-President and Director of

Rusearch, Federal Reserve Bank of Bostonj Barry Bosworth,

Senior Fellow, The Brookings Institutioni and Bob Myers,

former Chief Actuary, Social Security-Administration.

S
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RoaERT V. ROOSA
59 WALL STREET

NEW YORK. N.Y. 0005

May 13, 1988

Dear Senator Moynihan,

I am delighted to see that the Finance Subcommittee which you chair is
investigating the Social Security Trust Funds. Having been continually frus-
trated by the misleading and ambiguous manner in which the Trust Funds' cash
flows in the federal budget statistics are presented in the "Treasury Bulletin,"
I enthusiastically endorse your efforts to take a fresh look at the full pic-
ture. The many articles appearing in the press about the so-called social
security surplus and its implications for the federal budget deficit are evi-
dence of the general confusion surrounding the relation between the Trust
Funds and the operating budget.

My own feeling (consistent with the way we did things in my Treasury
days in the early 'sixties) is that the revenues, disbursements and net sur-
plus or deficit of the Social Security Trust Funds should be kept out of the
federal operating budget. It is important separately to clarify the revenues
and costs of the social security program, and to protect that splendid system
from the ongoing debate on how to cut the federal government's deficit. The
proponents of combining social security trust accounts with the federal oper-
ating budget argue, correctly of course, that such a consolidated deficit or
surplus most accurately reflects the overall impact of federal government in-
flows and outflows on the economy.

There are, however, better ways to identify needed action than just
lumping everything together. A start would be made in the right direction if
both the net operating budget and the net position of the Trust Funds were re-
ported side by side. If there were a clear separation in accounting treatment,
the implications of a deficit in the operating budget, for example, would then
be to cut expenses somewhere and possibly to raise taxes, but there would cer-
tainly be no compelling necessity to affect the social policy embedded in the
schedule for social security disbursements and the actuarially determined em-
ployivY nt tdx rates required to support the social security system. With proper
segregation, a straightforward measure of the impact of a deficit in the
operating budget on the economy should not carry any implication for curtail-
ing social security or medicare benefits, nor for impairing the traditional
"self-financing" principle. Let me explain.

In any current year, the surplus or deficit in the Trust Funds could
be held fiscally neutral (as we did in the early '60s) insofar as the macro-
eooncvic aspects of the net overall cash flow impact of the operating budget
on the national economy are concerned. The relevant procedure is simply to
have any surplus generated by the Social Security Trust Funds invested in
ordinary Treasury securities of the same maturities and interest rates that
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are available to the public. When a deficit in the operating budget requires
the Treasury to add to the public debt, the Trust Funds can put current sur-
pluses (if they have the) into a preferred allotment at the term determined
by the public auction of the Treasury securities being publicly issued. Alter-
natively, the Funds can use surpluses to buy marketable Treasury debt in the
market if for any reason at some time acquisition on original issue is not
feasible. Looked at the other way around, if instead of running surpluses the
Trust Funds have disbursemnts exceeding current inflows, such deficits or
shortfalls of the Funds can be met either by selling in the market w-'e of the
Treasury securities held in the Funds or by redeeuing maturing securities when
the Treasury is replacing them through refunding in the public market.

The steps in this neutralization become even clearer by tracing through
the net cash flows. When more cash is coming into the Trust Funds from em-
ployment taxes than is currently being paid out in benefits, the resulting net
inflow "from the public" would be fiscally neutralized in one of two ways:
either the net inflow would replace an equal amount that would otherwise be
directly withdrawn from the public by Treasury borrowing in the market, or the
Funds would put that amount back into the market by buying already outstanding
government securities, and that amount would eventually be available to be re-
abso'.bed by Treasury borrowing when the operating deficit required added bor-
rowing. Shortfalls in the Trust Funds would be met either by drawing funds
from the market through selling Governments, or an equal amount would be drawn
directly from the Treasury whose borrowing needs from the market would be cor-
respondingly increased. Either way, the public would end up holding as many
mere government securities as would be needed to cover a shortfall in the
Trust Funds. And the outstanding total of government securities would still
be whatever emerged from the surplus or deficit in the operating budget.

What this means, then, is that the magnitudes of the Treasury market-
able debt outstanding will always represent the net effect of past deficits in
the operating budget. There would be no obscuring of the government's actual
operational borrowing needs by merging them inconspicuously into the net in-
flows or outflows of the Trust Funds. Mreover, future beneficiaries of the
Trust Funds could have the assurance that interest-bearing Treasury securities
constitute a clearly identifiable asset base on which they can rely for their
future benefits. In fiscal policy ters, neither surpluses nor deficits in the
Trust Funds would then have any effect on the net flow of funds from the pub-
lic into the Treasury to finance the operating budget (i.e., what the British
call the "public sector borrowing requirement").

I hope that your committee will find this approach both meaningful and
consistent with the principles expressed by the Greenspan Cmmission a few
yeaxs ago.

Sincerely,

Senator Daniel P. Moynihan
United States Senate
Washington, D. C. 20510
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Alicia H. Munnell

The United States is currently faced with a unique opportunity to augment

its low level of national saving by accumulating assets in.the Social-security

trust funds. Tax income to the funds is projected to exceed outgo for the

next 30 years. Assuming that the rest of the federal budget is brought more

or less into balance, then Social Security surpluses could increase our supply

of capital and lead to higher future levels of output and income. Tiie

accumulated reserves are currently scheduled to be drawn down to cover annual

deficits in the years between 2018 and 2048.

We have time to explore this possibility for increasing the national

saving rate. Experience in other.countries suggests that it will be a

complicated task. Meanwhile, prudence tells us--to-corrtinue now to build up

the Social Security trust fund assets until we have a contingency reserve

equal to 150 percent of annual outlays. This level will not be reached until

1995, and long-run funding decisions can be postponed until we near that

time. The desired path for-the non-Social Security portion of the budget is

equally clear. Fiscal responsibility demands that we bring our tax and

spending activities more in line. Meanwhile, we should also be debating

whether we want to try to increase our national saving rate by continuing to

accumulate surpluses in the Social Security trust funds.

The Social Security program will function perfectly well under either

scenario. If a fund is built up, current tax rates should be adequate to

finance benefits for the next 60 years. If OASDI reserves are not accumulated

during the period from now to 2018, then an increase in OASDI taxes of I to 2

percentage points will be required in 2018--a manageable increase. In short,

we are not faced with another Social Security crisis, but rather with an

opportunity to increase national saving and investment.

Mr. Chairman and members of the Committee, thank you for inviting me. The

subject of today's hearings is an important one and I am pleased to be able to

discuss It with you.

The United States is currently faced with a unique opportunity to augment

its low level of national saving by accumulating assets in the Social Security

trust funds. That is, the possibility exists for feder" government saving to

increase the national saving rate. This will not happen automatically, however.
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Whether or not government saving actually occurs will depend on how the

assets in the Social Security trust funds are used. If the reserves are used

to finance current consumption--for example, to pay for current outlays in the

rest of the budget--no real saving will occur. On the other hand, if the

government alters its spending and taxing patterns to produce surpluses at the

federal level--not just in the Social Security trust funds--the nation wtll

enjoy higher saving and investment.

Hence, we as a nation face an important economic choice. I would like to

review some of the considerations that might enter into making that choice and

discuss some of the practical problems associated with the federal government

saving through a Social Security fund buildup.

I. Where Did the Surpluses Come From and How Big Hill They Be?

How did the Social Security system, which for the past three decades has

been financed more or less on a pay-as-you-go basis, become slated to

accumulate large surpluses? Although the 1977 amendments to the Social

Security Act created some relatively small surpluses in the program, the 1983

amendments are the major source of.the large projected buildup in the Social

Security trust funds.

As you remember, in order to strengthen the financing of the program, the

1977 legislation extensively revised both the benefit and the revenue

provisions. Most of the additional revenue for the long run came from

increasing a rate hike already planned for 2011 and making it effective in

1990. This meant that the rate hike, which was originally scheduled to

coincide with rising benefit costs as the baby boom retired, would take effect

while, for demographic reasons, costs were declining as a percent of

payrolls. The combination of increased revenues and lower costs was projected

to produce annual surpluses in the Social Security program through the year

2010. Even so, the 1977 amendments left a significant estimated deficit in

the last 25 years of the 75-year projection period.

The 1983 amendments, which were designed to relieve a short-term financing

crisis and to remove the long-term deficit left by the 1977 amendments,

significantly increased the size of the surpluses and extended their

duration. This was accomplished primarily by increasing revenues somewhat
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"through the taxation of benefits ard reducing costs significantly through a

six-month freeze on the cost-of-living adjustment and the extension of the

retirement age. As a result of the 1983 legislation, the Intermediate cost

estimates indicate that tax income to Social Security's old-age, survivors,

disability insurance trust funds is projected to exceed outgo for the next 30

years. These annual surpluses will produce trust fund balances equal to

roughly 30 percent of GNP, or $2.6 trillion in 1988 dollars, by the year

2018. These accumulated reserves are currently scheduled to be drawn down to

cover annual deficits in the years between 2018 and 2048.

It is important to note that the proposal in question now is one of

building up and then drawing down reserves, so that the economy will more or

less be in the same position in 2048 regardless of whether or not we pursue a

policy of building a large reserve. Although I will discuss another option

later, the current issue under consideration, then, is how individuals and the

economy will be affected during the intervening period between now and 2048.

This is not a trivial question, however, since the intervening 60 years is a

very long time.

II. Economic Effects of Building Up and Drawing Down Reserves

In assessing the potential impact of the scheduled accumulation and

subsequent depletion of trust fund reserves, let us first assume that the

buildup in the Social Security trust funds actually does result in a net

positive accumulation of resources at the federal level. The simplest way of

thinking about this is to assume that the federal budget, exclusive of Social

Security, is brought more or less in balance, while the Social Security

program is experiencing annual surpluses. In this case, the surpluses in the

Social Security trust funds represent net saving by the government and imply

that a higher proportion of current output will be devoted to capital

formation. If the current level of national saving Is too low and if monetary

and other non-fiscal policies assure full employment, surpluses at the federal

level will lead to greater long-term growth In the supply of capital and

higher future levels of output and income. As a result of the surpluses,

then, future generations will have a relatively higher standard of living from

which to contribute taxes to redeem the debt when the time comes to pay benefits.
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The discussion so far has focused on the accumulation of reserves between

now and 2018, but has not referred to the drawdown that is slated to occur

later in the forecast period. During this time, the foregoing analysis works

In reverse. After 2018, benefit commitments will exceed tax revenues, so that

the Trustees of the fund will have to use interest on the assets and

eventually redeem their holdinqs of government securities In order to provide

pensions to the beneficiaries. The redemption of the government bonds and the

transfer of these funds to the public will represent dissaving by the federal

government. This means that a lower portion of current output will be devoted

to capital formation.

Thus, the projected pattern of trust fund activity over the next 75 years

would involve an element of forced saving between now and 2018, which, if

invested productively, will increase capital accumulation, future income and

consumption. After 2018, the relative value of assets in the trust funds will

decline, creating dissaving at the federal level, which will reduce the share

of future output devoted to capital formation and thereby future levels of per

capita output.

The important question is: what is gained by the accumulation and

subsequent depletion of Social Security reserves over the next 75 years, and

when do the gains occur? The exercise is primarily one of shifting the

pattern of consumption from the early half of the period to the later. That

is, people living during the period of accumulation would have lower per

capita consumption than they would have otherwise. During the period of

drawdown, on the other' hand, consumption will receive a boost from two

sources. First, the increased saving and capital accumulation from the

buildup of the trust funds will start to pay off in the form of higher levels

of national output and consumption. Second, the drop in savings brought on by

the drawing down of the trust fund assets could create a consumption binge

similar to the one we have just experienced.

II. The Rationale for a Large Reserve

The rationale for such a shift in consumption patterns, of course, is that

the people contributing during the period of accumulation are part of the baby

boom generation. This very large cohort would place a significant burden on
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the following generation if all its retirement benefits were financed on a

pay-as-you-go basis. Because of the magnitude of this potential burden, the

argument goes, this generation should pay for some of-its retirement in

advance by accumulating surpluses in the Social Security trust funds. The

other side of the argument, of course, is that because of its large size, the

baby boom generation has had a difficult time. These people attended

overcrowded schools, faced severe competition getting into college,

experienced difficulties finding jobs, and found slow advancement once on the

job. The mere size of this group has contributed to the virtual freezing of

real wage growth for a decade and has made it difficult to find affordable

housing. Whether or not this generation should be the one to contribute

towards its own retirement in.addition to financing benefits for current

retirees is an issue that should be part of the debate.

Another factor that should be considered is the wisdom of drawing down the

trust fund reserves once they are accumulated. The discussion surrounding

this part of the proposal seems to imply that we are facing a temporary blip

in the cost of Social Security as the baby boom generation passes through--a

rat being digested by a snake. In other words, the implication is that the

number of beneficiaries per hundred workers will go from its current level of

30 up to 55 and then back down. This is not the case; we are facing a

permanent increase in the ratio of beneficiaries to workers, because we expect

the fertility rate, which has been reduced by nearly half Once 1960, to

remain around its present level. The number of beneficiaries per hundred

workers will rise from the present level to 55 and remain there, and the

pay-as-you-go costs of the Social Security program will increase

proportionately. Hence, if the decision is made to pre-fund some Social

Security benefits, it may make more sense to build up the fund and keep it as

a permanent source of partial funding rather than draw it down. This would

require a tax increase around the year 2018. This issue should also enter the

debate.

IV. Difficulties with Saving through Social Security

Whether the fund is eventually drawn down or not, accumulating surpluses

in the Social Security program may be the most effective way of raising the

nation's saving rate over the next 30 years. Accomplishing such a goal,

however, involves surmounting some practical problems.
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The most crucial is making sure that trust fund surpluses are not simply

offset by deficits in the rest of the federal budget. If payroll tax revenues

earmarked to pay future retirement and disability benefits are loaned to the

Treasury and the Treasury uses these monies to cover current outlays in the

general fund, then the surpluses will have contributed nothing to overall

saving and capital accumulation. The full burden of supporting the

beneficiaries will come from the taxpayers in the second half of the

period--just as if the system had been financed on a pay-as-you-go basis all

along. The only effect of accumulating Social Security surpluses would be to

alter the composition of federal revenues over time. General government

expenditures during the first half of the period would be financed by the

relatively regressive payroll tax-rather than the more progressive income tax,

and future benefit payments would be financed in part by general revenues.

The evidence from other countries that have tried to fund their public

pension systems is not entirely encouraging. Canada, Japan and Sweden in

particular have accumt'lated large public pension trust reserves in order to

augment private savings, but only Sweden appears to have been successful.

Since the inception of the Swedish program in 1959, large annual surpluses

have usually swamped tie relatively small deficits in the general accounts.

(The exception is the period 1979 to 1986, when a weak economy led to overall

negative numbers.) By 1986, the fund had amassed assets equal to 46 percent

of GDP and accounted for over one-third of the stock of assets in organized

financial markets. Thus, the Swedish public pension plan appears to have

contributed to national saving.

