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- GENERAL REVENUE FINANCING OF
SOCIAL SECURITY

TUESDAY, FEBRUARY 9, 1999

U.S. SENATE,
COMMITTEE ON FINANCE,
. Washington, DC.
The hearing was convened, pursuant to notice, at 10:00 a.m., in
room SD-215, Dirksen Senate Office Building, Hon. William V.
Roth, Jr. (chairman of the committee) presiding.

Also present: Senators Grassley, Moynihan, Breaux, Conrad,
Graham, Bryan, and Robb.

OPENING STATEMENT OF HON. WILLIAM V. ROTH, JR., A U.S.
SENATOR FROM DELAWARE, CHAIRMAN, COMMITTEE ON FI-
NANCE

The CHAIRMAN. The committee will please be in order. Today the
committee will hear testimony about the President’s proposal to im-
prove Social Security’s long term finance.

I am not going to read my full statement, Senator Moynihan,
but, with your approval, will include it as if read.

['I:i}}e ]prepared statement of Chairman Roth appears in the ap-
pendix.

The CHAIRMAN. Let me make just a couple of cbservations. We
all know that Social Security has some very, very serious financial

roblems. In about 14 years, the Social Security revenues will no
onger cover benefit payments.

Now, last year the President did bring Social Security financial
problems to the Nation’s attention and promised to lead legislative
action this year. On January 19, in his State of the Union, the
President proposed transferring $2.8 trillion of the projected budget
surplus over the next 15 years to fix Social Security financial prob-
lems tarough 2055. Of the $2.8 trillion, $2.1 trillion will be depos-
ited in the Social Security trust fund, and will there lie until 2050,

The President’s proposal would represent a major change in fi-
nancial security financing. From the beginning, Social Security has
been funded with a dedicated payroll tax.

Workers éarned benefits based on payroll tax contributions, and
general revenue has not ‘been a source of financing. So, we are
waiting to see the specifics of the President’'s proposal. But let me
assure everyone that this committee intends to work with the
President on a bipartisan basis to strengthen Social Security for
the long term.

(1)
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At this time I would cal}! upon my good friend and colleague, Sen-
ator Moynihan. i

OPENING STATEMENT OF HON. DANIEL PATRICK MOYNIHAN,
A U.S. SENATOR FROM NEW YORK .

Senator MOYNIBAN. Thank you, Mr. Chairman. Just to make a
point that is sometimes overlooked as we talk about the moment
when the Social Security system will run out of funds or the trust
fund will begin to diminish. There is another, and equally singular
fact, or perhaps more, which is, in 1977, we moved Social Security
to a partially funded system from a pay-as-you-go system.

Very little note was taken of that decision, which was very much
an inside decision of the great eminences who had run Social Secu-
rity since the 1930's. I was a member of the committee on con-
ference and I did not know we had done it. I found out about it
later. It took Bob Meyers about 5 years to explain it to me.

But since that time we have been in surplus, and continue to be
in surplus for some years to come. There is a question of what is
owed the system in the aftermath of a good 20, 25 years of pro-
viding funds for general government in return for Treasury bonds.

But, having said that, I would just like to say that I know you
would join me, sir, in welcoming our new Comptroller General,
David Walker. We have not had many big ideas about government
since 1787, but the Comptroller General was one. We welcome you.
Not many of us will be here 15 years hence, but you will.

The CHAIRMAN. We all are very happy to have you here, Mr.
Walker. It is your first appearance, I think, since becoming Comp-
troller General, a position of critical importance to government gen-
erally, but to Congress in particular.

Senator MOYNIHAN. Finance, in particular.

The CHAIRMAN. And finance, in particular. We are looking for-
ward to hearing from you.

Any brief comments? Very brief comments from the Senator from
Iowa.

OPENING STATEMENT OF HON. CHARLES E. GRASSLEY, A U.S.
SENATOR FROM IOWA )

Senator GRASSLEY. I just wonder, if you say I can make brief
comments over any other Senator, I must have a very bad reputa-
tion. [Laughter.]

I want to put my statement in the record, Mr. Chairman.

The CHAIRMAN. Without objection.

[Tdhe ]prepared statement of Senator Grassley appears in the ap-

endix. .
P Senator GRASSLEY. And then explain that I am going to be leav-
ing for our impeachment caucus that each party has before our
court begins.

If 1 could just simply, in the brief fashion you have invited me
to do it, explain that I have had an opportunity to be in touch with
people in tEe White House about the President’s proposal on Social
Security.

On the complimentary side, I compliment the President for keep-
ing the high visibility of an issue that would not otherwise be dis-
cussed if it were not done in a bipartisan way.
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I would also applaud the President for setting aside surpluses for
saving Social Security, but at the same time-—and this was dis-
cussed in my office with people from the White House—whether
you do it the way the President says to do it or whether you do
it just the way we typically have done surpluses, just borrow less
as a result of having surpluses, hence paying down the national
debt and being in a position, after the year 2013, to meet our obli-
gations under the trust fund IOUs when there’s a shortfall of So-
cial Security, or whether you set it aside, as the President has
done, dedicated for Social Security. When the year 2013 comes, Mr.
Chairinan, you are still in the same boat of having to go to the
marketplace for funds to meet our obligation for Social Security.

So I think that the best thing that could happen out of this de-
bate is for the President, up front, to eliminate all of the smoke
and mirrors and simply say that he has got one approach, that if
you go his direction we still end up going to the money market, to
the finance markets, in 2013 to borrow money, or if you do it the
way we have traditionally done it, just use surpluses to pay down
on the national debt, we are there in the year 2013 the same way.

There is no reason to, in a sense, try to muddy the waters and
say we are doing something special when, in fact, we are not, 1
think that the place to start that debate is for the White House to
say, whether you do it the way it has traditionally been done or
whether the way you are doing it that way, you are still going to
have to go to the point of borrowing or taxing by the year 2013.

The CHAIRMAN. Thank you, Senator Grassley.

It is my pleasure now to call on John Breaux. Let me just pub-
licly thank you and compliment you for the leadership you are
showing on Medicare. We think you are making a great contribu-
tion.

OPENING STATEMENT OF HON. JOHN BREAUX, A U.S.
SENATOR FROM LOUISIANA

Senator BREAUX. Thank you very much, Mr. Chairman. I will
just be very brief in the sense of stressing the importance of the
committee doing something in this particular area.

In Washington, it seems that too many times too many people
take the attitude of looking at solving difficult problems by arguing
that someone else should do it first. It really amounts to, no, you
go first, no, you go first, and as a result, no one goes first and noth-
ing gets done.

I think that what we have from the administration is, in fact, a
proposal on Social Security. It may not be one that members can
agree with and have probi);ms with, but it is a proposal. It is out
there. We can argue about it, we can praise it, we can agree with
it, we can dissect it, we can do all the things that we should do
to it in a legislative process, but it is there. So I think that cer-
tainly is a starting point.

In addition to that, there are a significant number of members
of this committee which have put out proposals on Social Security.
Again, we may not agree witll')x them and we may have problems
with them, but they are there. The distinguished Ranking Member
from New York, Senator Moynihan, has a proposed that he has
worked on with Senator Kerrey.
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I have a groposal that I have worked on with the Center for
Strategic and International Studies, CSIS. We spent over a year in
putting it together, Senator Judd Gregg and I, and we have intro-
duced that proposal. Mr. Walker was part of that group that that
helped us put it together. That is before the Congress. In addition,
I think Senator Phil Gramm and Senator Domenici worked on a
proposal in the last Congress.

So the point I would just make, is there are enough proposals
that are out there from different philosophical viewpoints. I think
it is now time that this committee, in particular, try and move for-
ward with actually making a recommendation to the Congress, and
doing it this year, and doing it before we get involved in the elec-
tion process.

We cannot continue, I think, to use the argument, you go first,
because there have been a lot of people who have, in fact, put
something out there and we need to decide which is the best, or
which combination is the best, and move forward so this committee
can be involved in writing a Social Security reform bill that makes
sense.

I know that the Chairman wants to move in that direction, and
I would certainly support him in that effort. Thank you.

" The CHAIRMAN., Thank you, Senator Breaux.
Senator Robb? We hope everybody will keep it very brief.

OPENING STATEMENT OF HON. CHARLES S, ROBB, A U.S.
SENATOR FROM VIRGINIA

Senator RoBB. Thank you, Mr. Chairman. I will be very brief.

I was very much encouraged by the meeting that 12 members
from each side of the aisle from each of the two houses had some
time, I believe it was early December. I do not recall the exact
date, but it was before the end of the year, in which most of the
people agreed that, while there might not be a specific proposal at
that point, that if the administration put forth a specific proposal
that the leaders, particularly the chairman of the House Ways and
Means Commiitee, and others, were prepared to, if not embrace it
in its entirety, take it seriously and proceed from that point for-
ward. I thought that was a good sign. :

I shared the comments just made by my distinguished friend
from Louisiana, that we ought to get beyond the stage of everyone
asking for someone else to go first. I hope to see legislative lan-
guage that we can look up, but we do have at least three circu-
lating proposals at this point. I think that is a step in the right di-
rection. And, as far as I am concerned, the need tor finding a way
to resolve this particular challenge is great. I thank the Chairman
for holding this hearing. .

The CHAIRMAN. Thank you, Senator Robb.

Senator Conrad?

OPENING STATEMENT OF HON. KENT CONRAD, A U.S.
SENATOR FROM NORTH DAKOTA

Senator CONRAD. Thank you, Mr. Chairman. I will be very brief.
I would just say that we have an extraordinary opportunity this
year to do something great. If we do not do it this year, this oppor-
tunity will slip from us. Next year will be an election year, then
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we will be in the aftermath of the election. This is our opportunity
and this is our chance. I hope very much that we do not allow this
to slip from us.

It is going to require more than what has been so far offered by
the White House. It is going to require more in terms of difficult
decisions. I think everybody on this committee understands that.

The only way it is goin§ to happen is if we reach across the aisle
and work together. It will not happen if we stay behind our par-
tisan barricades and simply hurl brickbats at each other.

So, Mr. Chairman, this committee has had a proud tradition of
working together in bipartisan, and I hope this committee is able
to lead the way and fashion a proposal that the rest of our col-
leagues can adopt. It has to start somewhere, and I think there is
no better place than in this committee. I very much hope we do not
lose this opportunity.

The CHAIRMAN. Well, thank you, Senator Conrad. I strongly
agree that this committee is in a remarkable position to contribute
and it must, and will, be done in a bipartisan way.

Let me now turn to our first speaker. I wrote Mr. Walker last
week asking him to analyze the President’s proposal. It is com-
plicated. He is an expert in these areas. As I said, this is the first
time Mr. Walker has appeared before our committee as Comp-
troller General, and we are looking forward very much to your com-
ments. ’

Mr. Walker?

STATEMENT OF HON. DAVID M. WALKER, COMPTROLLER GEN-
ERAL OF THE UNITED STATES, GENERAL ACCOUNTING OF-
FICE, WASHINGTON, DC .

Mr. WALKER. Thank you, Mr. Chairman and members of the
committee. I would respectfully request that my full written state-
ment be included in the record. )

The CHAIRMAN. Without objection.

Mr. WALKER. And I would like to now go to summarize it. I real-
ize that several members may have to leave in a few minutes, so
what I am going to do first is to get to the proverbial bottom line,
then I will end up expounding on it somewhat.

The President’s proposal is complex, which makes it all the more
important for us to focus our attention on what it does and what
it does not do for our long-term future.

In summary, the President’s proposal, first, reduces debt held by
the public from current levels, thereby also reducing net interest
costs, }:'aising national saving, and contributing to future economic
growth.

Second, it fundamentally changes Social Security financing in
two ways. First, it promises general revenue funds in the future by
trading publicly-held debt for debt held by the Social Security trust
fund, and, second, it proposes to invest some of the trust fund in
equities with the goal of capturing higher returns over the long
term.

Number three, it does not have any effect on the projected cash
flow imbalance in the Social Security programs, revenues versus
expenditures, as was mentioned by Senator Grassley. Last, but not
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leaslf}, it does not represent reform of the Social Security program
itself.

It is important to look at the President’s proposal in the context
of the fiscal situation in which we find ourselves. After nearly 30
years of unified budget deficits, we look ahead to projections ac-
cording to OMB and CBO of surpluses as far as the eye can see.
At the same time, we know that we face a demographic tsunami
in the future that poses significant challenges for the Social Secu-
rity slzstem and for our economy as a whole,

Although all projections are uncertain, they get more uncertain
the farther out that you go. We have long held at GAO that the
long-term perspective is important in formulating fiscal policy for
our Nation.

Each generation is the custodian for the economy it hands to the
next, and the Nation’s long-term economic future depends, in large
part, on today’s budget decisions. ;

This perspective is particularly important because our model at
the GAO, as well as the CBO’s model, continue to show that, ab-
sent change in policy, our changing demographics will eventually
lead to re:newedp deficits. This longer term problem provides the
_ critical backdrop for making decisions about today’s surpluses.

Let me briefly describe the President’s Froposal. The President
proposes to use approximately two-thirds of the total projected uni-
fied budget surpluses over the next 15 years to reduce debt held
by the public and to address Social Security’s financing problem. I
should say, to begin to address Social Security’s financing problem.

His approach to this, however, is extremely complex and con-
fusing. This complexity and the confusion associated with it may
serve to undercut the public’s understanding of, and confidence in,
}he government's approach to budgeting and Social Security re-
orm.

The President proposes to transfer an amount equal to the por-
tion of the projected surplus to the Social Security and Medicare
trust funds. This transfer is projected to extend the solvency of the
Social Security trust fund from 2032 until 2049. His proposal to
permit the trust fund to invest in equities is expected to further ex-
tend the trust fund’s solvency until 2055.