The Japanese experience seems to have been quite different. Japan

developed a partially funded public pension system in 1954, and by 1986 total

assets in the trust funds accounted for 17 percent of GDP. The key difference

between Sweden and Japan, however, is that, for most of this time, Japan has

run deficit in the overall federal budget. That is, the deficits in the

non-Social-Security portion of the budget more than offset the surpluses in

the pension system.

The Canada Pension Plan is also a partially funded system, which has

accumulated assets equal to 6 percent of GDP. The original idea was that the

funds would be lent to the provinces for use as investment capital. The
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Canada Pension Plan had the potential to increase substantially the flow of

private investment capital out of provincial securities and into the private

capital market, while supporting an increased level of capital investment. As

it has turned out, private capital investment has not increased as a result of

the Canida Pension Plan surpluses, and provincial governments have allocated a

large share of these surpluses to current consumption expenditures. Hence,

neither the Japanese nor the Canadian funding efforts appear to have augmented

national saving.

This brief international excursion has not been to argue that federal

government saving is impossible, but only that it is difficult. If we choose

to proceed along this path, it appears that we could learn quite a bit from

both the successes and failures bf other countries.

V. Implications for Immediate Action

He have time to undertake such explorations. We do not have to determine

today the course of fiscal policy for the next 75 years or even 25 years.

Regardless of what we decide to do for the long run, our short-run agenda is

already set. Whether or not we decide ultimately to continue with a plan to

pre-fune the Social Security program, prudence tells us to continue building

up trust fund assets at least until we have an adequate contingency reserve.

My calculations indicate that a reserve equal to 150 percent of annual outlays

would be required to weather the kind of back-to-back recessions that we

experienced during the 1970s. The most recent projections by the Social

Security Administration indicate that this level of contingency fund will not

be reached until 1995. Long-run funding decisions can be postponed until we

near that time.

The desired path for the non-Social Security portion of the budget is

equally clear. Fiscal responsibility demands that we bring our tax and

spending activities more in line, Continued deficits produce a large debt

burden for our children and make our own welfare dependent on the goodwill of

foreign governments. Hence, at the same time that we are accumulating a

contingency reserve in the Social Security trust funds, we should be reducing

the deficits in the rest of the budget.
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Ne should also be debating whether we want to try to increase our national

saving rate by continuing to accumulate surpluses in the Social Security trust

funds. It is a complicated task. An important factor to keep in mind while

the debate takes place, however, is that the Social Security program will

function perfectly well under either scenario. If a fund is built up,'current

tax rates should be adequate to finance benefits for the next 60 years. If

OASDI reserves are not accumulated during the period from now to 2018, then

OASDI taxes will have to be raised in 2018 to finance annual deficits on a

current cost basis. It is important to note, however, that the rate increase

required would be between .1 and 2 percent each for the employer and tha

employee--or roughly $60 billion in terms of today's programs. This is a

large sum of money, but it is manageable.

In short, we are not faced with another Social Security crisis, but rather

with an opportunity to increase national saving and investment.
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STATEMENT BY ROBERT J. MYERS

Mr. Chairman and Members of the Subcommittee: My oame is Robert J. Myers.
I served in various actuarial caoacities with the Social Security Administra-
tion and Its predecessor agencies during 1934-70, being Chief Actuary for the
last 23 of those years. In 1981-82, I was Deputy Commissioner of Social Se-
curity, and In 1982-83, I was Executive Director of the National Commission on
Social Security Reform.

This testimony will deal with the present financial status of the Social
Security program -- Old-Aqe, Survivors, and Disability Insurance (OASDI) --
and the Medicare program, .as shown by the 1988 Trustees Reports. I shall
also discuss the problems that I see with the manner in which OASDI ls'being
financed and funded under present law. Such problems relate both to the pro-
gram itself and to the general budgetary situation of the Federal Government.

Present Financial Status of OASDI

The OASDI system is currently In excellent financial health. The assets
of the OASDI Trust Funds at the end of 1987 amounted to almost $69 billion.
This, as shown by Tables I and 2, was $48 billion higher than was estimated
for that date in the pessimistic (or Alternative III) estimate made when the
1983 Amendments were enacted -- on which estimate the short-range financing
(for the 19

8
0s) was founded in the legislation. Such excess of actual over

estimated fund balance was as much as $35 'billion for the intermediate (or
Alternative 1i-B) estimate.

However, when the experience for the OASI and DI Trust Funds Is examined
separately, a small problem appears. The actual DI Trust Fund balances have
been decreasing since 1983, even though both estimates predicted a more or less
level trend. This has resulted from unfavorable disability experience as com-
pared with the estimates -- both somewhat more awards and somewhat fewer termi-
nations. It would seem desirable to reallocate once again the OASDI tax rate
between OASI and DI, so as to give the latter a little more. It will be recalled
that the 1983 Amendments reduced the DI allocation by 47% relatively for 1988-87,
by 44% for 1988-89, and by--i--or 1990-99. Evidently, this was somewhat too
much of a decrease, and a portion of It should be restored, beginning in 1989.

The favorable short-ranae experience differs significantly from the esti-
mates of the long-range actuarial balance in the successive Trustees Reports.
These have shown larger and larger actuarial lacks of balance -- in part, due
to the aforementioned unfavorable disability experience. Nonetheless, the
program Is still in "close actuarial balance", although I believe that the
method of measuring that significant element is in need of thorough re-exami-
nation and improvement.

The 1988 OASDI Trustees Report contained a number of changes in assumptions
and methodology. I particularly agree with the change to take into account the
current balance in the fund and future interest earnings, because it is the
essence of actuarial science to recognize the time value of money, as had been
done in the reports before 1973. In addition, I believe that it would be de-
sirable to include a cost item for building (and subsequent maintenance) of a
fund balance of one year's outgo -- as was formerly done for the HI system.

From a cost standpoint, these various changes were approximately counter-
balancing, so that the long-range actuarial lack of balance remained about the
same as in the 1987 report. Such balance is just within the "accepted" limit
of 5% of the level-cost rate.

We often hear concern about the rapidly rising cost of OASDI. Interestingly,
when such cost ts considered in relation to taxable payroll -- as it should be --
rather than in dollars, the recent trend has been slowly downward. Thus, the cost
rate (total outgo relative to taxable payroll) dropped from 11.5% in 1983 to
10.7% In 1987 -- 'see Table 3. However, this was not unexpected, because the 1983
estimates Indicated that this would occur, although not to quite as great an ex-
tent as occurred. This downward trend Is estimated to continue for about the
next two decades, but then a significant upward trend will begin as the baby-
boomer population enters the retirement ages.
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Present Financial Status of Medicare

The Hospital Insurance program (HI) is currently in excellent financial
health. The trust-fund balance at the end oF--7, amounting to S54 billion,
is $41 billion higher than the pessimistic estimate for that year which was
made In 1983, and S33 billion higher than the corresponding Intermediate es-
timate -- see Table 2. Similarly, the cost rate has been slowly decreasing
over the years -- rather than increasino as was anticipated in 1983; however,
this favorable trend is expected to last for only a short time, and then sig-
nificant Increases will occur each year.

The favorable recent trend for HI, which in 1983 was expected to havoc
Its trust fund about exhausted by now If conditions were pessimistic, has been
due, in large part, to reducing reimbursements to hospitals and controlling
utilization of services, How much this can be augmented in the future without
endangering hospitals' financial conditions or providing Inadequate services
to patients Is a question.

The Supplementary Medical Insurance program (SMI), when considered on a
I-year term Insurance basis -- as it should properly be -- Is In good condition.
On an Incurred basis, the fund balance at the end of 1987 ($5.5 billion) was "
9% less than Its liabilities. However, this small deficiency will be more than
eliminated in 1988, as a result of the large Increase in the enrollee premium
rate (and thus in the matqhInq payments from the General Fund); in fact, this
deficiency was a major reason why the premium rate was Increased significantly.

Various Methods of FundingOASDI

Next, I will briefly discuss the advantages and disadvantages of current-
cost funding as aoainst advance funding (either full-reserve or partial-reserve)
for benefit systems with rising relative costs over the years' when considered
as percentages of taxable payroll. The discussion thus applies to systems like
OASOI. By current-cost, or p4y-as-you-go, financing is meant that, on the whole,
Income wiJil arDroximatelv equal outgo each year. Under this aporoach, a fund
would be built up and maintained that would be approximately 6 - 12 months of
outgo. Such a contingency reserve would be utilized to finance the system when
business recessions temporarily educe tax contribution income. It would then
be built up again Ourinq times of economic recovery.

Certain matters in connection with funding relating ro plans of individual
employers (especially non-governmental ones) are not applicable to national
social Insurance systems -- for example, the possibility of going out of business
or of not having new entrants. The following discussion will relate only to the
OASDI system.

The advantage of full-reserve funding -- and, similarly, to a considerable
extent, of partial-reserve funding -- is simply that thereby the contribution
rate ultimately will be lower "than it would be under current-cost funding. This
occurs because the interest on the assets accumulated from the excess of Income
over outgo In the early years of operation is available to meet the outgo.
Assuming that the assets of the OASDI Trust Funds are Invested in government-debt
obligations (a: seems to be the only proper procedures, the resulting interest
Income is "valid". If these obligations were not held by OASDI, they would have
been held by the general public, and the same Interest on them would have been
paid.

It could be argued that the higher contribution rates in the early years,
and the lower ones later, under full- or partial-reserve financing would result
in greater Intergenerational equity. This is so because the initial covered
population, especially those near retirement, receive "$windfalls" (as measured
by considering the value of their benefits as against tha contributions paid by
them or on their behalf) as compared with the situation for young new entrants;
Accordingly, a level contribution rate (or, even, a higher rate in the early
years than later) -- as might be provided under a full- or partial-reserve funding
approach -- would alleviate the situation,
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The disadvantages advanced against full- or partial-reserve funding are more
of a "political" nature than of a theoretical, actuarial nature. One problem
would result from the huge amounts of investments involved, which could absorb
a very large portion of the National Debt (or even all of It) and thus not leave
sufficient for the general Investment market. Another problem might be that the
ready availability of large amounts of money that could easily be borrowed by
the General Fund of the Treasury would encourage excessive governmental spending.

Yet another problem is that the Presence of a very large fund balance could
create p litically irresistible demands for greatly liberalized benefits on the
grounds that "all that money Is there", The difficulty, then, if such liberali-
zation did occur, and the fund balance were drawn down, would be that the OASDI
costs in future years would be greatly Increased over those under present law --
and the long-range financing problems would become greater.

Actual Funding Basis of the OASDI Program

Next, I will take up the subject of how OASDI has been funded over the
years. The original system (1935 Act) was funded on a partial-reserve basis --
and not on a fully-funded basis, as sometimes alleged . The 1939 Act, which ex-
panded the program to Include auxiliary and survivor benefits, was also funded
on a partial-reserve basis -- aod did not institute current-cost funding, as I;
often erroneously stated, However, the system was then funded at a lower rela-
tive level than under the 1935 Act,

During the 19
6
0s and 1970s, the einerglng experience of OASDI was such that

the funding was actually on a more or less current-cost basis. However, until
1972, -the funding basis as to the estimated future experleice was still on a
"partial-reserve' basis. The 1972 Act introduced the concept of current-cost
funding over the long range, but the 1977 Act (and the 1983 Ac: as well) did
not follow this principle.

Under current law, the funding basis of OASDI is not -" as is often er-
roneously said -- pay-as-you-go financing. Rather, very large fund balances
will be built up during the next four decades under the Intermediate estimate.
The fund ratio -- which is the fund balance expressed as a Percentage of the
next year's outgo -- peaks at 531% in 2015, when it is estimated at q6.8 trillion
in current dollars, or $2.3 trillion in 1988 dollars. After 2015, the fund
balance continues - to grow in terms of current dollars, reaching a peak of
about $12 trillion shortly after 2030. Even under the pessimistic assumotions,
the fund balance in 2015 would be $3.4 trillion in current dollars, or $0.9
trillion in 1988 dollars.

After the end of the build-up period, the assets of the trust.funds
will be drawn upon, and they will be exhausted shortly before 2050. At that
time -- if the benefit provisions are left unchanged -- additional financing,
higher payroll tax rates, will be necessary. These increases in the tax rate
would, on the basis of the intermediate-cost estimate, have to be 1.8% for
both the employer and the employee over the rate now scheduled for 1990 and
after -- not an unmanageable rise.

No legislative intent has seemed to have been present, or expressed, to
change over to this funding basis from the current-cost approach adopted In
1972 and supported over the subsequent years by the Board of Trustees.

How the Present Funding Basis for OASDI Came About

One might well ask why the National Commission on Social Security Reform,
when It developed recommendations that led to the enactment of the 1983 Amend-
ments, did not consider the manner In which the long-range financing of the
OASDI program would unfold. While the members of the National Commission were
aware of this situation, there was the much more pressing matter of developing
a solution to the short-range financing problem -- through the 1980s, The
OASI portion of the OASDI Trust Funds was estimated to run out of money In
mid-1983, so that -- if no ac'tton were taken -- benefit checks would not go out
on time. Accordingly, the National Commission devoted Its major efforts to the
financing problems of the 198Os, although at the same time attempting to assure
that, on the average, the program would be financed adequately over the next
75 years,
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The National Commission thus developed Its recommendations by assuring, as
much as possible, that the year-by-year financing in the 19

8
0s would be adequate

and that -- over the long range and on the average -- sufficient financing would
be provided. As we know, the use of averages can, at times, be deceptive. It
certainly Is the case in this situation, as compared with looking at the year-
by-year development of the trust-fund balances over the long run. I think that
it Is fa ir to say that the National Commission knew that, once the short-
range problems were definitely solved -- as they certainly have been -- then a
closer look should be given to the long-range situation. This definitely should
be a major function of the statutory Advisory Council on Social Security, that Is
to be named after next January.

Currently, there is a widespread myth about the financing of the Social
Security program as provided In the 1983 Amendments. Specifically, many believe
that the intention was to "prefund" by saving enough money over the next 10 to
20 years to pay for benefits to the huge generation of post-World War II baby
boomers that will retire 25 to 40 years from now.

This was by no means the thinking of the National Commission when It made
its recommendat ions, or the intention of Congress when It enacted the legisla-
tion -- as Indicated previously. Accordingly, the building up of a huge fund
that would peak in the midst of the baby boomers' retirement period was merely
a coincidence.

What Should Be Done About the rtndir. Basis of OASDI?

I belIeve that 0ASDI should be financed on cIose to a current-cost basIs.
Income should, on the whole, slightly exceed outgo each year, in order to build
up a fund which is about equal to one year's outgo -- and certainly no more.
This should be accomplished by changing the future tax-rate schedule so as to
more nearly match the trend of outgo. In the near future, the tax rate should
be a little higher than this, so as to build up the fund balance to the desired
goal of one year's outgo,

My proposed tax schedule to accomplish this re!;ult, developed on the basis
of the Intermediate-cost estimate, is shown in Table 4, along with tle present
one. The tax rate for 1989 would be reduced from the 6.06% rate now scheduled,
which went into effect this year, and would be rolled back to the 5.7% rate that
prevailed in 1984-87, and then would be held at that level through 1994 (thus
eliminating the Increase to 6.2% scheduled for 1990). Thereafter, the rate
should be decreased by 0.6% In 1995, after an adequate fund balance had been
accumulated. The rate would need to be increased In 2015, and then again in
2020 and 2025.