To understand and evaluate this proposal it is important to un-
derstand the nature of the Federa? budget, how trust funds fit
within that Federal budget, and the challenges and saving within
our Federal budget. '

First, can we save for the future in the Federal budget? The Fed-
. eral budget is a vehicle for making choices about the allocation of
scarce resources. It is different from State budgets, as Senator
Graham and others would know, in several ways important to this
discussion. .

Most States use fund budgeting, in which pension funds might
build up surpluses that are routinely invested in assets outside the
government. These pension funds, in State situations, are separate
and distinct legal entities that accumulate assets for the purpose
of paying accrued obligations.

In contrast, the Federal Government’s unified budget shows all
governmental transactions and all funds that are available for all
activities. As a result, Social Security is an accounting mechanism



7

by which government obligations have to ultimately be wmet in
order to meet the cash flow needs.

The only way to save in the Federal budget is to run a surplus
or to purchase a financial asset. When there is a cash surplus, it
can be used to reduce debt held by the public. Therefore, impor-
tantly, under current law and past practice, to the extent that
there is an actual cash surplus, debt held by the public would fall
under the baseline scenario, absent any other action.

How does the President's proposal work? In order to “save the
surplus” the President proposes to transfer to the trust fund addi-
tional amounts in the form of Treasury securities. —

If I'can, Mr. Chairman, I am going to deviate from this and try
to use this chart. This is on page 5 of my statement. A couple of
important points. On the left-hand side represents flows associated
with Social Security alone. On the right-hand side represents flows
associated with a general fund. The middle reptesents the flows be-
tween the two.

It is important to understand that you have to draw a circle
around this entire chart because the circle represents the unified
budget. So what we have here are accounting mechanisms. The
left-hand side is the Social Security trust fund and the Social Secu-
rity program, the right-hand side is the general fund. The consoli-
dated portion is the unified budget.

Under Social Security, you have FICA taxes and certain other
revenues that come in, and then you have distributions for benefits
and program expenses. To the extent that you have an excess cash
flow in any given year, that cash flow, that FICA surplus, is lent—
is lent—to the Federal Government for the purpose of using for
other purposes.

Special Treasury securities that are backed by the full faith and
credit of the U.S. Government that carry prevailing market rates
of interest are then provided to the trust fund to evidence that
lending that has occurred and to provide a legal and moral commit-
ment on behalf of the government equal to those securities.

On the right-hand side, you have other taxes coming in and then

_ you have expenditures for discretionary spending that, today, rep-

resent about 30 percent of the Federal budget, whereas in JFK’s
time it was about 70 percent of the budget. Then you have manda-
tory spending, including entitlement programs, which today rep-
resent about 70 percent of the budget, whereas in JFK's time it
was about 30 percent.

To the extent that, in combination, there is a balance, a positive
balance, you then have a merged surplus, a unified surplus that
would be available to pay down public debt. In the absence of any
other action, that is what would happen.

In fact, for fiscal 1998, that is exactly what did happen. There
was an approximate $50 billion reduction by debt held by the pub-
lic attributable to the results of operations for fiscal 1998, largely,
if not totally, due to surpluses that occurred on the Social Security
side of this equation. If we can change, now.

This is what the President is proposing. It is exactly the same
except for a couple of things. Number one, you will see down below,
you had the transfer to the trust fund. This is the incremental se-
curities that the President is proposing be transferred to the trust
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fund 'equal to approximately 62 percent of the projected surpluses
over the 15-year period that he is dealing with.

I would equate this to a grant. It is an additional grant that he
is proposing to make to the Social Security trust funds above and
beyond the securities that the Social Security trust fund will get
because of lending the surplus cash flows that it has been doing for
years to the Federal Government for other purposes.

I think, if you look at the proverbial bottom line, based upon the
numbers that OMB has provided for the year 2000 to 2004, that
5-year period, you will see that two of the importance differences
are that, under the President’s proposal, in addition to the status
quo, there would be $445 billion over the 5-year period in addi-
tional grants of securities to the Social Security trust fund above
and beyond otherwise what it would get.

Second, there would be about $380 billion in reduction in the
debt held by the public as compared to about $763 billicn reduction
of debt held by the public if the status quo was to prevail and if
the President’s proposal was not adopted.

Now, if I can, let us return to government financing and debt.
But before I do, I think it is important to reemphasize my earlier
comment. That is, this proposal represents a fundamental shift in
the way the Social Security program is financed.

It moves away from payroll financing towards a formal legal
commitment which has economic consequences to use general rev-
enue sources to fund Social Security obligations in the future. This
is unprecedented.

It is something that the Senate needs to carefully consider as to
whether or not it is desirable and advisable, and to the extent that
you use those resources for this, it obviously serves to squeeze out
resources that are otherwise available for other entitlement pro-
grams or other discretionary spending that is there. Clearly, it has
major legal and economic consequences that need to be addressed.

If I can return to government financing and debt. The President's
proposal would have the effect of reducing debt held by the public
from the current 44 percent of GDP to 7 percent of GDP over the
15-year period.

Our previous work on the long-term effects of Federal fiscal pol-
icy has shown the substantial benefits of debt reduction. For the
economy, lowering debt levels increases national saving and frees
up resources for private investment.

The President’s proposal trades debt held by the public for debt
held by government accounts, but it also spends a portion of the
projected surplus under the baseline. Debt held by the trust fund
goes up more rapidly than debt held by the public fall, largely due
to the additional securities transferred to the trust funds. Gross
debt, therefore, increases.

I am sorry, we do not have a chart on that. We did not have time
to do it. But if you can look on page 8, I think it is informative.
Several comments on page 8.

If you look at the horizontal line, that'’s the debt limit. It is cur-
rently at $5.95 trillion. That is the current debt limit. If you look
at the line that slopes upward, that is OMB’s baseline projection
of what will happen to total debt before the President’s proposed
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reforms. In other words, that ic status quo, using all surpluses to
pay down public debt.

Then if you look at the bars, that is what would happen to total
debt if the President’s proposal was adopted. One of the things that
you will see is that, while publicly-held debt as a percentage of
GDP goes down under the proposal, total debt goes up, largely at-
tributable to these Erants of additional Treasury securities that
would be made to the Social Security trust fund, and also being
proposed for Medicare as well. .

So total debt would go up to the point where the debt ceiling ac-
tually would be exceeded in the year 2001 of the President’s pro-
posal, as o%posed to in the out years under the status quo. -

While reducing debt held by the public appears to be the center-
piece of the President’s proposal and has significant benefits, as I
noted before, the transfer of unified surpluses to Social Security is
a separate issue. The transfer is not technically necessary.

enever revenue exceeds outlays and the cash needs of the
’I‘reasu?r, there is an actual surplus. Then debt held by the public
should fall because those additional proceeds would be used to pay
down debt held by the public.

The President’s proposal appears to be premised on the belief
that the only way to sustain surpluses is to tie them to Social Secu-
rity or to hide them in Social Security.

He has merged two separate questions. First, how much of the
surplus should be devoted to reducing the debt held by the public?
Two, how should the Nation finance the Social Security program in
the future?

The President ;iroposes two changes in the financing of Social Se-
cunity. First, a pledge of general funds in the future, and second,
a modest amount of investment in equities.

Both of these represent major shi%s in approach to financing the
Social Security program. By trading debt held by the public for
debt held by the trust funds, the President is committing future
general revenues to the Social Security program.

This means that, for the first time, there will be an explicit and
legal claim on the general fund for amounts in excess of the posi-
tive cash flow as attributable to payroll taxes. This is a major
change in the underlying theoretical design of the Social Security
proiram.

The question of bringing significant general revenues into the fi-
nancing of Social Security is a question that deserves full and open
debate. The debate should not be overshadowed by accounting com-

lexities and budgetary confusions associated with the proposal,
gut"rather to deal with the substance rather than the form of what
is going on. ~

One discouraging aspect of the President’s proposal is that the
transfers to the trust funds would be made regardless of whether
the expected budget surpluses actually are realized. The amounts
to be transferred to Social Security would be written into law as
a percent of taxable payroll rather than as a percent of the actual
unified budget surplus in any given year.

These transfers would have a claim on the general fund, even if
the actual surplus fell below the amount specified to be transferred
to Social Security. And that does present a risk because, as we
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know, projections are not always reality, and it gets tougher the
further out you go.

It should be noted that any proposal to allocate surpluses, par-
ticularly over a long period of time, is vulnerable to the risks that
those surpluses and those projected surpluses may not materialize.
The history of forecast shows that we need to be cautious here.

I think it is important, Mr. Chairman and Senators, to note that
this is not a unique dilemma to the United States, that there are
many other countries around the world that have faced similar
challenges. It is a nice challenge to have a surplus rather than a
deficit, but there are many countries and many other democracies
that have faced that. -

We have looked at some of these democracies at GAO and what
they have done to try to deal with it. Several nations have, in fact,
succeeded in sustaining surpluses while meeting longer term obli-
gations. In those nations, political leaders were able to articulate
a compelling rationale to justify the need to set aside current re-
sources for future needs.

For example, in Australia, New Zealand, the United Kingdom,
these countries have come to the conclusion that the debt burden
matters and they make it an explicit part of their fiscal decision-
making process. In addition, in other countries such as Canada,
they save for the future by separating their pension and Social Se-
curity-related assets from the rest of the government’s budget.

It should be noted that other nations have attempted to directly
address their debt and pension problems and have usually done so
shortly after a fiscal or economic crisis. Fortunately, we do not
have that problem.

At the same point in time, we do, as Senator Conrad said, have
a unique opportunity to be able to use our good fortunate to meet
the very real and known challenges of the future. ]

Finally, it is important to note that the President’s proposal does
not alter the cash flows associated with the Social Security pro-
gram one nickel. There is no change in the cash flows.

If I can show you here, Senators. If you look at the dotted line,
that represents the projected cash income for Social Security. If you
look at the solid line, that represents the projected expenditures.

You will see that the marks cross in 2013. 2013 is when there
is a projected negative cash flow. At that point in time you either
need to raise taxes, reduce benefits or cut spending, or refinance
the obligations in order to meet the cash flow needs. There is no
free lunch associated with it. The graph does not change at all.

So, therefore, while this proposal does represent a number of
positive elements, including paying down debt held by the public
and saving part of that for the future, it does not represent Social
Security program reform.

In order to assure the solvency and sustainability of the Social
Security program, we must engage in fundamental reform. These
changes should be made sooner rather than later. The longer
meaningful action is delayed, the more severe the actions will have
to be in the future.

There is another reason to take action on Social Security now.
Social Security is not the only entitlement program needing urgent
attention. In fact, the issues surrounding the Medicare program are
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much more urgent and complex. I recognize that Social Sécurity is
not easy. At the same point, in time on a relative basis, it is a lot
easier than Medicare and possibly some of the other challenges
that we face.

In my view, progress is likely to be greatest if we see the various
choices as not either/or decisions, but rather as an array of possi-
bilities along a continuum. Combining elements of different reform
approaches may offer the best chance for this committee, for the
Congress, and for the Nation to produce a package that addresses
the problem comprehensively for the long term in a way that is
meaningful and acceptable to the American people. I give several
examples in my testimony. o -

Mr. Chairman, I also proposed five criteria on which I give more
detail in my testimony that the Senate might wish to consider for
evaluating proposals. Those are: sustainable solvency, equity, ade-
quacy, feasibility, and, very important, transparency, so the Amer-
ican people-understand what is being done and has confidence in
what our government is doing in this regard, and supports it.

In conclusion, Ludget surpluses provide a valuable opportunity to
capture significant long-term gains to both improve the Nation’s ca-
pacity to address the looming fiscal challenges arising from our de-
mographic changes, but also to aid in the transition to a solvent,
secure, and sustainable Social Security program.

Under the President’s proposal, a substantial share of the sur-
pluses would be used tu reduce publicly-held debt, providing de-
monstrable gains for our economic capacity to afford our future
commitments.

However, the President’s proposal does not include any Social Se-
curity program reforms to make the programs’ commitments more
affordable. There is no free lunch. We must move to assure the
long-range solvency and sustainability of Social Security through
fundamental program reform, which will involve tough decisions.

The transfer of surplus resources to the trust fund which the ad-
ministration argues is necessary to lock up these surpluses for the
future would, nonetheless, constitute a major shift in financing of
the Social Security program. Moreover, the proposed transfer may
well make it more difficult for the public to understand and sup-
port the savings goals that are articulated.

Several other nations have shown how debt reduction itself can
be made to be publicly compelling, and only you can decide whether
or not their approaches will work in the United States.

I am very concerned that enhancing the financial condition of the
Social Security trust fund alone, without any comprehensive and
meaningful program reforms, may, in fact, undermine the case for
fundamantal program changes.

Delay will only serve to make the necessary changes more pain-
ful down the road. The time has come for meaningful Social Secu-
rity reform. After all, we have much bigger and more complex chal-
lenges to tackle.

Mr. Chairinan, GAO stands ready to help this committee and the
Congress address Social Security reform and other critical national
challenges. We are here to fill the gaps and to try to provide clarity
where there is confusion. We look forward to working with you to
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try to make a positive and lasting difference for our country and
the American people.

Thank you, Mr. Chairman.

{The prepared statement of Mr. Walker appears in the appendix.]

The CHAIRMAN. Thank you, Mr. Comptroller General, for a very
informative and effective statement. . ~

Having said that, I have to say it is also very disturbing and very
alarming because it seems to me what you are saying is that the
President’s proposal does nothing to really reduce the fiscal crisis
or to make the kind of structural reforms that will help secure So-
cial Security for the long term. That bothers me.

I think it was last year the President was at Georgetown and he
said, “If we can develop a consensus as a country to act soon, we
can take relatively modest steps that will keep Social Security’s
role in providing some retirement security to people without un-
fairly burdening your generation.”

But this program, if I understand you, Mr. Walker, does not do
that. Is that correct?

Mr. WALKER. It does not fundamentally reform the Social Secu-
rity program. It does not change the cash flows associated with the
Social Security program, which ultimately is going to need to be
done. It does result in a significant pay-down on publicly-held debt
which has positive economic consequences, which increases our
flexibility and capacity in the future.

The CHAIRMAN. Correct.

Mr. WALKER. But that would happen anyway if these surpluses
really were realized, and if the surpluses were used to pay down
debt. In fact, it would happen to a greater extent than is being pro-
posed under the proposal. ’

The CHAIRMAN. Let me ask you this. If we followed the Presi-
dent’s plan, why could we not just recycie the surplus again, and
again, and again and make Social Security solvent forever, on
paper at least, and still pay off the debt? :

Mr. WALKER. Well, ultimately, you have to pay off the debt.
What you have is, to the extent that you have intragovernmental
transactions, in the end you have to pay off the debt. You have got
to be able to generate the incremental cash to pay off that debt.
In the end, it means you either have to raise taxes or other reve-
nues, cut spending, in order to get that done.

Let me give you an example, Mr. Chairman. If you look at sev-
eral key dates, 2013 is when Social Security turns a negative cash
flow, before or after this proposal. It does not change.

Those cash flows have to be made up. That has consequences.
Overall, the government has to either raise taxes, cut spending, or
try to refinance it. But if it refinances it, it is ultimately going to
have to -meet that burden down the road at some point in time;
2032 represents the date, without any reform, in which the amount
of government securities that are in the trust fund are exhausted.
After that date, Social Security only has 75 cents in revenue for
every dollar in expenditures.

The President’s proposal would extend that date to 2049 if you
do not do the equity alflocation, and 2055 if i, does. But it does not
change the fundamental imbalance in cash flows in Social Security
which we have long stated needs to be addressed.
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The CHAIRMAN. Let me go to what I consider to be a very major
policy change of using general revenues for Social Security. As long
as I can remember, there has been great pride taken on the part
of senior citizens that this was an insurance program, that they
were paying their way. But for the first time, in a significant way,
we are talking about financing Social Security with general reve-
nues. Would you spell out what the implications of that are?

Mr. WALKER. Well, historically, the Social Security program has
been financed primarily by payroll taxes. It has been viewed as a
social insurance program, where everybody pays for a portion of
their benefits.

Now, as you know, Mr. Chairman, and the other Senators, there
are different rates of return. The lower income individuals get a lot
better rate of return than higher income individuals. People that
retired back in the 1940’s and 1950’s got a lot hetter return than
the people today, but it has been the concept of social insurance fi-
nanced primarily by payroll taxes. :

This"would, to the extent that these additienal Treasury securi-
ties would be granted or gifted to the Social Security trust fund,
change that. It would mean that there is a pledge, a legal pledge,
an explicit promise, that a portion of general revenues above and
beyond the excess payroll tax surpluses would be pledged to meet
Social Security obligations that otherwise could be used for other
purposes.

The concern is, that fundamentally changes the financing of the
program. It kind of moves you somewhat away from social insur-
ance. It provides you less flexibility. The concern is, that is a major
change that the Congress and the Senate needs to debate that we
are trying to highlight here in our testimony.

The CHAIRMAN. Senator Moynihan?

Senator MOYNIHAN. Well, first of all, to agree with you com-
gletgly that this is an extraordinary proposal which we have to look

ard at.

To make one point. I am so pleased, Mr. Walker, that you began
with the proposition that this whole proposal would reduce the debt
held by the public at current levels. Would you agree, sir, given the
surpluses, that will happen whether we have the Social Security
fandango or not? .

Mr. WALKER. Yes, Senator. If the projections are proved to be
real.

Senator MOYNIHAN. Yes. We look up and find we went inte enor-
mous debt in the 1980’s. At this point, 11 cents of every Federal
dollar is spent on debt service, only 15 cents on national defense.
But we never held hearings on debt service, because they are auto-
matic. You have no choice.

But here is chance to get us back to the 1970’s, or get us back
to 1914, if you can believe it, to the point where it is not a major
factor in our National life. We should do that no matter what we
do. We have this chance, and it will not come again.

Second, on your point that the President’s proposal, after all that
talk last year, does not represent a Social Security reform plan. In-
deed, it does not. It does not change one line in the statute as re-
gards who pays and what you get back, and so forth.

62-834 00 -2
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Yet, the proposals we have in this committee, Mr. Chairman, do
address those matters. I would like to just give one example of an
archaic aspect of the present system that might surprise people.
One-quarter of all the State and local employees in the United
States do not pay Social Security taxes.

That hearkens back to the 1930’s when it was not clear whether
the Federal Government could tax the State government, and so
forth. Now, almost all of these people managed to get Social Secu-
rity on the side. But that is five million people not paying in their
proper dues. There is no reason to allow that to go on.

Would you agrece? I am not asking you to agree, but you will
grant that that is an example of an archaic problem from the
1930’s which we could resolve before the century is out.

Mr. WALKER. Many of the reform proposals that are out there
propose to address that issue and to eliminate that imbalance.

Senator MOYNIHAN. And the fraction of wages, that they are
taxed 88 percent, do we not? We normally taxed about 90 percent
of wage income in the country, and we have dropped below that,
have we not?

Mr. WALKER. We have.

Senator MOYNIHAN. Yes. So if we just kept to our traditional
practice, we would be getting more revenue without changing any
oﬁ the rules. That is true. So why not? You do not have to answer
that.

Mr. WALKER. [-will not, Senator. That is the Senate’s job, the
Congress. . ‘

Senator MOYNIHAN. Yes. But thank you very much for making
those points. It was very clarifying and very helpful.

Thank you, Mr. Chairman.

The CHAIRMAN. Thank you, Serator Moynihan.

Senator Robb?

Senator RoBB. Thank you, Mr. Chairman.

Mr. Walker, let me say that the one chart that you did not repro-
duce, for me, is the most edifying and the most valuable, and one
that I have been trying to produce on my own for some period of
time. I hope that you will reproduce this chart.

This is on page 8, for my colleagues and others who may have
a copy of the Comptroller General’s testimony. Because this is, at
least as far as I am concerned, a candid presentation of what is ac-
tually happening and belies the concern or belies the optimism that
creates a great deal of concern for me, that we feel that, by extend-
ing the date that we say that the real problem occurs with Social
Security, we will just forget structural reform altogether and move

on.

The chart that you still have displayed, and I do not know which
page it is on, but it relates to the fact that there is no change what-
ever in the cash income and outgo, and I think reflects accurately
the situation. But I suspect that there is widesprcad public belief
that somehow that has been changed.

It seems to me that the point you make with respect to the fun-
damental change in law, whereby we accept as a responsibility of
the general revenue flow, an obligation to make Social Security
payments is going to come about in 2013 unless we do something
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to change the dynamics of the system as it exists today. Would that
not be correct? :

Mr. WALKER. That is correct, Senator. Let me add that I agree
with you about this chart on page 8. I would like to have had it
here today, but this is something we came up with at the last
minute, because it did help us. We will reproduce it for future use.

But you are correct. We need to deal with the fundamental im-
balance in the cash flows. I am concerned about an expectation
gap.
Senator ROBB. That is exactly what I am referring to.

Mr. WALKER. Because you are going to hit the debt ceiling. Total
debt is going up, yet people are saying, we are paying down debt
held by the public. Yes, we are, and that is good. But total debt
matters, too.

Senator ROBB. You have produced the chart that I have been
looking for, and I simply commend you for doing it. If it is possible,
based on the figures that are available, it seems to me producing
a chart that goes out 10 or 15 years based on the information that
is available would be additionally useful because of the speculation
about the 10- or 15-year date with respect to these numbers would,
I believe, present an even more dramatic picture. If my calculations
are correct, based on the current assumptions, which are consider-
ably rosier than they were a year ago, and much rosier than they
were two years ago, the total debt, the unified budget debt for the
government, stays about level over a period, whereas the debt held
by the public goes down to 7 percent of GDP at the end of 15 years,
from the current 44 percent, I guess it is.

But, because of the increase in the obligation that is now trans-
ferred to Social Security as opposed to government-held debt, we
have, if you do not put in the USA accounts a figure that is essen-
tially an even line with the percentage of debt owed to the public
and debt owed to the government, so to speak, the line changes but
the })arge bar graph remains about constant. Is that a fair assump-
tion?

Mr. WALKER. Senator, it is my understanding, it depends on how
you look at it. First, as a percentage of GDP, as a percentage of
our economy——

Senator ROBB. [ was not even relating this to GDP, but please
go on.

Mr. WALKER. But this might be helpful. Total debt does decline
as a percentage of GDP. The debt held by the public declined sig-
nificantly under this proposal. But the intragovernmental debt, the
del:it held by the trust funds, goes up significantly during the pe-
riod.

But what is important, which you pointed out, Senator, is per-
cent of GDP is one way to look at burden, but you also have to look
at nominal dollars and you also have to look at total debt. You
have to consider the debt ceiling which is in dollar terms rather
than percentage of GDP.

Senator ROBB. Let me ask you one final question, because my
time is about up. Is there any real difference between the dollars
that are held in the two accounts in terms of what we have to as-
sume are long-term government obligations?
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Are the dollars fungible or beyond the ability to keep Congres-
Zi(;ma?l hands off of the projected surplus between now and the year

137

Is there any other significant impact of choosing this particular
plan over proceeding on the status quo as far as Social Security is
concerned? .

Mr. ‘WALKER. I guess the way I look at it, Senator, is the Presi-
dent seems to be saying that he believes the best way to ensure
that the surplus will be preserved is to link it to Social Security
and Medicare.

Senator ROBB. And that is the one aspect of the plan that I find
myself in wholehearted agreement with the President. I am looking
beyond that. Is there anything more than, in effect preserving that
amount from the prying hands of Congress for either additional
spending or tax cuts, whatever the case may be, that accrues from
an obligation accounting point of view?

Mr. WALKER. Obviously, you could end up, just by doing nothing,
if Congress had the discipline not to do something on taxes or
spending, you could pay down debt even more than the President
is talking about.

Ultimately, the obligations that our Nation faces with regard to
Social Security is not affected by this. We have still got government
financing challenges that have to be dealt with, because we have
not dealt with the imbalance and the cash flows attributable to the
Social Security program. I hope that is being responsive, Senator.

Senator ROBB. It is. Paying down the debt even faster would be
my preference.

With that, Mr. Chairman, I thank you.

The CHAIRMAN. Thank you.

Senator Conrad?

Senator CONRAD. Thank you, Mr. Chairman.

Thank you for an excellent presentation, David. I thought it was
right on the mark.

It is very hard to communicate, I think, to the American people,
-.perhaps even to our own colleagues, what is going on here. I think
it is very hard for people to understand, when you have these sepa-
rate accounts, how they work together.

We have had testimony from virtually every economist. Alan
Greenspan has told us this very clearly. The best single thing that
we could do for the future of the economy of our country is to pay
down debt, that that is preferable to a tax reduction, that is pref-
erable to spending the money in new initiatives.

The reason that is preferable is because paying down the debt re-
duces” pressure on interest rates. Reducing pressure on interest
rates creates a better climate for investment, and means we will
have a bigger economy for the future.

The question is, how do we accomplish that? As you indicated in
your testimony, the President believes that if you just start paying
down debt with surpluses, that that will become a honey pot. In
Congress, people will move to spend it or they will move to give it
back in tax cuts. But we will not accomplish what is, according to
every economist I have heard, the single best thing we could do for
the future of this country, which is to pay down debt.



17

Now, I do not know if he is right about that judgment. He has
come up with something that is very complicated, transferring as-
sets. to the Social Security trust fund and in the meantime paying
down publicly-held debt. -

In addition, he is doing more than that. Not only is he paying
down debt, but he is also allowing resources for certain high-pri-
ority spending, including defense, including education, he is also
putting money into Medicare to shore that up because that is in a
tougher circumstance in the short term than is Social Security.

So it boils down to, fundamentally, a question of how do we use
resources? Most of the resources in the short term, the surpluses,
are coming because there is a surplus in Social Security.

But if we go back to the fundamental geal which the economists
have told us ought to be our goal, which is to pay down debt, how
would you propose that? Is there any thought that you have on how
we could fence that money off so it is not either spent or given back
in tax cuts so that it can actually be used to pay down debt to
strengthen the economy for the future?

Mr. WALKER. Senator, there are other ways that you could ac-
complish this same objective. You could look at the budget treat-
ment for Social Security. I think that one of the things that we
could do, that we could provide for the record, if you would like,
is what some other countries have done, some more detail.

I think it is important to recognize that, at GAO, our job is to
give you the facts, to tell it like it is, and to help you be able to
decide, since you are elected, what ought to be done. And I would
be happy to provide you with some additional information, but I
would Eate to make a recommendation on what you ought to do.

Senator CONRAD. I understand. Let me just say this to you. I am
part Swedish and part Norwegian, so I look at what they have
d&ne and am interested in what they have done to wall this money
off.

I believe, clearly, the best thing we could do for this country is
to pay down debt. That would put us in the strongest position to
deal with the imbalances in Social Security in the future in addi-
tion to actual Social Security reform proposals. '

Now, I would be very interested in what these other countries
have done to segregate the trust funds. What mechanism have the
used so that those of us in Congress and the executive branc
would not be as, perhaps, open to spending it on new initiatives or
giving it back in tax reduction? I can tell you, I would love to have
a tax cut.