These proposed tax rates would be lower than presently scheduled in 1989-2019,

higher In 2020-48, and slightly lower thereafter (as a result of having available

the Interest earnings on the trust-fund balance that has been accumulated -- as
against none at that time under present law). If some object to the higher'rates

for 2020-48, note that they are not as high as would ultimately result under

present law if the benefit structure were left unchanged.

Under my proposal, the truStfund balance would slowly, but steadily, build

up over the years. it would reach abaut $400 billion In 2015 (in 1988 dollars),

as compared with a relative peak then of $2.3 trillion pnder present law -- and

as compared with $69 billion at'the end of 1987. Then, In 2048, the fund balance

under my proposal would be about $900 billion, as against bankruptcy under present
law. The "roller-coaster" effect under present law would be replaced by slow,

but steady growth.

A good way of looking at the situation under both present law and my pro-

posal Is to consider the fund ratios for OASDI. Under present law, the ratio

grows from 41% at the beginning of 1988 to a peak of 531% In 2015 and then falls

to zero 34 years later, On the other hand, under my proposal, tne ratio would
slowly Increase to aboot 100% before the turn of the century and would remain at

that level thereafter. Once again, the stability of my proposal is evident.
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Some might argue that future experience may not follow the Intermediate-
cost estimate, and then what of my proposal and Its revised tax schedule? The
answer Is that the tax schedule should be reviewed from time to time as the
experience unfolds, and as new estimates of the .future experience are prepared.
Congress could then legislate different scheduled tax rates or changes in the
benefit provisions, But this would also have to be done If the present tax
schedule and funding method were to be continued, and Is done, In any case, In
the annual reports of'the Board of Trustees.

A procedure that might he used In lieu of revising the tax schedule In
order to accomplish the desired result of pay-as-you-go financing would be to
have automatic adjustment of the tax rate so as to maintain approximately the
desired fund ratio. A des:rIption of such a procedure was contained In a
staff memorandum furnished to the National Commission on Social Security Reform
("Methods to Assure Adequate Financing of OASDI Program Through Loans or Through
Automatic Adjustment of Either Benefits or Taxes", Memorandum No. 63 (Revised),
November 22, 1982),

What Should Be Done If It is Desired to Build Up
--- nd Then MaintaIn A Large OASDI Fu7 ?

As indicated previously, It is extremely illogical to plan to have the
OASDI Trust Funds build up huge balances during the next 20-25 years so as
to "take care of the high cost for the baby boomers" and then bi drawn down
to exhaustion about 60 years from now. The situation is not that the cost
of the program wll drop sharply, to a much lower level, alfer tl.a baby-boom
cohort has passed from the scene, The cost of the pr.ram, expressed as a
percentage of taxable payroll, will increase from the current 10.7% to 15.9%
In 2030 (when all those born before 1965 will have reached age 65), according
to the Intermediate estimate, but will rise slowly thereafter, reaching 16.8%
in 2060.

If the OASDI Trust Fund Is to be maintained at its peak (in current dollars)
of $11.8 trillion, which ;s reached in 2030 under the Intermediate estimate,
the tax rates would have to be increased sooner than under present law (see
'able 4). The increases In 2030 and thereafter, as compared with the rates
in present law, would be almost as large as those under my proposal. Thus,
the higher tax rates in the near future under this proposal as against those
in my proposal are not very advantageous from a financing standpoint.

What Should Be Done About the Fundtnj Basis for HI?

There Is. no question that, over the long range, the HI program is signifi-
cantly under-financed. I believe that, as soon as possible, at the very least
a tax-rate schedule should e legislated that will adequately finance Hi over
the 75-year valuation period according to the intermediate estimate. If It is
desired to solve the financing problem by some benefit reduction, without af-
fecting current and near-future beneficiaries or reducing the scope of benefit
protection, I suggest that the minimum age for non-disabled beneficiaries should
be set at the Normal Retirement Age for OASDI -- so that the two programs move
In tandem; a correspondingly lower tax-rate schedule would then be necessary.

I fully realize that the future experience of HI Is subject to great vari-
ability -- more so than OASDI.. As a result, any tax-rate schedule established
now will undoubtedly need to be altered as future experience unfolds. But
certainly, a revised basis along the lines indicated will present a more ac-
curate picture to the general public and will allay the fears of "certain bank-
ruptcy".

Certain Comments and Suggestions about 1988 Trustees Reoorts

I have certain comments and suqge~tl,)ns about the several 1988 Trustees
Reports. The measuremept of long-range actuarial balance for OASDI and. HI should
be on the same basis -- namely, taking Into account the existing fund balance and
future Interest earnings, along with allowance for building up (and maintaining)
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Some might argue that future experience may not follow the Intermediate-
cost estimate, and then what of my proposal and Its revised tax schedule? The
answer Is that the tax schedule should be reviewed from time to time as the
experience unfolds, and as new estimates of the future experience are prepared.
Congress copid then legislate different scheduled tax rates or changes in the
benefit provisions, But this would also have to be done If the present tax
schedule and funding method were to be continued, and is done, In any case, In
the annual reports of'the Board of Trustees,

A procedure that might be used in lieu of revising the tax schedule In
order to accomplish the desired result of pay-as-you-go financing would be to
have automatic adjustment of the tax rate so as to maintain approximately the
desired fund ratio. A description of such a procedure was contained in a
staff memorandum furnished to the National Commission on Social Security Reform
("Methods to Assure Adequate Financing of OASDI Program Through Loans or Through
Automatic Adjustment of Either Benefits or Taxes", Memorandum No. 63 (Revised),
November 22, 1982).

What Should Be Done If It is Desired to Build Up
. nd Then Maintain A Larqe OASDI Fund?

As Indicated previously, it Is extremely Illogical to plan to have the
OASDI Trust Funds build up huge balances during the next 20-25 years so as
to "take care of the high cost for the baby boomers" and then be drawn down
to exhaustion about 60 years from now. The situation Is not that the cost
of the program will drop sharply, to a much lower level, after the baby-boom
cohort has passed from the scene.' The cost of the program, expressed as a
percentage of taxable payroll, will increase from the current 10.7t to 15.9%
in 2030 (when all those born before 1965 will have reached age 65), according
to the Intermedfate estimate, but will rise slowly thereafter, reaching 16.8%
in 2060.

If the OASDI Trust Fund is to be maintained at Its peak (in current dollars)
of $11.8 trillion, which Is reached in 2030 under the Intermediate estimate,
the tax rates would have to be Increased sooner than under present law (see
Table 4). The increases in 2030 and thereafter, as compared with the rates
In present law, would be almost as large as those under my proposal. Thus,
the higher tax rates in the near future under this proposal as against those
In my proposal are not very advantageous from a financing standpoint.

What Should Be Done About the Fundlnq Basis for HI?

There is, no questIon that, over the long range, the HI program is signifI-
cantly under-financed. I believe that, as soon as possible, at the very least
a tax-rate schedule should Ie legislated that will adequately finance HI over
the 75-year valuation period according to the Intermediate estimate. If it Is
desired to solve the financing problem by some benefit reduction, without af-
fecting current and near-future beneficiaries or reducing the scope of benefit
protection, I suggest that the minimum age for non-disabled beneficiaries should
be set at the Normal Retirement Age for OASDI -- so that the two programs move
In tandem; p correspondingly lower tax-rate schedule would then be necessary.

I fully realize that the future experience of HI is subject to great vari-
ability -- more so than OASDI.. As a result, any tax-rate schedule established
now will undoubtedly need to be altered as future experience unfolds. But
certainly, a revised basis along the lines indcated will present a more ac-
curate picture to the general public and will allay the fears of "certain bank-
ruptcy".

Certain Comments and SugestIon!s about 1988 Trustees ReDorts

I have certain comments and suqgestions about the several 1988 Trustees
Reports. The measurement of long-range actuarial balance for OASDI and. HI should
be on the same basis -- namely, taking Into account the existing fund balance and
future Interest earnings, along with allowance for building up (and maintaining)
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a balance oLone year's outgo, which generally amounts to only a small adjustment.
In the past, this procedure was followed for Hi, but -- over the objection of the
Chief Actuary -- has been dropped, whiie this year all but the allowance for _
building the fund balance was incorporated for OASDI. Consistent, logical treat-
ment Is needed as between the two programs.

The Statement of Actuarial Opinion In the 1988 HI report not only expresses
concern about not using the allowance for fund build up, but also does not con-
tain the usual "opinion" that "all the assumptions used and the resulting cost
estimates are in the aggregate reasonable". It would be Interesting to know
whether the Chief Actuary believes that the results place the HI program in a
better or worse light than he believes to be the case.

The HI report does not contain an Interesting bit of information -- namely,
the payment from the General Fund for the cost of the benefits for the relatively
small number of federal employees who were covered under HI when such coverage
was extended in January 1983 and who are eliqlble for benefits only on the basis
of credit for federal service before 1983 (authorized by SectIon 278(d) (3) of
TEFRA), Presumabl.y, these payments are coxribined with some other Item In Table 2
of the Ht report.

Desirably, the SMI report should show the assumed bnrollee standard premium
rates for 1989 and 1990 on which the cost projections of its Tables 5'and 6 are
based -- just as the OASDI report does for the various prconulgated Items in that
program. As It so happens, by Aimple actuarial analysis of the data In the re-
port, these rates can be derived -- $27.60 for 1989 (or 1I% higher than the 1988
rate of $24.80) and $28.60 for 1990 (or 4% higher than the 1989 rate).

Relationship Between OASDI Program and National Budget

The manner In which, under present law, the OASDI Trust Funds first build
up huge amounts in the next four decades and then decrease over the next two
decades until being exhausted would have significant, deleterious effects on
public-debt management and on Budget operations.

The relationship between the operations of the OASDI Trust Funds and the
Budget is frequently misunderstood by the general public. Beginning in fiscal
year 1986, the operations of the trust funds have been out of the Unified Budget,
so that any excess of income ove outgo of the trust funds does not reduce the
Budget deficit. However, anomalously, It was provided that these trust-fund
excesses of Income over outgo are counted to meet the Gramm-Rudman-.Hollings
targets for Budget-deficit reduction. The result is thus virtually the same as
If the trust-fund operations were Included in the Budget, but the imbalance Is
really still there, and the National Debt is Increased by the amount of the trust-
fund excesses of' Income over outgo, In other words, the result of this procedure
is, In the short run, to make the targets easier to meet and thus to make the
Budget deficits appear smaller, than they really are.

At times, Individuals propose that the Budget deficits should be reduced by
making long-term permanent reductions in OASDI benefits. As Indicated previously,
because OASDI Is not Included In the Budget," such effect would not actually occur,
although the Budqet targets would be more, readily met. Again, this seems to be
a matter of deceiving ourselves. Perhaps even more Importantly In this respect,
because OASDI Is financed on a completely self-supporting basis, any reduction in
long-range benefit costs should correspondingly produce reductions In the tax
rates reouired to support the system. The net effect of this action and reaction
is essentially counterbalancing, so that, insofar as the Budget is concerned
(even Including the Granm-Rudman-Hollings targets), nothing would really be
achieved.

If the financing basis of the OASDI program is restructured along the
lines that I have proposed -- so that its funding is on a pay-as-you-go basis --
not only would OASDI be on a sound and more desirable basis, but also the Budget
picture would be clearer and more realistic. The short-range deficit situation
Insofar as the Budget Is concerned would be portrayed vividly and honestly.
Also, there would not arise the onerous situation that, under present law, could
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be placed on the Secretary of the Treasury for several decades following about
2025. Such situation is that in the absence of huge Increases in general taxes,
the Secretary would have to sell huge amounts of government-debt obligations
each year to the general public, because the assets of the OASDI Trust Funds
would then have to be liquidated to meet the excesses of benefit outgo over
tax Income.

Public Confidence in Lonq-Ranqe Future of OASDI

Unfortunately, many -- if not most -- younger persons believe that theOASOI program will not be around when they retire. As the preceding dis-cussion of the 1988 Trustees Report has indicated, the chances are excellent
that the program will have a perpetual life. Of course, no actuarial estl-mates for the long-range future can be completely precise, no matter how
accurately made.

However, If the experience some years hence is adverse, and financingproblems arise, solutions can be achieved by making relatively small and
painless changes, as was done in 1983. President Reagan, In signing Intolaw the 1983 Amendments, said It very well -- "This bill assures us-of onemore thing that is equally important. It's a clear and dramatic demonstra-
tion that our system can still work when men and women of good will Join
together to make It work. There has been one point that has won universal
agreement: the Social Security system must be preserved."

I would like to pay great tribute to the distinauished Chairman andRanking Minority Member of this Subcommittee, who played such an important
role In the 1983 legislation. At one time, when it appeared that the "torch"had irretrievably fallen to the ground, and no legislative action would betaken, these two distinguished statesmen picked up the torch,' and it was
carried tri'irphantly to the finish line.

Table I

COMPARISON OF ACTUAL OASIS AND DI TRUST FUND BALANCES AT END OF YEAR
WITH THOSE ESTIMATED IN 1983
(Figures in billions)

Excess of Actual Over
Calendar Actual Na Estimated Net Balance±' Estimated Balance

Year Balance- Alt. i1-B Alt. III Alt. I1-B Att. Ihr

OASI Trust Fund

1983 $2.2 $3.8 $3.1 -$1.6 -S-9
1984 9.6 6.1 2.1 3.5 7.51985 20.1 11.7 5.3 8.4 14.8
1986 39.1 16.4 8.1 22.7 31.0
1987 6:.1 22.6 10.6 39.5 51.5

Di Trust rund

1983 $10.3 $11.1 $11.1 -$.8 -S.8
1984 9.1 10.5' 10.1 -1.4 -1.01985 8.8 10.3 9.7 -1.5 - .9
1986 7.8 10.4 9.8 -2.6 -2.0
1987 6:7 11.2 10.2 -4.5 -3.5
a/ The net balance of the OASI Trust Fund is the total assets, minus

the outstanding loans (if any) from the Di and HI Trust Funds.
Similarly, the net balance of the Of Trust Fund is the total
assets, plus the outstanding loans (if any) to the OASI Trust
Fund.

88-871 0 - 88 - 5



'I

12.1

Source: Estimated data are from "Actudrial Cost Estimates of the
Effects of Public Law 98-21 on the Old-Age, Survivors, and Dis-
ability Insurance and Hospital Insurance Proqrams, Committee on
Ways and Means, House'of Representatives, I1MCP:98-13, September
A IqRi

Table 2

COMPARISON OF ACTUAL OASDI AND HI TRUST FUND BALANCES AT END OF YEAR
WITH THOSE ESTIMATED IN 1983

(Figures In billions)

/ Excess of Actual Over
Calendar Actual No Estimated Net Balancel Estimated Balance

Year Balance- Alt. Il-B Alt. III Alt.1 I-B Alt1 '

OASDI Trust Funds

1983
1984
1985
1986
1987

1983
1984
1985
1986
1987

1983
T984
1985
1986
1987

$12.5
18.7
28.9
46.9
68.8

$25.3
28.1
31.1
40.0
53.7

$37.8
46.8
60.0
86.9

122.5

$14.9
16'.6

22.0
26.8
33.8

$14.2
12.2
15.0
17.9
20.8

HI Trust, Fund

$24. 1
23.2
22.5
22.8
20.5

$24.0
22.1
19.2
15.8
8.0

OASDI and HI Trust Funds

$39.0
39.8
44.5
49.6
54.3

$38.2
34.3
34.2
33.7
28.8

- 2. 4
2.1
6.9

20. I
35.0

$1.2
4.9
8.6

17.2
33.2

-$1.2
7.0

15.5
37.3
68.2

-$1.7
6.5

13.9
29.0
48.0

$1.3
6.0

11.9
24.2
45.7

-5.4
12.5
25.8
53.2
93.7

a/ The net balance of the OASDI Trust Funds Is their total assets,
minus the outstanding lohns (it any) from the HI Trust Funds to
the OASI Trust Fund. The net balance of the HI Trust Fund Is Its
total assets, plus the outstanding loans (if any) to the OASI
Trust Fund.

Source: See Table'l.
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Table 3

COMPARISON OF ACTUAL OASDI AND HI COST RATES2-/WITH THOSE
ESTIMATED IN 1983 (ALTERNATIVE Il-B)

Calendar OASDI
Year Actual Estimated Ratio-

1983
1984
1985
1986
1987

11.50%
11.24
11.13
10.98
10.69

12.00%
11.37
11.34
11.40
11.35

96%
99
98
96
94

HI
Actual Estimated Rat Io-/

2.67%
2.64
2.65
2.58
2.53

2.78%
2.79
2.89
3.01
3.14

96%
95
92
86
Al

a/ Cost rate Is total outgo for benefit payments and administrative
expenses expressed as a percentage of taxable payroll.

b/ Actual cost rate as percentage of estimated cost rate.

Source: See Table 1

Table 4

PRESENT AND PROPOSED SOCIAL SECURITY TAX RATES!/
FOR EMPLOYERS AND EMPLOYEES (each)

Period Present-Law Proposal Difference

1984-87
1988
1989

1990-94
1995-2014
2015-19
2020-24
2025-48

2049 and after

5.7%
6.06
6.06
6.2
6.2
6.2
6.2
6.2
8. -/

5.7%
6.06
5.7
5.7
5.1
6.0
6.8
7.6
7.7

- .36%
-. 5
-1.1

" .2
+ .6
+1.4
- .3

a/ These rates do not include the tax for the Hospital Insurance
portion of Medicare -- currently, 1.45% (and so scheduled for
all future years). Also, in 1984, the employee rate was re-
duced by a tax credit of 0.3%.

b/ Rate necessary to finance scheduled benefits.
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May 27, 1988

MEMORANDUM

FROM: Robert J. Myers

SUBJECT: Proposed Future Allocation to the DI Trust Fund from OASDI Taxes

In my prepared testimony, I suqgested that the allocation of the OASDI
rate to the DI Trust Fund, as contained In present law, should be Increased.
The reasons why such action should be taken are that the DI fund balance (on
a "net" basis, including a's an asset the loan to the OASI Trust Fund, which
was fully repaid In 1986) has been decreasing steadily since 1983, and that
the DI system is not in-close'long-range actuarial balance. Further, under
the pessimistic estimate (Alternative 1II), the fund Is shown to be exhausted
In 1996, On the other hand, the OASI portion of OASDI is in much better
financial condition, both short-range and long-range.

The long-ranqe actuarial balance status of the OASDI program on the
75-year "level-financino" basis is shown by the 1988 Trustes Report as
follows (for the Intermediate estimate):

As Percent of Taxable Payroll Imbalance
Trust *nfie- stC as Percent
Fund Rate Rate Balance of Cost Rate

OASI 11,53% 11,98% -.45% 3.76%
DI 1,40 1.53 -.13 8.50

OASDI 12.94 13.52 -.58 4.29

The above figures show that both OASI and OASI-DI combined are in close
actuarial balance, because their imbalances are less than 5.00%.

1 suggest that the DI allocations from the OASDI tax rates be increased
such that both OASI and DI separately have Imbalances exactly the same as
OASI and DI combined. If this were done, the "level-financinq' income rate
for Di would be 1.46% of taxable payroll (1.53%, times 100t minus 4.29%).
As It so happens, such an Income rate would result If the present allocation
schedule to Di (as to the employer-employee tax rate, 1.06% In 1988-89,
1.20% In 1990-99, and 1.42% In 2000 and after) were a uniform rate of 1.42%
In all future years (i.e., the same as the ultimate rate currently scheduled).
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STATEMENT OF
DR. JANET L. NORWOOD

COMMISSIONER
BUREAU OF LABOR STATISTICS

Mr. Chairman and Members of the SubcommitLee:

I am pleased to appear before the Subcommittee on Social

Security and Family Policy to discuss the statistics and

projections of the Bureau of Labor Statistics and their

implications for the Social Security System.

Two aspects of the future labor force are crucial to the

Social Security System. The overall size of the labor force

furnishes the working base from which revenues are derived.

The size of the labor force that is nearing retirement age,

coupled with the decisions of the individuals within that group

to stay in the labor force or retire, affects the number of

Social Security recipients.

The Bureau of Labor Statistics projects that the labor

force will reach 139 million by the year 2000. This represents

the addition of 21 million persons between 1986 and 2000, well

below the 31 million added between 1972 and 1986--a period of

the same length. This slowing; of labor force growth reflects a

number of factors, but, the most important of these is the large

baby-boom generation which was entering the labor force in the

1972-86 period. Beginning in the early 1980's, and continuing

throughout most of the remainder of this century, the much

smaller population group--the baby bust group or those born

between 1965 and 1978--will be entering the labor force.

Some trends in the projected labor force--the expected

growth in the share of the labor force attained by women and

the drop in the share of the labor force for workers 55 and

older--are the result of projected changes in labor force

participation-rates. Women were only 39 percent of the labor

force as recently as 1972; by 2000, they are projected by BLS

to be 47 percent of the labor force, because of the increases

in workforce participation. On the other hand, the older

population, which is projected to grow as a share of the
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overall population, is expected to have reduced labor force

participation in 2000 and, as a consequence, constitute a

smaller share of the labor force.

Prime age workers--25 to 54 years old--are projected to

comprise 73 percent of the labor force in the year 2000, up

from the 67 percent they represented in 1986. This increasing

share reflects underlying demographic changes: (1) the baby-

boom generation will still be in the central working ages over

this period, (2) the share of the youth labor force (16-24

years) is projected to continue to decline until the "echo' of

the baby boom (the children born to women of the baby-boom

generation) begin entering the labor force between 1995 and

2000, and (3) the share of older workers (55 and older) is

projected to shrink between 1986 and 2000 by about one-and-a-

half percentage points. This reflects a BLS projection that

men in this age group will continue to retire at an earlier

age. In developing the projections for older workers, BLS

analyzed the trends for detailed age-sex-race groups in the 55-

and-over age group and found no convincing evidence of any

turn-around in the tendency for a smaller and smaller share of

the older labor force to continue working. Nonetheless, there

are a number of emerging developments that bear watching. (Of

course, these projections assume no change in the underlying

legislation which could affect the retirement decisions.)

Labor force participation rates for older men have fallen

steadily and dramatically since labor statistics were first

collected on a regular and consistent basis in the late 1940's.

This trend has resulted almost entirely from improvements in

the financial resources available to older workers, allowing

them to retire at earlier and earlier ages. These improvements

come from expansion of the coverage and benefits under the

Social Security retirement and disability programs, expansion

of private pension programs, and a general increase in the

financial resources of the older population.
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In general, until about age 62, the first year of

eligibility for Social Security benefits, the employment

patterns of older workers are similar to those of younger ones.

Employed men in their late 50s and 60s work in similar

occupations for about the same number of hours per week as

younger men. Social Security eligibility increases the lure of

retirement; at 62, many workers leave the labor force. Those

who continue to work often move away from full-time, year-round

employment to alternative schedules that are less demanding.

For some, reducing their work schedules may require a job

switch, as part-.time work opportunities are unusual in some

industries but common in others, such as retail sales and

services.

Nevertheless, significant numbers of people continue to

work considerably beyond age 62. On average in 1987, there

were 3.1 million men and women age 65 or over in the labor

force. The decision to continue working reflects the impact of

many factors, including health, earnings, retirement income,

self-employment, part-time opportunities, job satisfaction, and

the availability of jobs in general. For women, marital status

also plays a large role, as unmarried women are far more likely

to work than are women with a husband present.

What are the conditions facing retirees today? Most of

those who are out, of the labor force report to interviewers for

the monthly Current Population Survey that they do not want a

regular job, either full or part time. In fact, only about

half a million of the more than 30 million persons who are age

60 and over and not in the labor force indicate any interest in

work. And even of those, personal factors and home

responsibilities keep many from working. Although a minority

of older people do obtain work after retiring from a long-term

job, once an older person is out of the labor force for any

extended period of time, retirement generally becomes

permanent--in actual behavior as well as in mindset.
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Why do so many choose the nonwork option? To answer that

we need to examine what happens once someone takes a pension or

applies for Social Security retirement benefits. Once the link

with a person's long-time employer has been broken, a mismatch

often exists between the types of jobs older persons might

accept and the types of offers being made. Earnings for

available part-time jobs may be quite low compared to what the

retired worker had previously earned at the peak of his career.

Moreover, even the types of jobs and the work schedules may not

be what the retired worker had in mind. However, the situation

is beginning to change. Labor shortages are already upon us in

certain parts of the countr and for certain types of

occupations. Some employers, especially in retail trade,

already facing shortages, have specifically targeted older

workers, particularly retirees, to fill part-time and peak-load

schedules. While we have anecdotal evidence, such efforts are

not widespread enough at this point for us to see their effects

on aggregate employment data. But, we need to watch the trend.

We also know that people are living longer. At 65 years

of age, a man can expect to live another 14 years and a woman,

18 years. According to the most recent BLS estimates, the man

who at age 65 is still working will spend about one.quarter of

those additional years at work; the woman, one-fifth.

We also know that workers in the rapidly growing supscaleO

occupations--managerial and professional occupations--often

remain in their jobs longer than those in other lines of work.

This is because 1) these workers often are in better health

than those in more physically demanding jobs, 2) the jobs are

easier for older persons because they demand less physically,

and 3) they may offer, in general, more psychic satisfaction

than, say, repetitive factory jobs.

As we move further into the 21st century, therefore, we

may find that more people physically able to perform the types

of jobs the economy provides will be in jobs that will still
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interest them. Others could find part-time opportunities in

the growing service sector, which is generally where older

retirees and job switchers work.

Over the last few years, there has been some stabilization

in the participation rates for older men. I do not believe

that this means a reversal of past trends-- at least for the

next decade, assuming no change in retirement laws. We saw

something similar in the late 1970's, which was also a period

of economic expansion and rapid employment growth. Last year,

the economy created 3 million jobs, and, obviously more

employment opportunities for workers of all ages. It is

unlikely that job growth will continue at such a rapid pace,

especially rince growth in the labor force in expected to slow.

While the labor force projections prepared by the Bureau

do not extend beyond 2000, it is important to consider the

changes likely to occur in the early part of the next century

since they need to be taken into account in developing long-

range retirement funding decisions. As the baby-boom

generation reaches early retirement age, which will begin about

2007 and continue for the succeeding twenty years, very large

numbers of people retiring can be expected. We know from the

Census Bureau projections, for example, that :he 65-and-older

age group will grow from 16 percent of the civilian

noninstitutional population 16 years of age and over to 24

percent in 2025. Moreover, during this period workers who will

be paying into the Social Security System, will be primarily

from the baby bust group.

One way to look at the demands on the Social Security

System is to examine the dependency ratio-.-the ratio of those

retired and outside the labor force to those working or looking

for work. In 1986, there were 22 persons 65 and over outside

the labor force for every 100 persons in the labor force. That

ratio has been increasing steadily; in 1972 there were only 18

older nonworkers for every 100 workers. By the year 2000, the
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ratio increases to just over the 1986 level--23 older

nonworkers for every 100 workers. However, using the Census

Bureau population projections and holding BLS participation

rates at the year 2000 mark, we can calculate a rough estimate

of the ratio for the year 2025. At that time--and again

emphasizing that it is a very rough estimate--there could be

almost 40 nonworking persons 65 and older for every 100

workers.

What will these older persons live on? Currently more

than half of all Social Security recipients age 65 or older

receive no other pension. Some of them do have other sources

of income--about three fifths have some asset income (e.g.,

interest or dividends), and nearly one-fifth have some wage and

salary income. The presence of these other sources of income

is very important because it greatly decreases the likelihood

of poverty.

Lack of pension coverage and failure to have vested in a

pension benefit due to short or discontinuous service can be a

serious problem for oldar workers, especially women. Women who

are working today tend to have fewer years of continuous work

experience than men, are often employed in industries with low

wages, and frequently have no pension coverage at all. This

situation may improve in tho future as more covered workers

retire and as more women develop continuous work histories.

The Current Population Survey showed that in 1985, only 43

percent of all civilian employees were c-vered by an employer

or union pension plan. However, this level of coverage is much

higher than in the past. The Department of Labor's Pension and

Welfare Benefits Administration maintains a series which

calculates pension coverage by comparing information reported

to the Internal Revenue Service with CPS labor force data.

According to this series, the proportion of workers covered by

pensions doubled from 22 percent in 1950 to 44 percent in 1975,

although there has been little change since then. In recent

years, there has been an increase in the proportion of plans
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supported by defined contributions and a corresponding

reduction in the proportion that provide defined benefits.

Of course, larger firms are much more likely to provide

retirement coverage. The BLS Employee Benefit Survey shows

that about 90 percent of the full-time workers in private

medium or large firms are covered. In 1987, BLS studied

employee benefits in State and local government for the first

time. Virtually all (98%) full-time State and local government

workers were covered by retirement plans, the vast majority in

defined benefit plans.

In 1986, 62 percent of defined benefit pension plan

participants in medium and large firms were in plans that were

coordinated (integrated) with Social Security benefits. This

figure has increased gradually since 1983, when 55 percent were

in integrated plans. (The definition of integration was

changed by BLS in 1983, so data from earlier years are not

comparable.)

The incidence of Social Security integration was much

lower among State and local government pension plan

participants. One reason for this: some governments are not

covered by tho Social Security System. In 1987, 73 percent of

the pension plan participants studied in the Employee Benefit

Survey were employed by State and local governments covered by

Social Security; but even among these participants, only 25

percent were in plans with integrated formulas.

We know, of course, that when people retire, their incomes

usually are more limited than during their working lives. What

do we know about their expenses?

The BLS Consumer Expenditure Survey shows the older

Americans consume fewer goods and services than the nonelderly

and spend a larger proportion of their incomes on essentials.

Housing (including utilities), food, and medical care account

for two-thirds of the elderly's expenditures.
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Older households consume less than younger households

partly because they tend to have smaller incomes, but also

because they have fewer household members and different needs.

For example, the older age group is less likely to be paying

off a mortgage and they average fewer cars.