I look at what we spend in Federal taxes every year. It is a lot
of money. Of course, most Americans pay more in payroll taxes
than they pay in income taxes. The vast majority of the people in
our country are paying more in payroll taxes than they are in in-
come taxes.

But, still, if we are going to do what every economist tells us is
the best thing for the future of this country, it is clearly to pay
down debt, that that will strengthen the economic growth of this
country and mean that there is more to share in the future than
what we have now. So, I would be very interested in any models
that you have of what other countries have done to assure that
that happens. ‘
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Mr. WALKER. Senator, I would commend to you page 12, which
provides an example of what Norway has done. We-would be happy
to provide you with additional information. But Norway faces tge
problem of declining oil revenues, because they get a significant
percentage of their total tax receipts from oil revenues.

Second, an aging society, the demographic tsunami that we
talked about before. So they have actually created a separate and
distinct trust fund that is off budget, that is funded and dedicated
solely for the purpose of meeting some of the future challenges as-
sociated with the aging population. But we can provide you further
detail but, yourself being Scandinavian, I thought you would be in-
terested in that.

Senator CONRAD. I would be very interested in that.

The CHAIRMAN. I would ask that you provide that information for
the committee, because I think everybody would be very interested.

{The information appears in the appendix.]-

The CHAIRMAN. Next, we have Senator Bryan.

Senator BRYAN. Thank you very much, Mr. Chairman. -

I agree with the observation that Senator Conrad just made in
terms of what we can achieve if we can reduce the amount of the
debt. There is an additional benefit that we get as well, and that
is the 11 percent that Senator Moynihan talked about. :

That is, the percentage that we pay each year on the interest on
the national debt would be reduceg as well if the principal amount
of that is reduced, and that would give us the opportunity to either
provide tax relief or to enrich programs that we feel may need ad-
ditional funding as well.

Most of us are going to have to explain this proposal, not to the
American Institute of Certified Public Accountants, but ordinary
folks at home, people who have focused on the debate in recent
ﬁe:(iirs. I think that is a positive byproduct of the discussion we have

ad.

There is a recognition that we are going to have to do something
in Social Security. Not everybody may have that date of 2032
etched into the memory circuit, but people do recognize that there
are some problems out there, and particularly younger people who
are part of the work force in their 30’s have this understanding
that somehow the system is going to be different, many of them do
not even believe that there will be a Social Security program for
them. So it is going to be incumbent upon us to explain exactly
what this involved, convoluted proposal means.

Some of us came to the Congress in the 1980’s from a State per-
spective and we were, frankly, horrified at what we saw occur at
the Federal level. I mean, in 1980, I think the numbers were some-
thing like, less than $1 trillion in national debt.

That represented the accumulated expenditure since the Federal
Government assumed the Revolutionary War debt of the States,
the Civil War, two World Wars, a Great Depression, Korea, Viet-
nam, and all of the intervening sccial programs of the 1930’s.

All of a sudden, expenditure has exploded and this massive over-
hang of debt now confronts us. We do have a unique opportunity,
it seems to me, to do something about that. Like Senator Conrad,
I would be interested in what other thoughts that you might have
in terms of options that are available to us.
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Let me return to a pragmatic question. The national debt today
is somewhere in the range of, what, $56 trillion plus? What numbers
do you use?

Mr. WALKER. Let me see. Right now it is $5.4 trillion, $5.5 tril-
lion, I believe. T

Senator BRYAN. All right. So $5.5 trillion. That is the number
that we use today. What number will we have based upon the
President’s proposal and the President’s projections? How will that
change in terms of using the number that we use today that we
all know is somewhere in the: $5 trillion range?

Mr. WALKER. On page 8, which is the chart that Senator Robb
referred to, that will tell you total debt, which is what is subject
to the debt ceiling. Public debt will go down significantly.

Senator BRYAN. I understand that.

Mr. WALKER. We have a line chart that we have done that shows
what happens with total debt as a percentage of GDP, as well as
gross numbers, what happens to debt held by the trust funds, what
happens to publicly-held debt, because I think that would help
shine some light on this.

Senator BRYAN. It would, indeed. But the point that I am trying
to get is some apples to apples comparison. [ mean, I realize that
this is an innovative approach. We talk about debt held by the pub-
lic, and institutional debt, and all of these terms. But, basically,
what you are saying, for those of us that are going to have to ex-
plain this at home, that the total amount of the debt is going to
go up.

Mr. WALKER. That is correct, Senator.

Senator BRYAN. And what will that be?

Mr. WALKER. The total debt in 2004, under the President’s pro-

osal, would be $6.743 trillion, which is up from about $5.4 trillion,
55.5 trillion today.

Senator BRYAN. Let me say in great respect, and I understand
the differences between the two types of debt we are talking about,
but that does not seem to be moving in the direction that a lot of
us would like to see it go.

We do this under this proposal without achieving any real long-
term Social Security reform. In effect, we kind of punt the ball and
decide to work on that, presumably, at some later time.

The concern that I have is that we are in a most fortuitous cir-
cumstance right now. I do not think any of us who were elected in
the late 1980’s, as I was, ever believed in our lifetime that we
would see the kinds of budget surpluses that we are seeing today.
I mean, I do not think any of us thought that.

We hoped that we would be able to help to return to a more fis-
cally responsible Federal budget, but none of us saw that. This is
not going to continue forever. Everybody knows, the business cycle
has not been repealed. We are going to have downturns.

One last question. With these proposals that the President has
advanced, what happens to those proposals if there is a revenue
shortfall? That is to say that, because of economic circumstances
unforeseen, the revenue stream disappears and, in any one given
year, our expenditures exceed by a fairly substantial amount the
revenues coming in. How does all of that then come into play in
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terms of the obligation to the trust fund under these special Treas-
ury certificates, or whatever they are?

Mr. WALKER. That is one of our concerns, Senator, because under
the President’s proposal the amounts that would be granted or
transferred, incremental amounts would be transferred to the So-
cial Security funds, would be based on a percentage of taxable pay-
roll, not a percentage of the actual unified budget surplus. There-
fore, there is a possibility that you would still be transferring these
sums in a circumstance where the surpluses do not exist, they
evaporate for some reason.

Senator BRYAN. So in order to finance that, and tell me if I am
missing something here, you would have two options, either to re-
duce other expenditures, an amount that is represented by the obli-
gation that you have got to transfer to the trust fund so that you
keep, in effect, a balanced budget, or, dare I say it, the “T”-word,
increase taxes in order to have the revenue stream increase to rep-
resent the amount of money necessary to address the outflow. Or
the third option is to increase the debt level even further.

Mr. WALKER. Increase publicly-held debt, which ultimately fur-
ther mortgages the future, obviously.

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

The CHAIRMAN. Thank you, Senator Bryan.

We, next, have Senator Graham.

Senator GRAHAM. Thank you, Mr. Chairman.

Thank you, Mr. Walker. I am pleased that we have a son of Flor-
ida here providing us with such clear analysis.

Let me ask a few questions. For the last year, one of the guiding
principles of our fiscal policy has been to save Social Security first
and not use the Social Security surplus for any purpose other than
Social Security until we had reformed the Social Security system.

I hear you saying that we do not have in this plan a reform of
Social Security, that the system: stays the same way it is and we
make certain accounting adjustments inside the unified budget.

Mr. WALKER. We have Social Security financing reform in that
we have a situation where this additional grant of securities will,
in effect, represent a pledging of general revenues above and be-
yond the excess payroll taxes. We have a proposal for a portion of
the trust fund to be invested in equities, which is financing reform.
We do not have program reform.

Senator GRAHAM. You emphasize the fact that these new Treas-
ury securities will be a pledge of future general revenue to pay
them off. What about the rest of the Social Security surplus, that
which we have been accumulating and will continue to accumulate;
what is the nature of the general revenue obligation to pay that off
when those securities come due?

Mr. WALKER. They are similar. Let me try to explain this, Sen-
ator, because it is complicated. I think the complexity, frankly,
serves to confuse the public and undermine public confidence.

Basically, what you have is the securities are the same. They are
non-readily marketable Treasury securities, backed by the full faith
and credit of the U.S. Government bearing prevailing rates of inter-

The difference is ¢s follows. In the past, the way I look at it,
what we have had is vasically a loan. We have had a loan from one
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element of the government to another part of the government be-
cause Social Security, on its own, that separate account, if you will,
within the overall budget has been running a positive surplus.

So, therefore, the rest of the government has taken that cash
flow, that positive cash flow, used it for other purposes, but given
back a government security backed by the full faith and credit of
the U.S. Government.

What is new here is, the securities are the same. You still have
the issue that we talked about before, you have got to either raise
taxes, reduce spending, or further mortgage the future through re-
financing and increasing publicly-held debt in order to deal with
Social Security’s obligations.

What is different, is that for the first time, rather than these se-
curities in the trust fund representing excess cash tlows attrib-
utable to payroll taxes, plus interest, obviously, on past obligations,
it is going to be a grant that does not have anything to do with
Social Security that will be a legal and explicit promise to use fu-
ture general revenues above and beyond what happened on Social
Security on its own to shore up Social Security in future years.

Senator GRAHAM. But in terms of the commitment of general rev-

. enue to repay, it is the same commitment for the underlying of sur-

plus generated by excess payroll taxes over benefits, as it will be -
on this new layer of, as you describe it, grant securities.

Mr. WALKER. The macroeconomics are the same.

Senator GRAHAM. One concern I have, is we have put a lot of
focus on the number 62, that being the percentage of the unified
surplus over the next 15 years which will be generated by Social
Security. That then becomes tiie means by which that new grant
is calculated.

Actually, that 62 percent number is a little deceptive. Using my
elementary school long division capabilities, because [ was without
computer or hand calculator, and using the OMB budget estimates
of the unified surplus, it appears that over 86 percent of the unified
surplus during the first 5 years, that is 2000 and 2004, will be gen-
erated by the Social Security surplus, and over the first 10 years,
68.8 percent will be generated by the Social Security surplus.

It concerns me, therefore, that we are essentially putting the So-
cial Security system at risk by saying, from year one, you are going
to get the 62 percent that is based on a 15-year average, whereas,
it is going to be deep into the latter periods of that before we begin
to approach the allocation of the unified surplus that would cause
Social Security to be only 62 percent.

Mr. WALKER. As you properly point out, Senator, that 62 percent
is an average over a 15-year period of time.

Senator GRAHAM. The average is back loaded, i.e., the Social Se-
curity surplus is disproportionately high in the first 5, and even the
first 10 years, and then it is only in the last 5 years that the non-
Social Security surplus gets to the point that it reduces Social Se-
curity to just the 62 percent level. )

Mr. WALKER. Correct. Social Security is providing most of the

~ ‘surplus’ifi the early years; but, as we have talked about before, in

2013 Social Security has a negative cash flow, so it provides none
of the surplus starting in 2013.
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Senator GRAHAM. My conclusion of that is, we are putting the So-
cial Security surplus, in terms of its use, at the risk that those
p_rolgpects of surplus 10 and 15 years from now will, in fact, mate-
rialize.

The CHAIRMAN. Thank you, Senator Graham.

One conclusion that disturbs me, is you are saying that the cur-
rent debt Jimit will have to be raised sooner under the President’s
proposal than currently. Is that not correct?

Mr. WALKER. That is correct, Senator. 2001, under the Presi-
dent’s proposal, and a number of years later under the status quo.

The CHAIRMAN. Which, of course, in turn means that debt is in-
creasing.

Mr. WALKER. That is correct, Senator.

The CHAIRMAN. Well, David, I want to thank you for being here
today. I think your testimony has been extraordinarily helpful. We
do want to continue working with you on this complex matter as
a source of information and intelligence.

Thank you very much for being here.

Mr. WALKER. Thank you, Mr. Chairman.

The CHAIRMAN. It is now my pleasure to call the next panel. We
will start out with a number of distinguished Social Security ex-
perts. David Koitz, from the Congressional Research Service, will
briefly describe the operations of tg:a Social Security trust funds.

Then we will hear from witnesses who will present their early
look at the President’s proposal to shore up the Social Security
trust funds with general revenue.

We will take the witnesses in alphabetical order. We have with
us Dr. Edward Gramlich, Mr. Robert Greenstein, and Dr. Eugene
Steuerle. We will ask each witness to limit his or her testimony to
5 minutes.

Mr. Koitz, we will begin with you.

STATEMENT OF DAVID S. KOITZ, LEGISLATIVE SPECIALIST,
CONGRESSIONAL RESEARCH SERVICE, WASHINGTON, DC

Mr. Koitz. Chairman Roth, Senator Moynihan, members of the
committee, I was asked to provide you with an overview of the na-
ture and operations of the Social Security trust funds.

Mr. Walker has covered some of it, and it might be a little bit
redundant. Maybe [ will be a little bit more arcane, but maybe I
will get a little more information across to you.

The cost of the Social Security program, both its benefits and ad-
ministrative expenses, are largely financed by taxes on wages and
self-employment income commonly referred to as FICA and SECA

taxes.

Contrary to popular belief, these taxes are not deposited in the
Social Security trust funds. They flow each day into thousands of
depository accounts maintained by the government with financial
institutions across the country. Along with many other forms of
revenue, these taxes become part of the government’s operating
cash pool, or what is more commonly referred to as the U.S. Treas-
ury

-A‘-Ix'r-eﬁ'ect, once these taxes are received, they become -indistin-

guishable from other monies the government takes in. They are ac-
counted for separately through the issuance of Federal securities to



23

the Social Security trust funds, which basically involve a series of
bookkeeping entries by the Treasury Department, but the trust
funds themselves do not receive or hold money. They are simply ac-
counts.