It is also important to recognize that older persons do

not constitute a homogeneous group. The characteristics and

the expenditures of those aged 65 to 74 are quite different

from those 75 and over. Medical care, for example, accounted

for 15 percent of the expenditures for those 75 and over, 9

percent for those 65 to 74 years, and less than 5 percent for

all consumer units.

In conclusion, let me emphasize how important I think

these issues raised by the Subcommittee are. The extent to

which retirement age individuals will remain in the labor force

is a critical variable for future labor supply as well as the

demands on the Social Security System. As I indicated, BLS

projections to the year 2000 indicate continued reductions in

the participation rate of older persons. Forecasting the

situation beyond that time period is more problematic. Changes

in the economic and personal situation of older persons are

hard to anticipate so far into the future.
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STATEMENT OF WILLIAM L. ROPER, M.D.

ADMINISTRATOR -

HEALTH CARE FINANCING ADMINISTRATION

I am William L. Roper, M.D. Administrator of the Health Care

Financing Administration (HCFA), and I am pleased to be here

today to discuss the financial status of the Medicare trust

funds.

INTRODUCION

It is always a pleasure to testify before this Committee, and

especially when I can assure the American public that their

Medicare system is strong. The legislative reforms enacted in

1983 that secured the financing of the cash benefits programs

well into the next century have once again affirmed that neither

the Administration nor the Congress will fail tc act in a

responsible manner when the soundness of the system is

threatened. I am pleased, Mr. Chairman, that you are holding

these hearings which will begin to focus attention on the need to

look closely at the Medicare program. For reasons I will detail

later in my statement, a future President and a future Congress

will need to take action to ensure its continued strength.

Commissioner Hardy has set forth those demographic and economic

factors which determine the financial soundness of the cash

benefits portion of the Social Security program. I will address

the unique features that are of particular conceii to the

Medicare program.

ThE MEDICARE TRUST FUNDS

The Medicare program is financed through two trust funds. The

Hospital Insurance (HI) fund pays for inpatient hospital and

related care for the elderly and the disabled. It is financed

primarily by payroll taxes paid by today's workers. The

Supplementary Medical Insurance (SMI) fund pays for physicians,
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outpatient and other related medical services. Premiums from

Medicare beneficiaries account for one-quarter of the SMI fund's

financing; the balance is paid by general revenues. Since 1981

and projected through 1989 Medicare spending will increase by

about 115 percent; in contrast defense spending will increase

about 87 percent.

The Board of Trustees in the 1988 annual report project that

(using the intermediate sets of assumptions) the HI fund will

remain solvent until shortly after the turn of the century. The

Board urges prompt attention to the financing of this program

while we have time to take remedial action that is not

precipitous.

The soundness of the SMI fund is appropriately assessed on an

annual basis, as one would assess private group insurance. Each

year HCFA actuaries determine the premium levels and general

revenues needed to finance the SMI program for the coming year.

The Trustees find that the SMI fund is sufficient to cover the

projected expenditures for 1988, and thus the fund can be said to

be actuarially sound. But, the Board sounds a note of caution --

with which I agree -- about the rapid growth in the cost of the

SMI program.

FACTORS AFFECTING THE MEDICARE TRUST FUNDS

The demographic factors that affect the soundness of Social

Security financing also affect Medicare. A major demographic

shift will occur as the Baby Boom generation retires, so that by

the middle of the next century there will be only two workers to

support each beneficiary. This contrasts with today's ratio of

about 4 to 1.

The aging of the population has important implications for the

soundness of the Medicare trust funds. Data from the Census
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Bureptu indicate that today the percentage of the population over

agri 65 is about 12 percent. By the turn of the century the

proportion will reach 13 percent and will increase to slightly

over 21 percent by the year 2030.

The aging of the elderly population also will have an impact,

although a more limited one, on the Medicare program. Because

lifespan has increased, the population over age 85 will grow at a

faster rate than the age 65-and-over group as a whole. Today

nearly 10 percent of the elderly population is over age 85. By

the year 2000 the number of the "old elderly" will nearly double

and will constitute over 14 percent of the elderly population.

This percentage will grow steadily, with a temporary respite

between the years 2010 and 2030, as the Baby Boom group reaches

age 65 but not yet 85. Thereafter, the age 85 and over

population will increase steadily until it comprises nearly 25

percent of the elderly. Our analysis suggests that the aging of

the elderly population is a relatively minor factor in projecting

expenditure for Medicare, but would become a significant one if

Medicare were to provide a long term care benefit.

We must not fail to recognize the historical trend in this

country with respect to spending on health care. National

expenditures for health care in the United States have been

mounting rapidly and consuming an ever larger portion of the GNP.

At the inception of the Medicare program, health care spending

represented about 6 percent of the GNP. This rate has

consistently increased since that time, and now accounts for 11

percent of the GNP. A

We must be alert to another component of health care financing --

that of prices. Price inflation for medical goods and services

has been higher than for non-medical items -- and we have no

reason to believe that the future will Gepart from the past.
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Between 1965 and 1987, the consumer price index for medical care

increased at an average annual rate of 7.8 percent -- almost two

percentage points higher than the rate for other goods and

services in the economy. Had health care prices grown at the

lower rate, our 1987 national bill for health care would have

been some $140 billion less than we actually paid.

Medicare must be considered in the context of the larger health

care spending arena. To the extent that there is increased and

unbridled demand as well as unrestrained prices, the Medicare

program will shoulder a significant portion of the spending.

Today Medicare pays for nearly 29 percent of the hospital care in

this country. Likewise Medicare pays for over 20 percent of

physician services. While Medicare has significant purchasing

power in the medical market place, we are subject to the same

economic forces as the overall environment of the health care

economy.

THE HOSPITAL INSURANCE TRUST FUND

In 1987 Medicare paid out slightly more than $50 billion from the

HI trust fund. Under the intermediate sets of assumptions, the

Board of Trustees projects that the HI trust fund will be solvent

until at least the year 2005 and perhaps until 2008. But, the

Board cautions that, "... any significant adverse deviation from

these projections could result in the inability of the fund to

meet its obligations much sooner than projected."

Clearly there is a need to begin the debate now on how to address

the financing of the HI trust fund. The Board "...notes that

promising steps..." have been taken by this Administration

N... to begin reducing the rate of growth in payments to

hospitals... including the implementation of prospective payment

and diagnosis related groups..."
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From fiscal year 1973 through 1983, prior to the implementation

of the prospective payment system (PPS), payments from the III

trust fund were increasing at an average annual rate of 19

percent. But, the reforms we have taken have dramatically slowed

the rate of growth of HI payments per enrollee from a growth rate

of 16.4 percent in fiscal year 1982 (prior to the implementation

of PPS) to 0.5 percent in fiscal year 1987.

Surely these payment reforms have strengthened the financial

solvency of the HI trust fund. And, while there is no cause for

alarm, we must begin to face up to the challenges that still lie

ahead. The debate needs to begin now. Tim and again since the

beginning of the Social Security program in 1935, Presidents and

Congresses have demonstrated their commitment to the program that

enjoys the support of the American people. Elected officials

have made the commitment to address its financial soundness, to

make difficult decisions regarding its financing, and to build

public consensus for such actions.

As things stand now, the HI fund will need either an infusion of

revenues of 16 percent or a decrease in spending of 14 percent to

ensure the financial soundness of the fund through the next 25

year period.

Mr. Chairman, as you know better than anyone, discussions of the

solvency of the Social Security and Medicare programs can easily

alarm the public, and this is something we want to avoid. We

have time to address the issue in a thoughtful and deliberate

fashion and should listen to the Board of Trustees who urge

Congress to "...take early remedial measures to bring future HI

program costs and financing into balance, and to maintain an

adequate trust fund against contingencies." -
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THE SUPPLEMENTARY MEDICAL INSURANCE TRUST FUND

In 1987 Medicare paid out nearly $31 billion from the SMI trust

fund. The SMI trust fund is financed primarily through general

revenues, with the balance from beneficiary premiums. Its

solvency is determined each year when HCFA actuaries project the

balance of assets over liabilities for the period. The Board

finds the SMI fund secure through December 1988.

But, the Board quite rightly notes their concern with "...the

rapic' growth in the cost of the program" that has resulted in a

doubling of outlays in the last five years. The Board goes on to

note that "...for the same time period, the program grew 40

percent faster than the economy as a whole..." and that the

growth "...shows no sign of abating despite recent efforts to

control the cost of the program." Again, the Board recommends

that Congress continue to work to curtail the growth of SMI

spending.

I could not agree more. Last September I appeared before the

Ways and Means Committee to explain why it was necessary to

increase the SMI premium to $24.80 per month in 1988 -- a 38.5

percent increase. This premium is required to accommodate a

nearly 14 percent increase in SMI spending projected for 1988. We

expect SMI program outlays to grow at least 90 percent over the

next five years -- 4.2 times as fast as the cost of living

adjustment projected for Social Security benefits.

Physician expenditures effectively drive SMI spending, accounting

for about two-thirds of SMI spending. Physician payments were

responsible for the lion's share -- 63 percent -- of the 1988

premium increase. Historically Medicare physician spending has

increased very rapidly, particularly relative to growth in the

general economy as measured by the GNP. Between fiscal years

1975 and 1987 it increased 615 percent -- the GNP increased only
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about 161 percent during the same period. SMI spending for

physician services was about $404 per enrollee in 1982, but

jumped to about $711 per enrollee by 1987.

The need to control SKI spending is clear. Without some control

beneficiary premiums and out of pocket spending will become

exorbitant and create pressure for greater general revenue

financing of the program.

SKI PROGRAM REFORMS

To control costs successfully, any reform of the SMI program must

include appropriate incentives to control volume not just prices

of individual services. Much of the dramatic increase in SMI

expenses has gone to provide real benefits for patients --clearly

we can do more for patients today than we could 15 years ago.

But, we also know from various research projects and our own

analysis that a considerable amount of unnecessary services are

provided -- more lab tests, more office visits, and more

fragmentation of billing to mLximize payments. To the extent

that these practices are inappropriate, we waste valuable, and

limited, resources.

We have initiated several incremental reforms which attempt to

deal with the volume of service problem. Our fiscal 1989 budget

request includes an additional $50 million for increased carrier

claims review. We plan to intensify pre-paymaent and post-paymont

claims review and increase medically trained personnel by 10-15

percent. In addition, we will require carriers to employ a

physician to serve as a liaison between the carrier and the

medical community to facilitate physician understanding of the

medical review process.

Related to the issue of unnecessary services is the issue of

ineffective services. We have begun a series of discussions with
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leading medical researchers on the Pubject of effectiveness of

medical interventions. Mr. Chairman, you are aware of recent

research findings that suggest that many commonly used, and often

expensive medical treatments, may be ineffective and in some

instances harmful. One study found that 32 percent of carotid

endarterectomies were unnecessary, as were 17 percent of coronary

angiograms and upper gastrointestinal endoscopies. Other studies

suggest that there are wide variations in practice patterns for

specific diagnoses. For example, researchers have found that

residents of New Haven, Connecticut are twice as likely to

undergo coronary bypass surgery as residents of Boston -- without

clinically meaningful differences in health outcomes.

In light of these findings and our goal of fostering quality in

the Medicare program, it is time for Medicare to assume a

leadership role in providing physicians with information on what

works in the practice of medicine. We believe that most

physicians want such information and would gladly act on it. For

reasons that are not yet clear, it appears that some practice

patterns evolve based on local consensus rather than sound

scientific evidence. We have available within the Medicare data

system sources of clinical information Vhich will permit us to

look at actual outcomes of various medical procedures. This

information can be made available to physicians for educational

purposes. Quite simply, Medicare ought to spend its dollars on

what works.

To support greater research activity, last week we published in

the Federal Reaister a new routine use notice which will permit

outside researchers access to a file containing detailed

information on about 11 million inpatient Medicare records.

Although the identity of patients will be encrypted, it will be

possible to track individual patients over time to determine

certain health outcomes. Thks file also includes zip code

information that will permit small area analysis of treatments
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and outcomes. Researchers are excited about this comprehensive,

new, and rich data base which we hope will facilitate and improve

effectiveness studies in the future.

This is an exciting new area for the Medicare program and one I

am pleased to initiate. It will not be implemented overnight

because it requires a thoughtful approach, the strength of which

lies in building consensus with the medical community along the

way. We have begun the dialogue and the initial reactions have

encouraged us to move ahead.

Another promising area for reform has lead us to develop a

demonstration model to tat a preferred provider organization --

PPO --- for Medicare beneficiaries who elect to enroll in the

demonstration. Beneficiaries will have a financial incentive to

enroll -- namely reduced cost-sharing. Physicians who

participate in the PPO will have a greater likelihood of a stable

and full patient load, but must agree to more intensive

utilization review as a means of insuring that only appropriate

services are provided.

We must not forget that intensified utilization review may reduce

the amount of unnecessary services but it does not eliminate the

incentives inherent in a fee for service system -- additional

services mean additional payments. In addition, strengthened

administrative controls, such as intensive utilization review,

come with a cost -- more federal regulation and oversight.

MORE FUNDAMENTAL REFORM

We believe that it is necessary to make more fundamental reforms

in the Medicare program in order to control program costs while

providing quality health care. A long run solution is to make a

single payment per beneficiary to a private health plan of the

beneficiary"* choice. Such managed care systems will control
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costs and ensure that beneficiaries get the quality of care they

need--without the added risk of care that is not needed.

Currently about one million Medicare beneficiaries are enrolled

in pre-paid private health plans. Nearly half of physicians

currently receive some portion of their income from organized

delivery systems, such as HMOs. We expect the growth in future

enrollment to be steady as more people recognize that private

health plans offer then a better health care deal -- financial

protection and quality care.

LONG TERM CARE DEBATE

Mr. Chairman, we are here today talking about the stability and

viability of the Medicare trust funds. As you know, the Congress

is now in conference on major legislation put forth by this

Administration to provide catastrophic health insurance as part

the Medicare program. This new benefit will be largely financed

by the beneficiaries through flat and supplemental premiums--

thus avoiding the problem of inter-generational inequity.

But, as we begin the debate on the difficult issue of financing

long-term care in this country -- even as bills are pending before

this committee -- we must recognize the link between these

discussions and the continued solvency Gf the trust fund. We

must be particularly alert to equity effects in how such programs

are to be financed. To the extent that a solution for long-term

care is found in the Medicare program, that solution will

radically affect the stability of the trust fund and will change

the nature of the trust fund debate.

CONCLUSION

I want to conclude my testimony today with a positive message.

The public, the Congress, and every President since Franklin

Roosevelt have demonstrated a strong commitment to maintaining a
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sound Social Security system. This same support holds true for

the Medicare program.

We cannot be complacent -- the Medicare program is dynaiuic and

we, as a society, will make the changes to keep it sound. The

debate is healthy -- public consensus is not reached overnight.

But, the public can be sure that the Medicare program will

confront and resolve the financing problems facing the system in

the future.
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Statement of
Paul N. Van de Water

Chief, Projections Unit
Congressional Budget Office

Mr. Chairman, I am pleased to be here to discuss government

budget trends and their relation to projected demographic and

labor force changes. After a brief overview of federal

budget developments during the past 25 years, my testimony

provides three illustrative budget patls through the year

2000. It also examines the fiscal outlook for the entire

government sector, including state and local governments, and

considers some of the issues raised for long-run federal

fiscal policy.