Similarly, benefits are not paid from the trust funds, but from
the Treasury. As the checks are paid, securities of an equivalent
value are removed from the trust funds.

When more Social Security taxes are received than spent, the
money does not sit idle in the Treasury but is used to finance other
operations of the government. The surplus is then reflected in a
higher balance of Federal securities being posted to the trust funds.

These securities, like those sold to the public, are legal obliga-
tions of the government. Simply put, the balances of the Social Se-
curity trust funds represent what the government has borrowed
from the Social Security system, plus interest.

Like those of a bank account, the balances represent a promise
that, if needed to pay Social Security benefits, the government will
obtain resources in the future equal to the value of the securities.

While generally the securities issued to the trust funds are not
marketable—they are issued exclusively to the Social Security trust
funds—they do earn interest at market rates, have specific matu-
rity dates, and, by law, represent obligations of the U.S. Govern-
ment.

What often confuses people, is that they see these securities as
assets for the government. When an individual buys a government
bond, he or she has established a financial claim against the gov-
ernment.

When the government issues a security to one of its own ac-
counts, it has not purchased anything or established a claim
against some other person or ertity. It is simply creating an IOU
from one of its accounts to another.

Hence, the building up of Fedcral securities in Federal trust
funds, like those of Social Security, is not a means in and of itself
for the government to accumulate assets.

It certainly establishes claims against the government for the So-
cial Security system, but the Social Security system is part of the

overnment. Those claims are not resources that the government
as at its disposal to pay future Social Security benefits.

Generally speaking, the Federal securities issued to any Federal
trust fund represent permission to spend. As long as a trust fund
has a balance of securities posted to it, the Treasury Department
has the legal authority to keep issuing checks for the program.

In a sense, the mechanics of a Federal trust fund are similar to
those of a bank account. The bank takes in a depositor’s money,
credits the money to the depositor's account, and then loans it out.
As long as the account shows a positive balance, the depositor can
write checks that the bank must honor. :

In Social Security’s case, its taxes flow into the Treasury and its
trust funds are credited with Federal securities. The government
then uses the money to meet whatever expenses are pending at the
time.

The fact that this money is not set aside for Social Security pur-
poses does not dismiss the government’s responsibility to honor the
trust fund account balances. As long as those funds show balances,
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tl}:e Ereasury Department must continue to issue Social Security
checks.

The key point is, the trust funds themselves do not hold financial
resources to pay benefits. Rather, they provide authority for the
Treasury Department to use whatever money it has on hand to pay
them. If the Treasury lacks the resources to meet these claims it
must borrow them or, alternatively, Congress would have to enact
legislation to raise revenue or cut spending.

The significance of having trust funds for Social Security is that
they represent a long-term commitment of the government to the
program. While the funds do not hold resources that the govern-
ment can call on to pay Social Security benefits, the balances of
Federal securities posted to them represent and have served as fi-
nancial claims against the government, claims on which the Treas-
ury has never defaulted, nor used directly as a basis to finance
anything but Social Security expenditures.

That concludes my statement, Mr. Chairman.

Senator MOYNIHAN. Just like that.

The CHAIRMAN. Thank you, Mr. Koitz.

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

The CHAIRMAN. Next, we would call on Dr. Gramlich.

STATEMENT OF HON. EDWARD M. GRAMLICH, PH.D., GOV-
ERNOR, FEDERAL RESERVE SYSTEM, AND CHAIR, 1994-1996
ADVISORY COUNCIL ON SOCIAL SECURITY, WASHINGTON,
DC

Dr. GRAMLICH. Mr. Chairman and members of the Committee, 1
appreciate the opportunity to appear before you today to discuss
Social Security. I speak for myself, as past chair of the 1994-1996
Quadrennial Advisory Council on Social Security and not in my
current status as a member of the Federal Reserve Board.

As you are all aware, the U.S. population is aging. Today there
are 3.4 workers per retiree. By 2030, it is projected that there will
be only two. This fundamental change in the demographics of our
population poses a large challenge: how can we provide adequate
health and retirement benefits to our retired population without
imposing undue burdens on tomorrow’s workers? —

Clearly, the answer to this question is that we must act now to
increase the total amount of resources to be available in the future.
By increasing the size of our economy, we can devote a greater
share of output to the retired population, without reducing the con-
sumption of the working population. The only way to achieve this
critical objective is for us to build up the stock of productive capital
by increasing our rate of national saving. Indeed, in the current ex-
pansion, investment has expanded at a rapid clip without inducing
a rise in interest rates. This investment boom and the accom-
panying step up in the growth of the capital stock is largely attrib-
utable to an increased rate of national saving. :

The stellar performance of the economy over recent years pro-
vides the nation a unique opportunity to begin to tackle its long-
run problems. In particular, the large budget surpluses that are
projected over the next 15 years, if they are permitted to mate-
rialize, will significantly improve our fiscal and economic position
as the baby boom begins to retire. From the government’s perspec-
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tive, using these surpluses to pay down the Federal debt will re-
duce future interest payments and free up future tax revenues.
From a macroeconomic perspective, the increased national saving
represented by the increase in government saving will lead to a
le}rlge}' capital stock, higher productivity, and an improved standard
of living.

From this broad standpoint, the general objective of the Clinton
administration’s budget—that is, to preserve most of the projected
surpluses—seems to me both responsible and appropriate.

The administration would devote about $1.4 trillion of the pro-
jected $4.9 trillion current law surplus over the next 15 years to
new spending, using the remainder to pay down our National debt.
According to their calculations, the ratio of debt held by the public
to GDP would fall from the current 44 percent to 7 percent by
2014. If such an outcome were to materialize, it would represent
a dramatic improvement in the fiscal position of the Nation.

Under current law, Social Security revenues exceed outlays, cre-
ating the surpluses that are credited to the Social Security trust
fund in the ways that you have talked about already. Without any
legislative changes, the Social Security trust fund will continue to
accumulate funds and these surpluses both reduce the national
debt and improve the long-run fiscal condition of Social Security.

But, in addition to this accumulation already scheduled under
current law, the administration is also proposing to transfer an ad-
ditional $2.8 trillion of general revenues to the Social Security trust
fund. While the administration’s rationale for these transfers is to
ensure that the surpluses actually materialize, the transfer of gen-
eral revenue represents a major shift froin past practice under
which Social Security has been financed almost entirely from dedi-
cated payroll taxes.

During our deliberations of our Advisory Commission, we consid-
ered whether general revenues should be used to help shore up the
Social Security program. The idea was unanimously rejected, for a
number of reasons. First, using general revenues to fund Social Se-
curity puts the Social Security system in competition with other
spending programs during the budget cycle. But Social Security is
a long-range program—people pay dedicated taxes today toward
benefits that may be received 30 or 40 years later—and many feel
that it should not be part of an annual budgetary allocation proc-.
ess.

_Perhaps more importantly, using general revenues to fund Social
Security undermines the fiscal discipline imposed by the need to
ensure that income earmarked for Social Security is sufficient to
meet the entire cost of the program in both the short and the long
run. Without a long-range budget constraint on Social Security, it
would be much more difficult to limit future benefit growth. Not-
withstanding the large surpluses being projected, some reductions
in benefits are almost certain to be necessary, as the U.S. popu-
lation ages.

Thus, I find that there are serious drawbacks to relaxing Social
Security’s long-run budget constraints through general revenue
transfers. I would prefer Social Security reforms that maintain the
link between dedicated taxes and benefits and maintain the value
of long-range actuarial analysis. This discipline is essential if we
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are to limit the impending explosion of entitlement spending. The
President’s budget proposal, by preserving future surpluses and
paying down our National debt, makes an important contribution
to raising national saving, but to me the proposal looks even better
without the general revenue transfer.

Thank you very much.

The CHAIRMAN. Thank you, Dr. Gramlich.

_[’Iihe prepared statement of Dr. Gramlich appears in the appen-

ix.
The CHAIRMAN. Mr. Greenstein?

STATEMENT OF ROBERT GREENSTEIN, EXECUTIVE DIREC-
TOR, CENTER ON BUDGET AND POLICY PRIORITIES, WASH-
INGTON, DC

Mr. GREENSTEIN. Thank you, Mr. Chairman, Senator Moynihan.

I think there is some merit to the administration proposal to do
temporary, time-limited general revenue transfers if—and I under-
score if—they are tied to reforms to do the rest of the job to put
us back in 75-year balance.

In fact, I think there is a thought I would like to share as using
them as inducements, that in order to get the transfer one has to
do the reform; for each dollar saved in reform, maybe then one
could get some amount of transfer. Let me return to that in a
minute.

But, first, I want to discuss two other issues, the question of dou-
b]elpountilxg, and the debt question that several Senators raised
earlier.

The proposed transfer has been called a double count by some.
But what has been called double counting in the administration
proposal is essentially unified budget accounting, a practice the
budget has followed for many years under which Treasury takes
the surplus payroll tax revenues, provides the trust fund with
Treasury bonds, and then uses that borrowed cash for other gov-
ernment operations, so that the funds show up in the budget twice,
once as Treasury bonds the trust fund gets, once as expenditures
for other government programs.

The administration’s proposal is similar, except that, instead of
the borrowed funds being used for other government programs,
they are put back in Social Security. In this case, the second use
of the funds is Social Security rather than another government pro-
gram does not really alter the basic nature of the transaction. If
we want to call this double counting, every one of our budgets of
the last 15 years then used double counting as well.

On the debt front, I did want to call attention to page 4 of Mr.
Walker’s testimony, in which he notes that, “Debt held by the pub-
lic represents government competition with the private sector and
the credit market that it raises interest rates and lowers private
capital accumulation, and that it increases burdens on the tax-
payers for those ret interest payments in the budget.”

He goes on to say that the other part of the debt, the debt owed
to Social Security in this case, has none of these economic effects
and liioes not compete with the private sector for funds in the credit
markets.
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So, to me, these are not the issues, but there are other serious
issues. Let me, briefly, also note that I think there is a philo-
sophical or analytic justification for a temporary general revenue
transfer.

Two points. One, is one of the reasons we have an unfunded li-
ability in Social Security today is that when the program started
the designers humanely departed from the principle of linking pay-
roll tax contributions to benefits. To let the early generations get
benefits, it made it a pay-as-you-go system. It built up an unfunded
liability. One can make a case for a temporary general revenue
::iransfer to reimburse Social Security for part of that original bur-

en.

Second, the justification is that, if we have this surplus in Social
Security and we save it, that adds to national saving and gives us
a bigger economy. If we use it to pay down debt, that means pri-
vate investors do not need to hold as many Treasuries. Social Secu-
rity will hold more, privaté investors invest more in the market
and get higher rates of return.

The government makes money in corporate and personal income
tax col%ections. Both add greater economic growth. You can make
a case for a transfer to Social Security there, too. -

However, there is a problem. The temptation could be to rely
solely on transfers and not do the reforms. The point Mr. Walker
just made, I share that concern. I share the concern of what would
happen if Congress adopted only the transfers and did not do the
rest of the job to close the long-term balance. If that occurred, we
would have to do big burdens on the rest of the budget in the
2030’s and 2040’s, cashing in all of these Treasury bonds.

In my view, the administration’s transfer makes sense in con-
junction with structural changes to fully close the rest of the gap
and put Social Security on a permanent, sound basis.

If those needed reforms were made, then the trust funds would
not need to cash in as many bond in the 2030’s and 2040’s because
the gap between payroll tax income and outgo would not be as
great, the reforms would have narrowed the gap.

Also, helping us bear that burden would be reductions in interest
payments on the debt. In 1998, Social Security benefits plus inter-
est payments on the debt consumed 7.4 percent of GDP.

If we save most of the surplus, under the administration’s plan
interest costs will decline so much that the combined cost of Social
Security and that interest will remain below 7.4 percent of GDP
when the baby boom generation is retired.

So combining a temporary transfer with permanent structural
changes and fully closing the gap, I think, strikes a reasonable bal-
ance.

In conclusion, therefore, what I suggest is closing a gortion of the
gap with these transfers, if they are accompanied by structural
changes, and looking for a way to use them as incentives.

For example, for each dollar saved through reforms, the kinds of
things Senator Moynihan and others have proposed in their bills,
that one would get a certain amount of transfer. I emphasize,
transfers should be temporary and in addition to structural
changes, not instead of making structural changes.

Thank you.
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The CHAIRMAN. Thank you, Mr. Greenstein.
d_['Iihe prepared statement of Mr. Greenstein appears in the appen-

ix.

The CHAIRMAN. Dr. Steuerle, please.

Senator MOYNIHAN. May I say, Mr. Chairman, Dr. Steuerle has
a challenge. Every one of these extremely articulate and informed
persons has come in on the dot of the bell. [Laughter.]

STATEMENT OF C. EUGENE STEUERLE, PH.D., SENIOR
FELLOW, THE URBAN INSTITUTE, WASHINGTON, DC

Dr. STEUERLE. That is quite a task, Mr. Moynihan.

Senator MOYNIHAN. Yes.

Dr. STEUERLE. [ should note, by the way, that in reflecting the
dilemma facing this Congress, the Office of Management and Budg-
et and the Council of Economic Advisors, two of the finest offices
in the Federal Government, reflected the dilemma, I think, by first
putting out a budget that you may note was purposely put in black.
The Council of Economic Advisors, a week or so later, decided, re-
flecting perhaps on our long-term dilemmas, to put out an economic
report that was again in the red.

As a member of the baby boom generation, I grew up with indi-
viduals who, whether they considered themselves liberal or con-
servative, considered themselves somewhat idealist when it came
to the role of the Federal Government.