FEDERAL BUDGETARY TRENDS, 1962-i2

The role of the federal government in the economy has grown

over the past 25 years, as depicted in Figure 1. After a

period of 13 years from 1962 to 1974, during which federal

spending rarely reached 20 percent of gross national product

(GNP), outlays averaged 21.3 percent of GNP during the 1975-

1979 period and 23.3 percent of GNP during the 1980s. Total

federal revenues showed less distinct trends, fluctuating

between 17.4 percent and 20.1 percent of GNP over the entire

period. In the 20 years from 1962 to 1981, the federal

budget deficit averaged 1.7 percent of GNP. Since then,

however, the deficit has averaged almost 5 percent of GNP.

Figure 2 illustrates the substantial shifts that have

occurred in the components ot federal spending. Spending for

discretionary appropriated accounts--defense and nondefense

combined--declined by about one-fourth over the 1962-1988

-period when measured as a share of GNP. The ratio of

defense spending to GNP has been on a downward trend since

88-871 0 - 88 - 6
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the early 1950s, interrupted only by the Vietnam War and the

defense buildup of the early 1980s. National defense outlays

fell to 4.8 percent of GNP in the late 1970s and recently

peaked at 6.5 percent of GNP in 1986.

Nondefense discretionary programs have borne the brunt

of budgetary restraint in the 1980s, declining from almost 6

percent of GNP at the start of the decade to 3.8 percent at

present. This category encompasses a wide variety of federal

activities, including international affairs, transportation,

health research, subsidized housing, veterans' medical care,

and the administrative costs of Social Security and Medicare.

Slightly over a fifth of nondefense discretionary outlays

provide pay and benefits for employees of the civilian

Figure 1.
Revenues and Outlays as Percents of GNP, 1962-2000
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Figure 2.
Outlays by Category as Percents of GNP, 1962-2000
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Security and Medicare benefits, federal employee retirement,

unemployment compensation, farm price supports, and most

means-tested benefits) has more than offset the fall in

discretionary programs. In- addition, the rapid rise in

federal borrowing and relatively high interest rates during

the 1980s have caused net interest on the public debt to be

the fastest growing spending category in the federal budget.

Table 1 provides further details on federal fiscal

activities in recent years. It shows separately the

activities of the Old-Age and Survivors and Disability

Insurance trust funds, which were removed from the budget

totals by the Balanced Budget Act of 1985. Almost 95

percent of federal spending for the aged is accounted for by

just a few entitlements--Social Security, Medicare and

Medicaid, and programs providing benefits for retired and

disabled federal employees, coal miners, railroad workers,

and veterans. Between 1965 and 1985, these entitlement

programs more than doubled, growing from 3.7 percent to 8.8

percent of GNP. Over this period, the number of Americans

age 65 and over grew from 18.5 million to 28.5 million, an

increase of a little more than half. But, more important

than this demographic shift, decisions were made to pay for

an increasing share of the needs of the aged through public

programs. Medicare began operation in 1966, and Medicaid was

greatly expanded. Social Security replacement ratios were

increased substantially during the early 1970s. In more

recent years, however, modest steps have been taken to stem

the growth of both Social Security and Medicare,

PROJECTIONS THROUGH THE YEAR 2000

Projections inevitably lack the richness of history. Federal

spending and revenues during the past 25 years have been
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TABLE 1. FEDERAL OUTLAYS, REVENUES, AND DEFICITS, SELECTED YEARS
1965-1988 (By fiscal year, as percents of GNP)

category 1965 1970 1975 1980 1985 1988 a/

On-Budget

National Defense
Nondefense Discretionary
Entitlements

Social Security b/
Medicare and Medicaid
Other retirement and

disability S/
Other

Subtotal
Net Interest
Offsetting Receipts

Outlays
Revenues
Deficit

7.5 8.2 5.7 5.0 6.4
4.8 4.5 5.5 5.8 4.4

S0.1
S 1.0 1.4 1.8 2.3

1.1 1.2 1.9 1.8 1.7
1.4 1.6 2.8 2.4 2.3

6.1
3.7

0.1
2.5

1.7
1.9

2.6 3.8 6.1 6.1 6.5 6.2
1.4 1.6 1.7 2.1 3.4 3.4

-1.1 -1.1 -1.2 -1.1 -1.2 -1.1

15.1 17.0 17.9 17.8 19.5 18.3
14.9 16.1 14.2 15.1 13.9 14.0
-0.2 -0.9 -3.6 -2.7 -5.6 -4.3

off-Budget (OASI and DI Trust Funds)

Nondefense Discretionary
Entitlements
Net Interest
Offsetting Receipts

Outlays
Revenues
Surplus

Outlays
Revenues
Deficit

0.1 0.1 0.1 0.1 0.1 *
2.5 2.9 4.1 4.4 4.6 4.5

-0.1 -0.2 -0.2 -0.1 -0.1 -0.2
-0.1 -0.1 -0.1 -0.1

2.5 2.8
2.5 3.4

C 0.6

Total

4.0
4.1
0.1

4.3 4.5
4.2 4.7

* 0.2

4.3
5.1
0.8

17.6 19.8 21.8 22.1 24.0 22.6
17.4 19.5 18.3 19.4 18.6 19.2
-0.2 -0.3 -3.5 -2.8 -5.4 -3.5

SOURCE: Congressional Budget Office.

* Less than 0.05 percent.

a. Estimate.
b. Includes general fund payments to Social Security for military service

wage credits, special age-72 benefits, self-employment tax credits, and
income taxes on benefits.

c. Includes federal civilian and military retirement and disability, Black
Lung benefits, Railroad Retirement, Supplemental Security Income, and
veterans' compensation and pensions.

pushed up or down by events such as the Great Society, the

Vietnam War, OPEC oil shocks, periodic recessions, and

biennial revisions of the tax law. But it is hard to look

ahead and see other than smooth trends, even though we can be

quite sure that the future will be as variable as the past.
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Baseline Budget Projections. 1988-1993

Budget projections depend both on the assumed tax and

spending policies and on assumptions about economic

performance. CBO's five-year baseline budget projections

assume that revenues, offsetting receipts, and entitlement

spending are projected according to the laws now on the

statute books. Defense and nondefense discretionary

appropriations are assumed to be held constant in real terms.

The baseline projections are not forecasts of future budgets,

which will doubtless include numerous policy changes, but are

a benchmark against which to judge the budgetary consequences

of proposed legislation. The baseline projections discussed

here are based on a CBO economic forecast in which real

growth averages 2.2 percent pex year in 1988 and 1989.

Interest rates are expected to rise later this year. Beyond

1989, CBO's economic assumptions are not a forecast of future

conditions but are projections based on historical trends.

These longer-term economic assumptions are characterized by

annual real growth of about 2.7 percent, inflation

stabilizing in the 4 percent to 5 percent range, and slowly

declining unemployment and interest rates.

The baseline projection shows federal spending rising at

a rate somewhat slower than nominal GNP. over the next five

years, resulting in federal outlays shrinking gradually as a

share of GNP. This occurs principally because spending in

defense and nondefense discretionary programs slows--a

reflection of the assumption that appropriations grow only at

the rate of inflation. While there are small fluctuations in

the other spending categories, the 1988 and 1993 spending

estimates for those categories as a percentage of GNP are

virtually unchanged. On the other hand, revenues under
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current law are anticipated to increase modestly as a share

of GNP and stabilize around 19.4 percent by 1993. As a

result of the spending and tax assumptions, the baseline

deficit rises slightly from 1987 to 1989, and declines slowly

thereafter, reaching 2.1 percent of GNP by 1993.

Looking separately at the on-budget and off-budget

components of federal fiscal activities, two clear patterns

emerge. First, Social Security is projected to have large

surpluses. In the CBO baseline, this surplus grows from $46

billion (0.9 percent of GNP) in 1989 to $97 billion (1.5

percent of GNP) in 1993. Second, during the same period the

non-Social Security portion of the budget shows deficits of

about $230 billion per year, or roughly 4 percent of GNP.

Extensions of the CEO Projections. 1994-2000

By the mid-1990s, the elderly population will grow less

rapidly, and its share of the total population will stabilize

at 13 percent. Concurrently, the working-age population will

become a larger portion of the total. Under these relatively

favorable demographic conditions, a straightforward extension

of the five-year projections might suggest a lessening of the

fiscal pressures on the federal government. In fact, some

analysts have argued that the deficit will disappear by the

turn of the century as a result of the Social Security

financing structure now in place. In this section, we

discuss three illustrative budgetary paths for the 1990s and

their implications for the federal deficit. Under only one

of these paths, as shown in Table 2, does the deficit

disappear.
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TABLE 2. ALTERNATIVE BUDGET PROJECTIONS
as percents of GNP)

TO THE YEAR 2000 (By fiscal year,

Path 1 Path 2 Path 3
Category 1989 1993 2000 1989 1993 2000 1989 1993 2000

National Defense 5.9
Nondefonse Discre-

tionary 3.8
Entitlements

Social Security a/ 0.1
Medicare and Mod!-caid 2.6
Other retirement

and disability b/ 1.7
Other 1.8

Subtotal
Net Interest 3.5
Offsetting Receipts -1.1

Outlays 18.4
Revenues 13.9
Deficit -4.5

Off-Budget

Nondefense Discre-
tionary

Entitlements
Net Interest
Offsetting Receipts

Outlays
Revenues
Surplus

4.5
-0.2
-0-1

4.3
5.2
0.9

On-Budget

5.3 4.4

3.4 2.7

0.1 0.1

3.1 4.1

1.6 1.5
1.3 1.0

3.7 3.2
-1.0 -1.0

17.6 16.0
14.0 14.0
-3.6 -2.1

(OASI and DI

4.5
-0.5
-0.1

3.9
5.4
1.5

4.3
-1.0
-0.1

3.2
5.4
2.3

Total

5.9 5.3 5.3

3.8 3.4 3.4

0.1 0.1 0.1

2.6 3.1 4.1

1.7 1.6 1.5
1.8 1.3 1.0

3.5 3.7 3.6-1.1 -1.0 -1.0

18.4 17.6 18.1
13.9 14.0 14.0
-4.5 -3.6 -4.1

Trust lunds)

-0.2
-0.1

4.3
5.2
0.9

4.5
-0.5
-0.1

3.9
5.4
1.5

4.3
-1.0
-0.1

3.2
5.4
2.2

22.7 21.5 19.2
19.1 19.4 19.4
-3.6 -2.1 0.2

22.7 21.5 21.3
19.1 19.4 19.4
-3.6 -2.1 -1.9

22.7 22.3 22.3
19.1 19.4 19.4
-3.5 -2.8 -2.9

SOURCE: Congressional Budget Office. See text for details.

* Less than 0.05 percent.

a. Includes general fund payments to Social Security for military service
wage credits, special age-72 benefits, self-employment tax credits, and
income taxes on benefits.

b. Includes federal civilian and military retirement and disability, Black
Lung benefits, Railroad Retirement, Supplemental Security Income, and
veterans' compensation and pensions.

As in the baseline projections through 1993, entitlement

outlays and tax revenues in 1994 through 2000 are assumed to

follow current law. While we have prepared the

extrapolations beyond 1993 in much less detail than the

projections for earlier years, we believe that they are quite

reasonable. The projections for Social Security and Hospital

Insurance correspond closely to those in the recently

released trustees' reports.

5.9

3.8

0.1

2.6

1.7

3.5
-1.1

18.4
13.9
-4.5

4.5
-0.2
-0.1

4.3
5.2
0.9

5.5

3.9

0.1

3.1

1.6
1.3

3.8
-1.0

18.3
14.0
-4.3

4.5
-0.5
-0.1

3.9
5.4
1.5

5.5

3.9

0.1

4.1

1.5
1.0
6.7
4.0
-1.0

19.1
14.0
-5.1

4.3
-1.0
-0.1

3.2
5.4
2.2

Outlays
Revenues
Deficit
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The extrapolations assume that federal revenues in 1994

through 2000 maintain the same share of GNP as in 1993.

Personal income tax receipts tend to rise faster than GNP as

increases in real income move taxpayers into higher tax

brackets, but .many excise taxes and fees are specified in

nominal dollars and shrink relative to GNP over time. With

no increases in total Social Security tax rates scheduled

after 1990, social insurance contributions should grow at

roughly the same rate as GNP. While these changes will not

be perfectly offsetting, the ratio of total tax revenues to

GNP should remain relatively constant.

The three budget paths differ only with respect to the

assumptions about defense and nondefense discretionary

appropriations. As a result, debt service costs are also

different. For Path 1, funding for discretionary programs

reflects adjustments for inflation but provides for no real

growth; that is, it continues CBO's baseline projections

methodology. Discretionary spending in Path 2 is increased

so as to maintain defense and nondefense programs at their

1993 shares of GNP over the 1994-2000 period. Finally, Path

3 holds discretionary programs, not at their 1993 shares of

GNP, but rather at their higher 1989 shares, using the budget

authority figures specified in last year's budget summit

agreemert. After 1989, budget authority for both defense and

nondefense discretionary programs is assumed to grow by about

2-1/2 percent per year in real terms. Defense outlays

continue to decline as a share of GNP for several years,

however, because appropriations for fiscal years 1986 through

1988 (and, by assumption, 1989) grew less than inflation.

Deficits under the three scenarios for the year 2000

range from a small surplus under Path 1 to 2.9 percent of GNP

under Path 3. Path 2--extending the CBO baseline using the
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1993 shares of GNP for discretionary programs--falls near the

middle of the range at 1.9 percent of GNP. With

discretionary spending held constant in relation to GNP after

1993, entitlement growth is more than offset by the declining

share of GNP devoted to debt service.- The Path 2 scenario

shows that, even with rather stringent budget policy with

regard to discretionary programs, federal deficits would

remain at relatively high levels through the 1990s, absent

legislated tax increases or further spending cuts.

STATE AND LOCAL GOVERNMENT BUDGETS

The fiscal burdens of the aging population also affect state

and local governments. Not only must they pay a share of the

Medicaid costs of the elderly, but their work force is also

maturing. For those state and local pension funds that are

not well funded, past funding shortfalls will impose

additional burdens on taxpayers in the future.

Moreover, children constitute the largest dependent

group, and their costs are borne primarily by families and

local governments. For example, education spending in 1985

totaled $247 billion, with state and local governments

bearing almost two-thirds of these costs, and private

spending accounting for another one-quarter. With the new

education reform movement and associated increases in

teachers' salaries, many localities are facing demands for

more spending. The distribution of these costs varies

considerably, however; certain jurisdictions face substantial

increases in the student population, while others will

experience little or no growth, or even declines.

The activities of the federal government also cause

reverberations in the budgets of states and localities. For
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example, the creation of the Supplemental Security Income

program, while relieving states of some income maintenance

costs, increased the number of people eligible for Medicaid.

Similarly, cutbacks in federal discretionary spending during

the 1980s have fallen heavily on grant-in-aid programs, such

as urban mass transit, employment and training, subsidized

housing, and general revenue sharing. The federal government

can also impose additional costs on state and local

governments--for example, to meet water quality standards--

without providing commensurate financial resources. For all

these reasons, it is important to look at total government

fiscal activities, not just those of the federal government.