Today, this cohort has come into full power as members of the
labor force, the business community, the White House, and the
Congress itself. I find it somewhat ironic that the legacy the baby
boomers would now bequeath is one in which almost the sole pur-
poses of the Federal Government would be to care for their own
consumption needs and retirement.

I "do not believe this legacy was intended. Yet, it would come
about under current law under the President’s proposals and under
most of the Republican and Democratic alternatives being consid-
ered in Congress.

It is largely the consequence of laws written decades ago that are
determining almost all of the spending priorities for today, and for
fircure generations. In particular, it is the consequence of particular
design features in Social Security, as well as a number of health
laws, so that they really are designed to grow forever faster than
the economy without regard to changes in fertility and mortality.
Or, if I may be so bold as to try to paraphrase one of Moynihan's
laws, without regard to the law that all is demography. Correct me
if I am wrong, Senator.

The greatest difficulty with today’s budget policy is that the law
itself would deny into posterity both the right and the privilege to
decide for itself the priorities and the needs facing the Nation. The
simple fact is that general revenue financing of benefits does not
in any way change the scheduled growth and commitments to pro-
grams for the elderly and near-elderly.

General revenue financing, standing by itself, could even detract
attention from the more important issue of how the structure of So-
cial Security benefits should relate to the overall needs of society.

Now, general revenue financing is an issue more of political econ-
omy than pure economics. General revenue financing puts on the
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table several very important questions, which I will only very brief-
ly summarize.

First, would it add to real assets held by the government or sim-
ply to a pretense that Social Security holds on to real assets? My
own assessment is that an additional transfer from the govern-
ment’s left hand, the Treasury Department, to its right hand, So-
cial Security, over and above any surplus accruing between taxes
and benefits, tends to ask too much.

The simple fact is, as so many of the previous speakers have
noted, future taxpayers must cover the cost of interest and prin-
cipal on any gift of bonds from Treasury to Social Security.

Second, do new sources of general revenue financing lay bare the
fact that programs for the elderly, including Social Security, have
always relied, in part, upon general revenue financing.

Programs for the elderly have often had general revenue financ-
ing fixes. These include the financing of Part B of Medicare out of
general revenues, several other items I list in my testimony, and
within Social Security, the transfer, indeed, of income taxes and
Social Security benefits on the basis of what is a fairly generous
formula. Considered as a whole, programs for the elderly have al-
ways run substantial deficits if benefits were to be compared only
to Social Security taxes.

Third, and closely related, did or will the tie between taxes and
benefits, as reflected in the concept of trust fund balances, act as
a constraint on the system and prevent deficit financing?

It appears to me that the current willingness to tackle Social Se-
curity is based, in part, upon this concept of trust fund imbalances.
These imbalances would appear less severe with a general revenue
transfer.

Fourth, does general revenue financing break the relationship be-
tween benefits and taxes on earnings and thereby invite means
testing, the more formal introduction of general revenue financing,
which could shift public sentiment toward viewing the system as
a transfer program?

In my view, means testing is highly inaccurate, given the ability
to shift assets to children, or simply for the elderly to hide them.
Means testing also really discourages saving for retirement.

Fifth, would general revenue financing open up consideration of
the appropriate tax base to support old-age programs, wage taxes,
income taxes, or consumption taxes? Certainly a case can be made
for consumption taxation vis-a-vis wages taxation.

If it is projected, we continue on a path where larger and larger

ortions of Social Security and -Medicare recipients consume at
Eigher rates than many of the workers who are supporting them.
By the same token, it is doubtful as a matter of simplicity—and
yes, there are a few of us left who do care about tax simplicity—
that one would want to add yet another tax system onto the ones
we already have.

Sixth, would the transition to general revenue financing be done
in a way that might encourage more short-run saving by govern-
ment? This is really the principal argument used by the adminis-
tration. In its own proposal, success depends upon the crafting of
legislation to change accounting practices, really to constrain not
this Congress, but future Congresses and future Presidents.
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I have serious doubts, as a matter of accounting, that this hoped-
for constraint can be achieved and, if achieved, that it really can
be made as an accounting rule to constrain future politicians. The
confusion that reigns over the administration proposal, however,
does not mean that short-run saving might not be enhanced.

Finally, I believe that general revenue financing could be used to
support transition to a new system, however, not necessarily
through an accounting mechanism.
d‘['Iihe prepared statement of Dr. Steuerle appears in the appen-

ix. :

The CHAIRMAN. Thank you, Dr. Steuerle.

Let me ask you, matter of fact, the first question. In your testi-
mony, you make the statement that, given the way Social Security
is designed today, benefits will grow faster than the economy, and
that there is one little recognized reason for Sccial Security’s finan-
cial problem.

In that regard, is the issue not the way the benefit formula pro-
vides real increases in initial benefits for new retirees each year
based on wage growth? For example, according to Social Security
actuaries, after inflation, initial benefits for the average wage earn-
er will double over the next 70 years, from about $7,000 to $22,000.
Would you discuss this point further, and if you have any rec-
ommendations?

Dr. STEUERLE. Mr. Chairman, what Social Security attempts to
do is to have benefits, annual benefits, for the elderly to grow as
fast as wages grow in the economy s that if [ am 30 percent richer
than my parents, I get annual benefits that are 30 percent higher.
If my children are 50 percent richer than I am, or wages grow 50
percent, they get 50 percent higher benefits.

At one level, this might sound like a reasonable formula. How-
ever, on top of this, the system also has never adjusted for the fact
that we live longer, and it never adjusts for the fact that fertility
rates change and there would be fewer taxpayers to pay.

So Social Security, on net, is scheduled to always grow faster
than the economy, thus always putting pressure eventually in the
long run to figure out how you catch up. No matter how many tax
increases you have, no matter how many other adjustments along
these lines you have, you still always grow faster than the econ-
omy.

Again, as I say, it is not unreasonable to say, as wages grow,
that fuiure individuals might share in that wage growth. But we
do not do it for education. We know that teachers’ wages have to
grow. We do not do it for military pay. That is the reason you are
addressing military pay on a discretionary basis this year, is we do
not do it automatically.

When you do things automatically, for this year going forward
10, 50, 100 years in the future, you box in, so to speak, the direc-
tion in which government can head. It does not mean you cannot
change the formula, but I think deing everything automatically
that far into the future adds to this problem of more and more enti-
tlement spending, displacing more and more discretionary spend-
ing.

The CHAIRMAN. This question is for all members of the panel.
Given all the confusion over the Social Security trust funds, would
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it not be better to eliminate the trust fund build-up rather than in-
creasing the build-up as the President proposes, and return Social
Sec;xrity, as I think my colleague proposes, to pay-as-you-go financ-
ing?

Dr. GRAMLICH. Well, I will take this one. I know I am going at
cross purposes with Senator Moynihan here, but I actually think
the build-up is a good thing. We have some bumpy demographics
coming on. So what, in effect, was done back in 1983 was to pre-
pare in advance for some of that by raising payroll taxes earlier
than was strictly necessary on the benefit side. That did build
up——

Senator MOYNIHAN. That was the 1977 decision to go to a par-
tially funded system, when we had put those payroll taxes in place.

Dr. GRAMLICH. All right. I thought some of that was in the 1983
compromise.

Senator MOYNIHAN. Well, we advanced the date in which the pre-
vious agreement was made.

Dr. GRAMLICH. Well, in any case, in those years, taxes were
raised in advance of benefit growth.

As Senator Moynihan said earlier, it may be that that was not
recognized very much at the time, but I think it was a good thing
because it did lead to Social Security accumulating assets. It did
raise national saving, all the good things that we are all compli-
menting here.

So that was done in a small way back in the 1970’s and 1980’s
and I think was a good thing. If that had not been done, we would
})e looking at much sharper payroll taxes now to pay for the bene-
its.

The CHAIRMAN. Mr. Greenstein?

Mr. GREENSTEIN. If I could add, and I hesitate to comment and
possibly misstate some of the intention that Senator Moynihan is
far more expert than any of the panel on, but my understanding
is, part of the thinking in going to some partial advance funding
was that we were supposed to build up national saving with this
so that we could have a larger economy that could better afford to
meet the boorhers’ retirement.

If T understand correctly, one of Senator Moynihan’s criticisms,
quite rightly, over the years was that we were not using the build
up to promote national saving, we were spending it on other parts
of government. I think he said for years, if we do not stop doing
this, I am going to propose that we go to a pay-as-you-go system,
and he has now done that.

I am hopeful that, after all these years, Senator, this time we
might get it right. I am encouraged that both the administration
in its own way, whether one agrees or disagrees with the transfer,
and many members of Congress who do not agree with the admin-
istration’s plan, in their own way are saying, I do not like the
President’s transfer, but I, too, want to wall off that money so it
is only used for Social Security.

If we can really do partial advance funding so it does what it is
supposed to do and we do not use the money for the rest of govern-
ment, then I think that would be the best course to follow. I have
some optimism, just in the debate of the last few weeks, that the
debate is heading in that direction.
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The CHAIRMAN. Mr. Koitz, if I mith ask you. Was the trust fund
build-up really planned to pay benefits for baby boomers only?

Mr. Koitz. No. Back in 1983, we had a short-run problem of
about $160 billion, 1983 to 1989 or 1990. We had a long-run deficit
of about 2 percent of payroll. As Senator Moynihan will clearly
recollect, there was a lot of controversy over how to view the prob-
lem, what the assumptions should be, how big the problem was.
What I think it came down to was, let us deal with the short-run
problem on a pessimistic basis. Use pessimistic assumptions to
make sure it does not arise again in the next decade.

In the long run, we used average, 75-year estimates. In most of
the proposals that were presented to this committee, the Ways and
Means Committee, and to Congress in general dealt with how
much of that average would be eliminated.

So if raising the retirement age to 67 produced 0.6 or 0.7 percent
of payroll savings, it got rid of one-third of the average long-run
problem. If taxing benefits generated 0.5 or 0.6, there was another
25 or 30 percent.

That all was done in a very tight schedule. The Greenspan Com-
mission’s regort came out on January 15 or January 20, and by the
end of March, we had a done deal. So a lot of things had to be done
in a very short period of time, and the basic goal was to achieve
these two objectives.

There was ve.y little attention to the flow of funds, actuarially,
on how much revenue we would get in in 2010, or 2030 vis-a-vis
the expenditures. The goal was principally, how do we deal with
this issue in the simplest way possible to get to a bottom line?

The CHAIRMAN. Senator Moynihan?

Senator MOYNIHAN. Well, first of all, that is exactly my recollec-
tion], although my recollection is increasingly decreasing. [Laugh-
ter. :

I was struck by a statement by Mr. Greenstein which notes, and
I will just read it, “It may be noted that in FY 1998 the cost of So-
cial Security benefits, plus interest payments on the debt, equalled
7.4 percent of GDP.”

If you take all the administration projections and so forth and
anticipate that the surplus will be saved, that when the baby boom
is retired, call that 2030, something like that, the combined debt
service and Social Security will still be 7.4.

Mr. GREENSTEIN. Actually, a little under.

Senator MOYNIHAN. A little under. Now, I do not think I have
ever heard that.

Could I ask your colleagues how they see that as a possibility?
Mr. Koitz?

Mr. Koitz. Yes. If we got rid of the debt held by the public, there
are 3 percentage points right there from where we are now, 3 per-
cent of GDP.

Senator MOYNIHAN. Oh, yes. ,

Mr. KoiTz. One of the things that I do find troubling in looking
at those numbers, however, is that once you get rid of debt held
by the public, what do you do with the projected surpluses that the
administration proposes or estimates will be there after the year
2013 to 20147 For analytical purposes, they show the government
accumulating assets. -
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Now, I do not know how the government accumulates assets. I
do not know what it buys, I do not know what the authority is to -
buy. But, as a result of accumulating the assets, there is a 2 per-
centage point of GDP eventual gain to the government, an offset-
ting receipt, so to speak, that causes a reduction in outlays.

So under their numbers, right there, we are leoking at a 5 per-
cent of GDP swing, going from a negative three percent to a posi-
tive 2 percent effect for interest.

Then on top of that, there is a long-run revenue gain projected
basically raising us from about 19 percent of GDP, all government
revenues, up to around 21 or 22, in part due to the built-in bracket
creep from indexing the income tax to inflation only and not wages.
So I can keep going, but there is 7 percent.

Senator MOYNIHAN. Well, so you agree.

Mr. KoiTz. Yes.

Senator MOYNIHAN. Could you give us

Mr. Koitz. I do not agree necessarily with the projections, but I
see how they got there.

Senator MOYNIHAN. Yes.

Dr. STEUERLE. May I add to that?

Senator MOYNIHAN. Yes, sir.

Dr. STEUERLE. In the administration’s projections, once you move
beyond 2010 and the baby boomers start retiring, and I can even
show you a chart on this that I did not include in my testimony,
but I have done elsewhere. They have discretionary spending es-
sentially declining toward zero.

One way that those interest payments stay so low is not just the
saving that they want you to achieve over the near term, when we
had this baby bust population from World War II and the Depres-
sion era started entering the ranks of the elderly, but that this dis-
cretionary side of the budget sort of keeps going toward zero. ’

The second issue that is raised, and I think it is a fundamental
one, is even if we do save adequately in the present, to be able to
finance a better future, in terms of what we are doing in terms of
the Federal budget, we are putting Social Security on sort of a path
where it will sort of have to run a perpetual deficit. That is, when
we think the of the debate over having saving today in the unified
budget, we are saying, well, Social Security has been running a
surplus and the rest of the government has been running a deficit.