Table 3 displays the trends in governmental finance

since 1950 for all levels of government. In order to make

the federal and the state and local data comparable, the

figures are shown on a National Income and Product Accounts

(NIPA) basis by calendar year. As a result, the federal

budget figures differ somewhat from those shown earlier in

Tables 1 and 2. Because federal grants-in-aid to state and

local governments are reflected in federal expenditures and

state and local receipts, total government receipts and

expenditures have been adjusted to eliminate this

duplication.

Spending by state and local governments grew rapidly as

a share of GNP during the 1950s, 1960s, and early 1970s. But

in the late 1970s and early 1980s, declining school-age

populations and taxpayer revolts caused state and local

spending to grow less rapidly than GNP. Revenue growth also

fell off, but not by as much, so that the. state and local

sector has shown substantial surpluses during the 1980s.

Most of these surpluses, however, are associated with public

employee pension funds. State and local operating budgets--
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TABLE 3. GOVERNMENT SPENDING, REVENUES, AND DEFICITS IN THE NATIONAL
INCOME AND PRODUCT ACCOUNTS, SELECTED YEARS 1950-2000 (By
calendar year, as percent* of GNP)

Actual Projected
(path 21

1950 1955 1960 1965 19-M- 1975 1980 1985 1990 2000

Federal

Outlays 14.3 16.9 18.2 17.8 20.5 22.8 22.5 24.6 23.5 22.1
Revenues 17.5 18.0 18.8 17.8 19.2 18.4 20.3 19.7 20.7 20.5
Surplus or
Deficit (-) 3.2 1.1 0.6 0.1 -1.2 -4.3 -2.2 -4.9 -2.8 -1.6

State and Local

Outlays 7.8 8.1 9.7 10.7 13.2 14.7 13.3 12.9 13.7 14.2
Revenues 7.4 7.8 9.7 10.7 13.4 15.0 14.3 14.5 14.9 15.5
Surplus or

Deficit (-) -0.4 -0.3 * * 0.2 0.3 1.0 1.6 1.2 1.3

Total

Outlays 21.3 24.3 26.6 26.9 31.3 34.1 32.6 34.9 34.9 34.1
Revenues 24.1 25.0 27.2 27.0 30.2 30.0 31.3 31.6 33.3 33.8
Surplus or
Deficit (-) 2.8 0.8 0.6 0.1 -1.0 -4.1 -1.3 -3.3 -1.6 -0.3

SOURCE: Calculations for historical years are based on Tables 5-1 and B-79
in The Economic Report of the President (Febrjary 1988).
Projections of, federal spending, revenues, and deficits are based
on CeO's baseline economic and budget projections for 1990 and on
Path 2 for 2000. (See Congressional Budget Offico, The Economic
and Budget Outlook: Fiscal Years 1989-1993. February 1988).
State and local government finances are derived from Data
Resources, Inc., U.S. Long-Term Review (Winter 1987-1988).

NOTE: Federal grants-in-ald to state and local governments are reflected
in federal expenditures and in state and local revenues. Total
government revenues and expenditures have been adjusted to eliminate
this duplication.

• Less than 0.05 percent.

that is, excluding social insurance programs--have been in

approximate balance for the last several years.

Government activities as a share of GNP increased by

almost two-thirds over the 1950-1985 period. Before 1975

spending grew at all levels of government. In recent years,

however, federal spending has grown somewhat as a share of

GNP, while state and local spending has diminished. Federal

government revenues have risen less rapidly than federal

spending, while the opposite is true for state and local

governments.
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The projections of federal government spending for 1990

and 2000 shown in Table 3 are consistent with Path 2,

described earlier. The state and local government

projections derive from the January 1988 long-term trend

projection prepared by Data Resources, Inc. (DRI), which is

representative of other private forecasts. In the DRI

projections, state and local expenditures and revenues both

rise slightly in relation to GNP, and the state and local

surplus remains a bit over 1 percent of GNP. By the year

2000, in these projections, the federal deficit declines to

the point where it is only slightly greater than the state

and local surplus, so that the total government sector is

roughly in balance. Excluding state and local pension funds,

however, the deficit of the government sector as a whole

would roughly equal that of the federal government.

Whether state and local governments will expand their

social programs or institute new ones cannot be foreseen, and

action is likely to differ substantially among the states.

For example, Massachusetts has recently enacted a universal

health insurance program for state residents. But this move

is not necessarily a precursor of similar initiatives in

other states. Although Hawaii has had an extensive health

insurance program since 1974, it has taken 14 years for the

second state to enter the arena. Moreover, state finances

vary considerably. New England is currently experiencing an

economic boom, while the oil-producing states of the South

and Southwest face significant fiscal stress.

IMPLICATIONS FOR FEDERAL FISCAL POLICY

Projecting the course of the federal budget beyond the year

2000 is mostly a matter of speculation. Demographics play a

major role, of course. The Social Security actuaries project
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that, with the retirement of the baby boom, expenditures for

cash benefit programs will rise from 4.4 percent of GNP in

the year 2000 to 5.0 percent of GNP in 2015 and 6.5 percent

in 2030. Including Hospital Insurance, costs would rise from

6.0 percent to 9.2 percent of GNP over the 3') years. As we

have seen, however, an increase of two or three percentage

points in government spending is neither unprecedented nor

unmanageable. When the baby boom started attending school,

for example, state and local government expenditures for

education rose from 2.5 percent of GNP in 1950 to 5.6 percent

of GNP in 1970.

But government budgets depend on far more than

demography. They also reflect political judgments about the

shape of the American economy, economic and military

developments abroad, and domestic social needs. These other

factors have had a much greater effect on budget developments

over the past 25 years than have changes in the age structure

of the population, and it is likely that they will continue

to dominate the course of the budget into the next century.

Uncertainties in the Projections

As indicated earlier, these budget projections are

deceptively smooth on account of the inability to foresee the

myriad of special factors--for example, natural and'man-made

disasters--that will impinge upon the budget. But these are

not the only uncertainties in the projections.

First, the budget projections depend critically upon the

underlying economic assumptions. In our Febrmary 1988 annual

report, CBO attempted to quantify the economic uncertainty.

We find that there are about two chances in three that the

level of real GNP in 1993 will turn out to be within 7
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percent of its projected value, or that the average real

growth rate will be between 1.6 percent and 3.6 percent. As

a result, there is a two-in-three chance that the baseline

deficit in 1993 will fall between 4.4 percent of GNP and

zero. While this is already a substantial range, the

economic uncertainty grows even larger as we look beyond 1993

into the twenty-first century.

Second, as the presence of three alternatives shows, the

assumptions made about discretionary appropriations are

crucial to any budget projections. While Path 2 is marked by

higher discretionary spending than Path 1, it still

represents a rather stringent policy. As Figure 2 shows,

defense spending is assumed to stabilize at 5.3 percent of

GNP--a level that was widely considered to be inadequate in

the late 1970s and early 1980s. As mentioned earlier,

nondefense discretionary spending as a share of GNP has

fallen sharply during the 1980s. With numerous pent-up

spending demands, for example, in education and basic

research, it may be difficult to hold this category to 3.4

percent of GNP, as Path 2 assumes.

While demographic changes affect the level of spending

for discretionary programs, the connection is indirect and

not automatic. For example, increases in the number of

single-parent families and in the population 65 and over have

put competing demands on funds available for social services,

such as Head Start and meals for the elderly. Similarly,

because of the growing labor force participation of women,

the Congress is now debating a major new federal commitment

to providing childcare services.

Third, the extent of budgetary easing that might result

from the relatively favorable demographic trends of the 1990s
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depends on the growth in the costs and use of medical care

services. In CBO's five-year baseline projections, increases

in Medicare and Medicaid spending per enrollee more than

offset the slowing of the growth in the elderly population.

Medicare and Medicaid benefits are projected to rise from 2.5

percent of GNP in 1988 to 3.1 percent of GNP in 1993. In

our extrapolations, these health programs account for nearly

18 percent of the budget and about 4.1 percent of GNP by the

year 2000.

In addition to the overall aging of the population, the

very old--those age 85 and older--are becoming more numerous.

Over the 1985-2000 period, the very old population is

projected to grow by more than two-thirds, while the elderly

population as a whole will rise by less than a quarter.

Under these projections, the 85-and-over group would grow

from 9 percent of all persons age 65 and over to about 12

percent by the turn of the century. The very old are 80.

percent more likely to use Medicare-covered hospital services

than are their younger counterparts, and they are 18 times as

likely to reside in a nursing or personal care home.

Currently, the federal government pays for long-term care on

a means-tested basis through the Medicaid program. Whether

the federal role in long-term care should be expanded will be

a major issue for the 1990s.

Long-Term Targets for the Deficit

Because they are an extrapolation of recent tendencies and

not a forecast of budget outcomes, the budget projections we

have presented do not assume any overall budgetary targets.

In particular, they do not incorporate the deficit targets

contained in the Balanced Budget Reaffirmation Act of 1987

(Public Law 100-119), which requires that the total federal
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budget, including both on- and off-budget items, be balanced

by fiscal year 1993. In the short run, fiscal policy will

continue to be dominated by questions ,-of- economic

stabilization. Thus, the Balanced Budget Act targets would

have to be modified again, as they were in 1987, if economic

developments put them out of reach.

In the longer run, the choice of a fiscal target turns

on questions of national saving and investment, both domestic

and foreign. Among possible targets are the following:

o A continuation of the budget policies of the post-World

War II period, with federal deficits of about 1-1/2

percent of GNP. This is roughly the outcome of the Path

2 projections presented above.

o A balanced total budget, as incorporated in the current

Balanced Budget Act targets. This implies that the non-

Social Security portion of the budget could remain in

deficit, but just enough to offset the Social Security

surpluses.

o A balance in the part of the federal budget that does

not include Social Security. The implication of this

target--the most stringent of the three--is that the

federal government would save an amount equal to the

Social Security surpluses.

The committee will be exploring the issues in choosing a

long-term deficit target at next week's hearing.
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SAVING AND DEBT IN THE UNITED STATES, JAPAN, AND WEST GERMANY

OECD Forecast
1970 1975 1980 1985 1986 1987 1988

Gross Saving.!/
(As a percentage of GNP)

United States 18.3 18.1 19.2 16.5 NA FA NA
Japan 40.2 32.3 31.1 31.4 NA IA NA
West Germany 28.1 20.9 21.8 22.2 NA NA NA

General Government Surplus or Deficit (-)b/_/
(As a percentage of nominal GNP or GDP)

United States -1.0 -4.1 -1.3 -3.3 -3.5 -2.4 -2.4
Japan 1.8 -2.7 -4.4 -0.8 -0.9 -1.2 -1.1
West Germany 0.2 -5.7 -2.9 -1.1 -1.2 -1.7 -2.3

General Government Debt s/
(As a percentage of GNP)

United States NA 42.6 37.7 48.5 50.5 51.6 52.2
Japan NA 22.4 52.0 69.4 69.1 69.5 68.8
West Germany NA 25.0 32.5 42.3 42.4 43.2 44.4

SOURCE: Organization for Economic Cooperation and Development.

NA-Not available.

a. Gross saving equals gross national disposable income
minus-private and government consumption.

b. For purposes of making international comparisons, the tables
show figures for total general government, which includes
central government, state or provincial governments,
local governments, and social security funds.

c. Debt of general government (called gross debt by OECD)
equals total financial liabilities of governments minus
government holdings of government securities.
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STATEMENT OF
DAVID M. WALKER, CPA

ASSISTANT SECRETARY OF LABOR
PENSION AND WELFARE BENEFITS ADMINISTRATION

I. INTRODUCTION:

Thank you, Mr. Chairman and Members of the Subcommittee,

for inviting me to testify today. My name is David M. Walker;

as Assistant Secretary of Labor for Pension and Welfare Benefits,

I am pleased to have this opportunity to discuss with you

the relationship between Social Security and our voluntary

private pension system, and the role this relationship plays

with respect to Federal policy.

As an introduction to my discussion of this subject,

I would like to present a brief overview of the detailed topics

I will be covering.

II. OVERVIEW:

Although the Social Security program provides benefits

to Americans of all ages, most people think of Social Security

primarily as a source of retirement income. This aspect of

the program has in fact been traditionally viewed as the first

leg of the so-called "three-legged stool" of retirement income

policy.

Social Security, though the foundation of retirement

income security for most Americans, cannot stand alcne. Employment

based pensions and private individual savings -- the other

two "legs of the stool" -- represent a pool of assets set

aside to provide millions of Americans with additional economic

security in retirement.

The purpose of my testimony is to describe for you the

nature and extent of our voluntary private pension system,

and how it complements our Social Security system as an element

of retirement income policy. I intend to discuss three principal

topics: first, trends in the growth of private pension plans;

second, trends in pension benefit receipt; and third, how
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the voluntary private pension system and Social Security are

interrelated.

Before I proceed to a discussion of these three topics,

however, it is necessary for me to make a point about the

comparability of pension data before and after 1974.

Although voluntary employment based private pension plans,

have been in existence for nearly 100 years, and have been

regulated under the Tax Code since the 1920's, the voluntary

private pension system was revolutionized 14 years ago with

the enactment of the Employee Retirement Income Security Act

of 1974 (ERISA). This legislation imposed broad uniform Federal

standards on pension plans, regulating such areas as reporting

and disclosure, coverage, vesting, funding, and fiduciary

conduct.

As a result of this sweeping overhaul of the voluntary

private pension system, it is difficult to compare pre-ERISA

pension plan statistics with post-ERISA statistics without

encumbering the discussion with numerous qualifications.

Thus, while I will occasionally refer to pension plan data

that spans several decades for the purpose of providing some

historical perspective, I intend for the most part to. focus

attention on the growth and development of our voluntary private

pension system In its post-ERISA context.

Having noted this important point, I will summarize for

you recent trends in private pension plan growth.

III. TRENDS IN PENSION PLAN GROWTH:

There are several ways we can measure the growth and

extent of the voluntary private pension system. Some of these

indicia relate to plans themselves, such as the total number

of plans and their characteristics, and the total assets held

by pension plan trusts. We can also examine the number of

workers with pension coverage, and the proportion of the total

work force they represent. Appended to my written testimony

Is a table which illustrates the changes in certain pension
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plan characteristics which reflect the growth and maturation

of the voluntary private pension system between 1975 and 1987.

I will summarize the contents of this table very briefly.

Our statistics are generally based on reports required

to be filed annually with the Department of Labor and the

Internal Revenue Service by sponsors of private pension plans.

According to these data, between 1975 and 1987 the total number

of private pension plans increased by an estimated 156 percent:

from 340,000 in 1975 to 870,000 in 1987. The vast majority

of this growth occurred among single employer, as opposed

to collectively bargained multi-employer, pension plans.

In addition, the number of defined contribution plans increased

significantly, far outpacing growth among defined benefit

plans. In 1975 there were 233,000 defined contribution and

107,000 defined benefit plans; by 1987 there were an estimated

638,000 defined contribution and 232,000 defined benefit plans.

However, we must be careful not to read too much into this

trend, because many employers have adopted defined contribution

plans as second tier supplements to pre-existing pension plans.