But the way a lot of proposals go, we flipped that and we say,
well, because we did such a good job of saving today, let us put So-
cial Security, at least in unified budget accounting purposes, on a
perpetuzl deficit financed by these interest payments, and principal
payments, in some cases, that have to come in from the rest of the
government that have to be collected from income tax payers.

So the one question is, can we afford it if we save more? But a
second question is, should we afford it; is that really the type of
budget we want to have in the future?

Mr. GREENSTEIN. Could I add a point of clarification?

Senator MOYNIHAN. Sure.

Mr. GREENSTEIN. David Koitz made a very important point.
There is an assumption in the administration’s calculations of in-
come from interest after the debt is eliminated. I would share the
view that that is not a realistic assumption of what I think the po-
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litical system will do. But in the numbers we have done, we
stopped the interest payments at zero. We did not assume in these.

Again, basically what you have is interest payments are now, I
think, just over 2 percent of GDP. If the interest payments go down
to about zero we eliminate the debt held by the public, if Social Se-
curity goes up by about 2 percent of GDP, the two balance each
other. But I think, as everyone on the panel is saying, that is not
good enough. .

If we do some reforms in Social Security, then it need not go up
as much as it would in the calculations that I did here. But even
without the reform—again, I am not suggesting no reform—the in-
terest payments in the Social Security about balance each other
out, if we are wise enough to get rid of the national debt held by
the public.

Senator MOYNIHAN. Dr. Gramlich, you may have the last word.

Dr. GRAMLICH. I agree with the calculations, and I actually agree
with everybody’s commentary. I have nothing to add.

Senator MOYNIHAN. Well, then I am a lot more cheerful. I think
I will get my Social Security because, matter of fact, I am.

Dr. GRAMLICH. Well, before you get too cheerful, there is always
the end-date problem with Social Security because we have an
aging population that keeps on aging.

So, for example, we have a 75-year tradition in Social Security
and one of the things that has been a problem in that is that, as
soon as you get past the 75th year, the deficit gets bigger unless
we have some reform. So whenever you look at it over a finite date,
you are, in a way, understating the problem.

I think that calculation, which I agree with, also understates the
problem because we do have to change the trajectory of benefits if
we are going to deal with real Social Security reform.

Senator MOYNIHAN. Call it reform.

Dr. GRAMLICH. Real reform.

Senator MOYNIHAN. Yes. Could 1 just say one last thing? 1 could
not more agree with Dr. Gramlich. But consider the apocalyptic
projections with which we have been entertained over the last 15
years, that you cannot do it. You can.

Thank you, Mr. Chairman.

The CHAIRMAN. Thank you, Senator Moynihan.

I want to thank the panel for their very helpful testimony. We
will continue to call upon you as we proceed with reform.

The committee is in recess.

[Whereupon, at 12:01 p.m., the hearing was concluded.]
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ADDITIONAL MATERIAL SUBMITTED FOR THE RECORD

PREPARED STATEMENT OF EDWARD M. GRAMLICH

Mr. Chairman and members of the Committee, I appreciate the opportunity to ap-
pear before you today to discuss Social Security reform. I speak for myself, as past
chair of the 1994-1996 Quadrennial Advisory Council on Social Security, and not
in my current status as a member of the Federal Reserve Board.

As you are all well aware, the U.S. population is aging. Today there are 3.4 work-
ers per retiree; by 2030 it is projected that there will only be two. This fundamental
change in the demog‘raghics of our population poses a large challenge: how can we
provide adequate health and retirement benefits to our retired population, without
imposing undue burdens on tomorrows workers? —

learly, the answer to this question is that we must act now to increase the total
amount of resources to be available in the future. By increasing the size of our econ-
omy, we can devote a greater share of output to the retired population, without re-
ducing the consumption of the working population. The only way to achieve this
critical objective is for us to build up the stock of productive capital by increasing
our rate of national saving. Indeed, in the current expansion, investment has ex-
anded at a rapid clip, without inducing a rise in interest rates. This investment
om, and the accompanying step-up in the growth of the capital stock, is partly
attributable to an increased rate of national saving. Between 1992 and 1998, na-
tional saving increased from 3.7 percent to 7.5 percent of net national product.
While private and state and local government saving actually dipped during this pe-
riod, this decline was more than offset by increased saving by the federal govern-
ment through deficit reduction.

The stellar performance of the economy over recent years provides the nation a
unique opportunity to begin to tackle its long-run problems. In particular, the large
budget surpluses that are projected over the next 15 years or so, if they are per-
mitted to materialize, will significantly improve our fiscal and economic position as
the baby boom starts to retire. From the governments perspective, using those sur-
pluses to pay down the federal debt will reduce future interest payments and free
up future tax revenue; from the macroeconomic perspective, the increase in national
saving represented by the increase in government saving will lead to a larger capital
stock, higher productivity, and an improved standard ofliving‘

From this standpoint, the broad objective of the Clinton Administrations budget—
that is, to preserve most of the projected surpluses—seems to me both responsible
and appropriate. The Administration would devote about $1.4 trillion of the pro-
jected $4.9 trillion of current law surpluses over the next 15 years to new spending,
and use the remainder to pay down our national debt. According to the Administra-
tion’s calculations, the ratio of debt held by the public to GDP would fall from its
current 44 percent to 7 percent by 2014. If such an outcome were to materialize,
it would represent a dramatic improvement in the fiscal position of the nation.

Under current law, the Sociai) Security revenues exceed outlays, creating sur-
pluses that are credited to the Social Security trust fund. Without any legislative
changes, the Social Security trust fund will continue to accumulate funds, reaching
a peak in 2020 of $3.8 trilﬁon, or almost 16 percent of GDP. These surpluses both
reduce the national debt and improve the long run fiscal condition of Social Secu-
rity. This claim does not stem from any accounting gimmickry: By reducing future
interest payments, these surpluses do indeed free up future revenues.

In addition to this accumulation already scheduled under current law, the Admin-
istration is also proposing to transfer an additional $2.8 trillion of general revenues
to the Social Security trust fund. While the Administration’s rationale for these
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transfers is to ensure that the surpluses actually materialize, the transfer of general
revenues represents 8 major shift from past practice, under which Social Security
has been financed almost entirely from dedicated payroll taxes.

During the deliberations of the 1994-1996 Social Securitiv] Advisory Commission
we considered whether general revenues should be used to help shore up the Social
Security program. This idea was unanimously rejected, for a number of reasons.
First, using general revenues to fund Social Security puts the Social Security system
in competition with other spending programs during the budget cycie. But Social Se-
curity is a long-range program—people pay dedicated taxes today toward benefits
that may not be received for 30 or 40 years—and many feel that it should not be
part of an annual budgetary allocation process.

Perhaps more importantly, using general revenues to fund Social Security under-
mines the fiscal discipline imposed by the need to ensure that income earmarked
for Social Security is sufficient to meet the entire cost of the program, both in the
short run and long run. Without a long-range budget constraint on Social Security,
it will be much more difficult to limit future benefit growth. And, notwithstanding
the large surpluses being projected, sonie reductions in benefits are almost certain
to be necessary as the U.S. population ages.

It is important to remembar that the aging of the population will bring pressures
to programs other than Social Security. The trustees of the Medicare trust fund
project that Medicare expenditures as a share of GDP will more than double—from
2.7 percent today, to over 5.8 percent in 2030, and Medicaid spending on long-term
care likely will face similar increases. Because under the current budget system,
Medicare Part B and Medicaid are financed with general revenues, there is much
less pressure to take measures now to improve their long-run financing. But these
Frograms too will put significant demands on government resources in the future.
f we use the Pro'ected surpluses as a rationale for not making hard choices in So-
cial Security, mJing the resources to provide Medicare and Medicaid to our aging
population will prove that much harder.

Thus, there are serious drawbacks to relaxing Social Security’s long run budget

constraint through general revenue transfers. I would prefer Social Security reforms
" that maintain the link between dedicated taxes and benefits, and maintain the
value of long-range actuarial analysis. This discipline is essential if we are to limit
the impending explosion of entitlement spending. The President’s budget proposal,
by preserving future surpluses and paying down our national debt, makes an impor-
tant contribution to raising national saving. But to me the proposal looks even bet-
ter without the general revenue transfer.

PREPARED STATEMENT OF SENATOR CHARLES E. GRASSLEY

Thank you Mr. Chairman. I would like to thank you for convening this hearing
so that the Finance Commiltee can gather the information we need to make soun
decisions about the future of such an important program. The President’s proposal
is not easy to comprehend. That seems to be par for the course when it comes to
Social Security financing. I can give a pretty good explanation of how trust fund ac-
counting works when I%xold meetings back in Iowa gut my constituents still think
that morﬁey is stolen from the trust fund. The President’s proposal doesn’t help mat-
ters at all.

Although you need to negotiate a couple of hairpin turns in the road to discover
it, what is clear about the President’s proposal is that he wants to use most of the
off-budget surplus to pay down the degt. I like that part of the plan. So do many
of m publican colleagues. What I don’t like is saying that the President's pro-
posal to spend an additional $1.7 trillion on new programs is prudent, but a tax cut
is not.

By focusing on the Social Security financing issues that are implicated by the
President’s proposal, I hope we will clarify a number of issues. First, I hope we can
focus on the date of 2013—the date cash flow for Social Security goes negative, ac-
cording to the 1998 Trustees report. While we may see an improvement in that date
as our economy continues to perform well, this is the date general revenue financing
becomes a very real possibility. Will our witnesses agree with the President that we
should simply resort to increased government borrowing to meet our commitments?

Second, I think it’s important that we put a historical context on the reason that
Congress has avoided using general revenues to finance Social Security. Why? Be-
cause the program’s benefits are tied to the earmarked Fayroll taxes that workers
pay. We need to look at options which will build support tor Social Security. Relying
on general revenues for financing will further diminish one of the most important
principles of Social Security.
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I look forward to our witnesses’ testimony and thank them for being here.

PREPARED STATEMENT OF ROBERT GREENSTEIN

I appreciate your invitation to testify on the subject of general revenue financing
of Social Security. I am Robert Greenstein, executive director of the Center on Budg-
et and Policy Priorities. The Center is a nonpartisan, nonprofit policy institute that
conducts research and analysis on a wide range of issues with particular emphasis
on fiscal policy and on issues affecting low- and moderate-income families. We are
primarily funded by foundations and receive no federal funding.

The question of whether Social Security should be partly funded with general rev-
enue contributions is an important one. Several types of general revenue contribu-
tions to Social Security already exist, including funds transferred from general reve-
nues to reflect the partial taxation of Social Security benefits. So the issue is not
entirely new. On the other hand, the President’s budget proposes significantly larger
general revenue transfers than have existed until now.

In the past 10 days, the issue of whether to make general revenue transfers has
become enmeshed with a debate over whether the Administration’s proposed rev-
enue transfer rests on an illegitimate double-counting of funds. This is unfortunate,
as it is diverting the debate from the serious policy issues the proposed general rev-
enue transfers raise and leading to a focus on much less important technical ac-
counting issues. ’

So, let me briefly try to set the double-counting issue to the side so as to get to
the more serious issues. What has been called double-counting in the President’s
budget is essentially unified budget accounting, a practice the federal budget has
followed for many years. Under unified budget accounting, the Treasury takes the
su:'iplus payroll tax revenues the Social Security trust fund is receiving each year
and provides the trust fund with Treasury bonds in return. The Treasury then uses
the borrowed cash to fund other government operations.

In a sense, these funds show up in the budget twice—once as Treasury bonds pro-
vided to the trust fund and a second time as expenditures for other government pro-
grams. (The tax bill that the House passed last summer followed a similar course,
except that surplus Social Security revenues would have been used to finance a tax
cut rather than other government operations.)

The Administration’s proposal follows along similar lines. The Treasury would
borrow the surplus Social Security payroll tax receipts and provide the trust fund
with Treasury bonds in return. The only new element is that instead of using the
borrowed money to fund other government programs or finance tax cuts, the funds
would be put back in the Social Security trust fund and used primarily to buy more
bonds for the fund. )

All of these approaches entail borrowing funds from the Social Security surplus,
crediting the trust fund for the borrowed funds by issuing ° Treasury bonds, and
using the borrowed funds for a second purpose. That under the Administration’s
proposal the second use is Social Security rather than another government program
or a tax cut does not alter the basic nature of the transaction. If one wants to con-
sider this double-counting, then every budget passed for years—including budgets
proposed and approved by Presidents and Congresses of both parties—have used
“double-counting.” In all of these budgets, Social Security surpluses were credited
to Social Security and also borrowed and used to fund other government operations.

What has led to confusion regarding the Administration’s proposal is that in this
case, the “second use” of the funds is the same as the first use, namely Social Secu-
rity. But borrowing funds from the Social Security trust fund in return for Treasury
bonds and using the borrowed funds is essential{y the same transaction regardless
of how the borrowed funds are used and whether they are designated for support
of Social Security, another program, or a tax cut. {In fact, placing the borrowed
funds in Social Security reserves rather than spending them on other programs or
tax cuts should be a more benign use of the borrowed funds, since it does not reduce
national saving or prevent the borrowed funds from being used to pay down pub-
licly-held debt, as such other uses of the borrowed funds would do.)

In short, the issue isn’'t double-counting. It is whether a substantial transfer of
general income to the Social Security trust fund, such as that the Administration
has proposed, represents good policy.

IS THERE JUSTIFICATION FOR GENERAL REVENUE TRANSFERS?

1 believe the answer to this question is that there is justification for transfers,
but not on an unlimited basis.
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¢ In Social Security’s early years, its designers faced a difficult question—should
those already retired or nearing retirement age be able to receive benefits?
Since the program was in its infancy, these individuals contributed little or
nothing to Social Security during their working years. But many of them, in-
cluding workers who had endured the Depression and fought for the nation in
World War I would otherwise face poverty in old age.