Assets held by plans grew even more rapidly than the

number of plans. Federal Reserve Board data reveal that the

total amount of assets held by pension trusts increased from

$290 billion to $1,500 billion between 1975 and 1987, a 417

percent increase. Annual contributions to pension plans increased

from $37.1 billion a year to $95 billion a year during the

same 13 year period. Among the related consequences of this

increase in assets held by plans is a marked improvement ir

the funded status of pension plans as compared to the situation

prior to the enactment of ERISA. Prior to 1974, many plans

were essentially unfunded pay-as-you-go arrangements; today,

despite growing claims against the PBGC insurance program,

benefit security has been enhanced to the extent that less

than one-fourth of ERISA regulated defined benefit plans would
have insufficient assets to pay all promised benefits if they

were terminated.
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During this time span the number of workers covered by

employment based pension plans has expanded as well, although

the proportion of the work force covered by plans (either

defined benefit or defined contribution) has remained relatively

stable. Annual reporting data show that an estimated 41.9

million workers were covered by private pension plans in 1987,

up from 30.7 million in 1975. However, the percent of full-

time private wage and salary workers covered was an estimated

53 perent in 1987, up only one percentage point from 1975.

The steady coverage rate over the past 13 years probably

reflects several factors. The relative stability in coverage

rates may be a natural consequence of our now mature voluntary

private pension system. In addition, uncertainty regarding

the regulatory and economic climate -- resulting from frequent

pension-related legislative enactments during the last decade,

coupled with the recession of the early 1980's -- may have

discouraged additional plan sponsors from adopting new plans

to cover more workers.

To complement this discussion of trends in pension plan

growth, I would now like to turn your attention to contemporary

trends in pension benefit receipt.

IV. TRENDS IN PENSION BENEFIT RECEIPT:
Trends among retirees enjoying private sector benefits

indicate that the impact of ERISA is just beginning to be

felt. For the retired population as a whole, approximately

one-fourth of retirees receive income from a private pension.

Between 1975 and 1987 the number of retirees receiving pension

benefits is estimated to have increased from 4.8 million to

9.0 million persons, an 87.5% increase; in the last seven

years alone, the number of retirees receiving-benefits has

risen approximately 41 percent. The average annual benefit

received is estimated to have also increased from $2,400 to

$5,200 a year between 1975 and 1987.

Those persons recently entering retirement represent

the first full generation whose principal worklife occurred
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largely during the rapid economic expansion of the 1950's

and 1960's. As a result, recent new retirees have enjoyed

consistently higher levels of total retirement income from

various sources as compared to preceding generations of retirees.

According to SSA's Survey of New Beneficiaries, 32 percent

of recent retirees (those first receiving Social Security

benefits in 1981) received or expected to receive private

pensions. Thus, in the future we can expect that at least

this proportion of older Americans will receive private pensions.

Currently, over 75 percent of full-time workers over age 55

are covered by a pension plan, and over 45 percent of all

workers aged 55-59, are vested in at least one pension benefit.

There is every reason to believe that, as the full- impact

of ERISA is felt over the next decade and a half, the proportion

of retirees receiving a private pension will grow to at least

45 percent.

Moreover, some census survey data regarding pension benefit

receipt probably understate the total benefits generated by

the significant tax preferences accorded these plans. Pension

plans have traditionally paid out benefits in several different

forms, including annuities, lump sums, and installment payments.

Unfortunately, many income surveys are designed principally

to measure retirement income in the form of an annuity stream,

and may tend to report benefits payments in any form other

than an annuity (i.e., a lump sum payment) as asset income

rather than pension income. With respect to our Department's

aggregate benefit receipt data, however, we can say that between

1975 and 1987 total annual benefit payments rose from $19

billion per year to an estimated $95 billion per year (including

both annuities and lump-sum payments).

Now that we have discussed basic trends in the development

of our volutary private pension system, I would like to turn

your attention to the relationship of this maturing pension

system to Social Security.
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V. THE RELATIONSHIP OF PRIVATE PENSIONS TO SOCIAL SECURITY:

The near universal coverage of the work force, the full

portability of benefit accruals and their mandatory preservation

for retirement, and the emphasis on benefits for middle and

low-wage workers which characterize Social Security are essen-

tial to the program's relationship to our voluntary employment

based private pension system. Typically, employers providing
rank and file workers with pension benefits view Social Security

as the foundation of their retirees' income, with the pension

benefit supplementing that base.

Because Social Security offers a floor of protection,

this foundation of Social Security retirement income allows

employers to exercise more flexibility in designing private

pension plans to maximize their competitiveness, to meet their

own economic needs, and to meet the needs of their workers.

It is uncertain that plan sponsors, in the absence of our

current Social Security system, would voluntarily assume the

costs of expanding pension benefits and coverage to provide

a level of retirement income comparable to the current combina-

tion of Social Security and private pension income.

Keeping in mind this important relationship between private

pension plans and Social Security, what can we say about prospects

for the future?

VI. PROSPECTS FOR THE FUTURE:

The private pension system has matured substantially

since its first period of rapid growth following the Second

World War. After adjusting for inflation, private pension

assets grew from $56.2 billion i, 1950 to $1486.7 billion

in 1987. Over the same period, coverage increased from 22

to 46 percent of the private sector wage and salary work force.

Those sectors of private employment with traditionally

lower coverage rates are largely a function of employer type,

size and plan cost; most large and medium employers now sponsor

some type of pension plan. Issues continue to arise as we

assess the ever changing retirement income picture. Such
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issues include: optimizing flexibility for plan sponsors,

encouraging the adoption of suitable plans by new or smaller

employers that cannot afford more sophisticated voluntary

pension plans, encouraging the preservation for retirement

of money set aside through private pensions plans and meeting

the need for portability of a more mobile work force. The

promotion and protection of our voluntary private pension

system is a central element in any strategy seeking to promote

continued provision of retirement income. Private pensions

and personal savings represent important supplements to Social

Security and a vital source of capital to fuel our economic

growth.

Recent bipartisan legislation -- including the Retirement

Equity Act; Tax Reform Act changes to pension vesting standards,

nondiscrimination rules, 401(k) plans and IRAs; and last year's

reform of pension funding standards -- has served to expand

participation, increase equity, and improve security of plan

funding in the private pension system. It has also meant

that the voluntary private pension system is still in a state

of flux. The final effects of these legislative changes are

difficult to quantify and may not be reliably measurable'for

some time to come; therefore, it is important that we foster

stability and an environment conducive to plan maintenance

and growth.

VII. CONCLUSION:

This concludes my prepared remarks. I would be pleased

to respond to any questions you may have regarding my statement.



172

SELECTED PRIVATE PENSION PLAN STATISTICS
1975 and 1987 (estimated)

1975 1987
PLANS:

Total Plans 1/ 340,000 870,000
Defined Benefit 107,000 232,000
Defined Contribution 233,000 638,000

Single Employer Plans 337,500 867,000
Multiemployer Plans 2,500 3,000

COVERED WORKERS:

Net Number of Covered Workers 30.7M 41.9M

Percent of Private Wage & Salary LabuL
Force With Pension Coverage 45% 46%

Percent of Full-time Private Wage &
Salary Labor Force With Pension
Coverage 52% 53%

Percent of Covered Workers With
Supplemental Plan Coverage 21% 40%.

Total Active Participants 2/ 38.4M 64.6M

RETIREES:

Number of Retirees Receiving Benefits 3/ 4.8M 9.OM

Average Annual Benefit $2,400 $5,200

Total Annual Benefit Payments $19.OB $95.OB

FINANCIAL DATA:

Total Assets $290.OB $1500.OB

Total Annual Contributions $37.1B $95.OB

Percent Of Plans With Insufficient
Current Assets to Pay Liabilities
If Terminated:
Single Employer 59% 20%
Multiemployer 76% 33%

_/ Excludes Keogh plans and IRAs.
2/ Includes double counting of workers covered by two or more

pension plans.
3 Excludes retirees receiving lump-sum distributions.

Source: Unpublished data, U.S. Department of Labor, Pension and
Welfare Benefits Administration, flay 1988.
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COMMUNICATIONS

STATEMENT OF T ILE COMMITTEE ON SOCIAL INSURANCE

OF THE,

AMERICAN ACADEMY OF ACTUARIES

REGARDING THE

1988 ANNUAL REPORT Of' TIlE BOARD OF TRUSTEF-S OF TIlE FEDERAL OLD-AGE

AND SURVIVORS INSURANCE AND DISABILITY INSURANCE TRUST FUNDS

MAY 24, 1988

The American Academy of Actuaries is a professional association of somewhat over

8,800 actuaries involved in all areas of specialization within the actuarial profession. As

a national organization of actuaries, the Academy is unique in that its members have

expertise in all areas of actuarial specialization. Issues relating to the financing of

Social Security are part of the responsibility of the Academy's Committee on Social

Insurance.

The committee has reviewed the 1988 Annual Report of the Board of Trustees of the

Federal Old-Age and Survivors Insurance and Disability Insurance Trust Funds (OASDI).

The committee has not considered the validity and nature of the many demographic

assumptions in order to derive the actuarial estimates. The committee does, however,

wish to comment on a specific recommendation contained in the report. Because the

program is entering a period of large fund accumulation, the Board of Trustees

recommends that the proper level of fund accumulation should be made a part of the

agenda for the next Advisory Council on Social Security. The Board also suggests that a
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panel of financing experts (consisting of actuaries, economists, and demographers) be

appointed by the Advisory Council, and "that the panel be instructed to provide advice

regarding the measures that sho,!d be used to judge the program's short-range and long-

range financial soundness." The Committee on Social Insurance strongly supports this

recommendation and hopes that such a panel would also be consulted with regard to the

Medicare program. We would be happy to lend our expertise to such a panel.

In connection with this, we would also reiterate our previous recommendation that, in the

irntetest both of developing more public confidence in the system and of assuring the

continued integrity of the actuarial estimates, an independent board of actuaries should

be appointed to conduct a continuing review of the methodology underlying the actuarial

estimates for the Social Security and Medicare systems, as well as the measures of

actuarial status used. This procedure wouid be similar to that currently being followed

bl," the Civil Service Retirement System, the Military Retirement System, and the

Railroad Retirement System.

Committee on Social Insurance

Robert J. Myers, Chairperson

John 1. Mange

Roland E. King

James L. Cowen

Dwight K. Bartlett, Ill

Joseph L. Petrelli

Sam Gutterman

Francisco R. Bayo

Bruce D. Schobel

Warren R. Luckner

Toni S. Hustead

James M. Berry
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ROBERT V. RooSA

59 WALL STREET

NEW YORK.N.Y. 10005

May 13, 1988

Dear Senator Moynihan,

I am delighted to see that the Finance Subccmruittee which you chair is
investigating the Social Security Trust Funds. Having been continually frus-
trated by the misleading and ambiguous manner in which the Trust Funds' cash
flows in the federal budget statistics are presented in the "Treasury Bulletin,"
I enthusiastically endorse your efforts to take a fresh look at the full pic-
ture. The many articles appearing in the press about the so-called social
security surplus and its implications for the federal budget deficit are evi-
dence of the general confusion surrounding the relation between the Trust
Funds and the operating budget.

My own feeling (consistent with the way we did things in my Treasury
days in the early 'sixties) is that the revenues, disbursements and net sur-
plus or deficit of the Social Security Trust Funds should be kept out of the
federal operating budget. It is important separately to clarify the revenues
and costs of the social security program, and to protect that splendid system
from the ongoing debate on how to cut the federal government's deficit. The
proponents of combining social security trust accounts with the federal oper-
ating budget argue, correctly of course, that such a consolidated deficit or
surplus most accurately reflects the overall impact of federal government in-
flows and outflows on the economy.

There are, however, better ways to identify needed action than just
lumping everything together. A start would be made in the right direction if
both the net operating budget and the net position of the Trust Funds were re-
ported side by side. If there were a clear separation in accounting treatment,
the implications of a deficit in the operating budget, for example, would then
be to cut expenses somew ere and possibly to raise taxes, but there would cer-
tainly be no compelling necessity to affect the social policy embedded in the
schedule for social security disbursements and the actuarially determined em-
ployment tax rates required to support the social security system. With proper
segregation, a straightforward measure of the impact of a deficit in the
operating budget on the economy should not carry any implication for curtail-
ing social security or medicare benefits, nor for impairing the traditional
"self-financing" principle. Let ite explain.

In any current year, the surplus or deficit in the Trust Funds could
be held fiscally neutral (as we did in the early '60s) insofar as the macro-
economic aspects of the nt overall cash flow impact of the operating budget
on the national econcxny are mncerne'i. 'lThe relevant procedure is simply to
have any surplus generated by the Soc.iaI security Trust Funds invested in
ordinary Treasury :iyuxit , of th, .oox,, matu ritios and interest rates that

0'

/
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are available to the public. When a deficit in the operating budget requires
the Treasury to add to the public debt, the Trust Funds can put current sur-
pluses (if they have them) into a preferred allotment at the term determined
by the public auction of the Treasury securities being publicly issued. Alter-
natively, the Funds can use surpluses to buy marketable Treasury debt in the
market if for any reason at same time acquisition on original issue is not
feasible. looked at the other way around, if instead of running surpluses the
Trust Funds have disbursements exceeding current inflows, such deficits or
shortfalls of the Funds can be met either by selling in the market sane of the
Treasury securities held in the Funds or by redeeming maturing securities when
the Treasury is replacing them through refunding in the public market.

The steps in this neutralization become even clearer by tracing through
the net cash flows. When more cash is oming into the Trust Funds from em-
ployment taxes than is currently being paid out in benefits, the resulting net
inflow "from the public" would be fiscally neutralized in one of two ways:
either the net inflow would replace an equal amount that would otherwise be
directly withdrawn from the public by Treasury borrowing in the market, or the
Funds would put that amount back into the market by buying already outstanding
government securities, and that amount would eventually be available to be re-
absorbed by Treasury borrowing when the operating deficit required added bor-
rowing. Shortfalls in the Trust Funds would be met either by drawing funds
from the market through selling Governments, or an equal amount would be drawn
directly fran the Treasury whose borrowing needs from the market would be our-
respondingly increased. Either way, the public would end up holding as many
more government securities as would be needed to cover a shortfall in the
Trust Funds. And the outstanding total of government securities would still
be whatever emerged fran the surplus or deficit in the operating budget.

What this means, then, is that the magnitudes of the Treasury market-
able debt outstanding will always represent the net effect of past deficits in
the operating budget. There would be no obscuring of the government's actual
operational borrowing needs by merging them inconspicuously into the net in-
flows or outflows of the Trust Funds. Moreover, future beneficiaries of the
Trust Funds could have the assurance that interest-bearing Treasury securities
constitute a clearly identifiable asset base on which they can-rely for their
future benefits. In fiscal policy tezras, neither surpluses nor deficits in the
Trust Funds would then have any effect on the net flow of funds from the pub-
lic into the Treasury to finance the operating budget (i.e., what the British
call the "public sector borrowing requirement").

I hope that your committee will find this approach both meaningful and
consistent with the principles expressed by the Greenspan Commission a few
years ago.

Sincerely,

Senator Daniel P. Moynihan
United States Senate
Washington, D. C. 20510

88-871 (184)