Policymakers of that era made the humane decision; they decided to provide, rath-
er than deny, Social Security to these individuals. That decision meant Social
Security would primarily be a pay-as-you-go system, with current payroll tax
revenues used to fund the benefits of current retirees, rather than a pre-funded
system. The establishment of Social Security largely as a pay-as-you-go system
also meant these would be an unfunded liability and that when a demographi-
cally large generation retired, such as the baby boom generation, financial pres-
sures on the pay-as-you-go system would intensify.

The decision made 60 years ago to provide benefits to retirees of that era who
had not paid much into the Social Security system provides a strong justifica-
tion for a limited-duration infusion of general fund revenue into Social Security
today. It makes sense to “reimburse” the Social Security systemn in some form
for bearing the costs of providing benefits to earlier generations of beneficiaries
who had paid little into the system because the system was new. That early
decision is one of the reasons Social Security faces insolvency in the decades
ahia]d. A general fund transfer of this nature would help reduce the unfunded
liability.

o Social Security surpluses are now adding substantially to national saving. Be-
cause Social Security is able to purchase so many Treasury bonds, other inves-
tors can hold fewer bonds and invest more money in equities, securing the high-
er averege rates of return that equities provide. Robert Reischauer and Henry
Aaron of the Brookings Institution have suggested that because Social Security
is adding to national saving in this manner, the trust fund should be able to
receive its fair share of the higher rates of return that equities provide. They
propose this be done by diversig ing the trust fund's investments and ultimately
placing up to half of trust-fund reserves in equities. This is roughly the same
share of reserves as are placed in equities by corporate pension plans and state
and local public employee pension funds. The Administration’s proposal is much
more cautious, placing about 15 percent of trust funds reserves in equities.

To the extent that policymakers are not willing to invest up to 50 percent of trust
fund reserves in equities, there is a strong case for a general revenue transfers
to compensate the trust fund for the lost income. To the extent that Social Secu-
rity is artificially confined to lower returns by being restricted to investment in
lower-yielding Treasury bonds—and private investors are able tn secure higher
returns—general revenue collections will be higher, since investors will pay
taxes on the higher returns they secure. A case can be made for transferring
a portion of these added general revenues to Social Security.

¢ If Social Security reserves are saved rather than borrowed and consumed, they
will help pay down the debt and add substantially to national saving. Treasury
estimates are that the national saving rate would rise significantly under the
Administration’s plan. That should promote somewhat stronger economic
growth. Martin Feldstein and Senator Gramm have argued that the increased
saving they estimate their Social Security plans would generate would result in
increased corporate income tax revenues. If this is true for their plans, it also
would be true for the Administration’s. A case can be made that the Social Se-
curity trust funds should share, through a general cevenue transfer, in the ben-
efits of the stronger economic growth and increased tax revenues made possible
by saving the Social Security surpluses.

Finally, the Administration has said the general revenue transfer it is pro-

posing would be structured in such a way as to “lock-up” budget surpluses so

they are saved and used primarily to pay down debt, rather than being avail-
able to be consumed by program expansions or tax reductions. Accomplishing
this requires a budget process change so the transfers are “scored” as expendi-
tures and placed in a lock-box. (The details on this aspect of the Administra-
_ tion’s proposal have not yet been provided.)
.

CONCERNS WITH GENERAL REVENUE TRANSFERS

Having said this, there also is a significant concern—there could be a temptation
to rely largely or entircly on general revenue transfers to close Social Security’s
funding gap.
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I believe this would be unwise, If little or no change is made in the Social Security
benefits-and-tax structure to help close its long-term financing gap—and if the gap
is closed solely through general fund transfers—the gap in future decades between
benefit costs and payroll tax revenues will be too large. The consequent burden on
the rest of the budget will be too great. This would not be a prudent course.

I also am concerned by what would occur if Congress were to adopt the part of
the President’s plan that calls for general fund transfers, but Congress and the
President failed to close the other half of Social Security’s long-term financing gap
through changes in the Social Security bénefit-and-tax structure, as the President
g;oposed be done on a bipartisan basis. If we do only the transfer, the gap between

nefits and payroll tax revenues will be too great in the 2030’s and 2040’s, and
insolvency will hit in 2055. In my view, the Administration’s proposed transfer
makes sense in conjunction with structural changes to close the other half of the
gap. If the needed structural changes are made, the trust funds will not need to
cash in as many Treasury bonds in the 2030's, 2040’s and beyond, and the burden
on the rest of the government will be much more bearable, especially in light of the
substantial anticipated budgetary savings on interest payments on the debt. (In FY
1998, the cost of Social Security benefits plus net interest payments on the debt
equaled 7.4 percent of GDP. If we save most of the surplus, interest costs will de-
cline to such a degree that under the Administration’s plan, the combined costs of
Social Security ang net interest payments are projected to remain below 7.4 percent
of GDP when the baby boom generation is retired.)

I would note that just as trying to close all of the gap through general fund trans-
fers would be unwise and structural changes are needed, closing the gap mostly or
entirely through benefits reductions appears too harsh. Aaron and Reischauer have
noted that Social Security benefit levels are more modest than is sometimes appre-
ciated. They note that “A worker retiring in 1996 after a lifetime of year-round work
at the minimum wage received a [Social Security benefit] that was slightly under
the poverty threshold for a single person; a minimum-wage married retiree received
a benefit that was just above tie poverty threshold for a couple. Benefits of average
earners are less than 1.5 times the poverty threshold if they start drawing benefits
at age 65, and are only 16 percent over the poverty threshold if they start benefits
at age 62.”* Aaron and Reischauer also note that for workers with average earnings,
the portion of earnings that Social Security benefits replace is less than two-thirds
the portion of earnings that is replaced in the French, Dutch, Belgian, Italian, Ger-
man, and Spanish systems.

Combining a temporary general revenue transfer with structural changes to close
the other half of the 75-year gap and keep Social Security solvent after that would
strike an appropriate balance.

Finally, we need to maintain the trust fund aspect of Social Security, with a dedi-
cated fundinfg mechanism. Trust fund accounting is important. If we did not have
the actuarial estimates projecting an imbalance between trust fund income and
trust fund expenditures 33 years from now, we probably would not be having this
debate today.

COURSES OF ACTION

This suggests several courses of action.

¢ Consider closing up to half of the current long-term financing gap through gen-
eral revenue transfers, but not much more than that. It would be preferable if
these transfers are temporary, rather than permanent.

+ General revenue transfers ought to be accompanied by structural changes and
perhaps used as incentives or inducements to get agreement on structural
changes (e.g., you get a dollar or some other amount in transfers for each dollar
in structural change). I would like to see transfers used in a wgl{ that enhances
the political system’s ability also to make structural changes. Transfers should
bﬁ in - addition to structural changes, not instead of making any structural
changes.

o General rules should probably be developed to set parameters on the size of

eneral fund transfers allowed. For example, to the extent that such transfers
go not come from on-budget surpluses, they might be limited to the amounts
needed to compensate the trust fund for losses due to the investment of less
than 50 percent of Social Security reserves in equities. An exception to this limi-
tation is that if and when sufficient progress is made in restoring Medicare sol-
vency, it would be appropriate to transfer to the Social Security trust fund the

1Henry J. Aaron and Robert D. Reischauer, C?untdown to Reform: The Great Social Security
Debate, pp. 93-94.
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portion of revenues from the taxation of Social Security benefits that is cur-
rently deposited in the Medicare trust fund. B

* To enhance fiscal discipline and apply pressure for necessary Social Security re-
forms, the current pay-as-you-go rules should be maintained until Social Secu-
rity is in long-term (i.e., 75-year) balance. These rules should be lifted when 75-
year balance is secured to the extent there is an on-budget surplus.

We also would like to see the Senate adopt section 13302 of the Budget Act, which
now applies on]i' to the House. This rule says that any bill or amendment that
weakens the solvency of the Social Security trust fund on a 5-year or 25-year
basis should not be considered. (The Senate has an alternative procedure that
makes this rule operative for 10 years, but not 75 years.) This rule could be
designed to create a point of order against legislation that would violate the
rule, with the votes of 60 Senators required to waive the point of order.

CONCLUSION

The goals of saving rather than consuming most of the surplus, paying down the
debt, building national saving, and shoring up Social Security for the long term are
the most important domestic policy goals we can pursue. T¥xe Administration has
designed a plan that uses general revenue transfers as an integral part of advancing
these goals; these transfers would be used as part of a plan designed to help ensure
surpluses are saved rather than spent and to help shore up Social Security. Overall,
the plan would use 77 percent of the unified budget surplus to pay down the debt
held by the public or otherwise improve the government’s assets-and-liabilities posi-
tion. It would devote more than 80 percent of the unified budget surplus to building
saving rather than for current consumption.

I believe this is a sound course to follow. If we follow this course, we will need
to place appropriate limits on the use of general fund transfers so we do not rely
on them excessively, and we will need to marry general revenue transfers to struc-
tural changes.

PREPARED STATEMENT OF DAvVID Koi1z

Chairman Roth and Members of the Committee, I was asked to provide you with
an overview of the nature and operations of the Social Security trust funds.

WHERE DO SURPLUS SOCIAL SECURITY TAXES GO?

The costs of the Social Security program, both its benefits and administrative ex-
penses, are largely financed by taxes on wages and self-employment income, com-
monly referred to as FICA and SECA taxes. Contrary to popular belief, these taxes
are not deposited into the Social Security trust funds. They flow each day into thou-
sands of depository accounts maintained by the government with financial institu-
tions across the country. Along with many other forms of revenues, these taxes be-
come part of the government’s operating cash pool, or what is more commonly re-
ferred to as the U.S. treasury. In effect, once these taxes are received, they become
indistinguishable from other monies the government takes in. They are accounted
for separately through the issuance of federal securities to the Social Security trust
funds—which basically involves a series of bookkeeping entries by the Treasury De-
partment—but the trust funds themselves do not receive or hold money.? They are
simply accounts. Similarly, benefits are not paid from the trust funds, but from the
treasury. As the checks are paid, securities of an equivalent value are removed from
the trust funds.

DOES THIS MEAN THAT THE GOVERNMENT BORROWS SURPLUS SOCIAL SECURITY TAXES?

Yes. When more Social Security taxes are received than spent, the money does
not sit idle in the treasury, but is used to finance other operations of the govern-
ment. The surplus is then reflected in a higher balance of federal securities bein
posted to the trust funds. These securities, like those sold to the public, are lega
obligations of the government. Simply put, the balances of the Social Security trust
funds represent what the government has borrowed from the Social Security system
(plus interest). Like those of a bank account, the balances represent a promise that
i? needed to pay Social Security benefits, the government will obtain resources in
the future equal to the value of the securities.

1P.L. 103296 requires the Secretary of the Treasury to issue “physical documents in the form
of bonds, notes, or certificates of indebtedness for all outstanding Social Security Trust Fund
obligations.” Under prior practice, trust fund securities were recorded electronically.
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ARE THE FEDERAL SECURITIES ISSUED TO THE TRUST FUNDS THE SAME SORT OF
FINANCIAL ASSETS THAT INDIVIDUALS AND OTHER ENTITIES BUY?

Yes. While generally the securities issued to the trust funds are not marketable,
i.e., they are issued exclusively to the trust funds, they do earn interest at market
rates, have specific maturity dates, and by law represent obligations of the U.S. gov-
ernment. What often confuses people is that they see these securities as assets for
the government. When an individual buys a government bond, he or she has estab-
lished a financial claim against the government. When the government issues a se-
curity to one of its own accounts, it hasn’t purchased anything or established a
claim against some other person or entity. It is simply creating an I0U from one
of its accounts to another. Hence, the building up of federal securities in federal
trust funds—Ilike those of Social Security—is not a means in and of itself for the
government to accumulate assets. It certainly establishes claims against the govern-
ment for the Social Security system, but the Social Security system is part of the
government. Those claims are not resources that the government has at its disposal
to pay future Social Security benefits.

WHAT THEN IS THE PURPOSE OF THE TRUST FUNDS?

Generally speaking, the federal securities issued to any federal trust fund rep-
resent “permission to spend.” As long as a trust fund has a balance of securities

osted to it, the Treasury Department has legal authority to keep issuing checks
or the program. In a sense, the mechanics o%a federal trust fund are similar to
those of a bank account. The bank takes in a depositor's money, credits the amount
to the depositor’s account, and then loans it out. As long as the account shows a
[soositive balance, the depositor can write checks that the bank must honor. In Social

ecurity’s case, its taxes flow into the treasury, and its trust funds are credited with
federal securities. The government then uses the money to meet whatever expenses
are pending at the time. The fact that this money is not set aside for Social Security
purposes does not dismiss the government’s responsibility to honor the trust funds’
account balances. As long as those funds show balances, the Treasury Department
must continue to issue Social Security checks. The key point is that the trust funds
themselves do not hold financial resources to pay benefits—rather, they provide au-
thority for the Treasury Department to use whatever money it has on hand to pay
them. If the Treasury lacks the resources to me<t these claims, it must borrow
them, or alternatively, Congress would have to enact legislation to raise revenue or
cut spending.

The significance of having trust funds for Social Security is that they represent
a long-term commitment of the government to the program. While the funds do not
hold “resources” that the government can call on to pay Social Security benefits, the
balances of federal securities posted to them represent and have served as financial
claims against the government——laims on which the Treasury has never defaulted,
nor used directly as a basis to finance anything but Social Security expenditures.

PREPARED STATEMENT OF SENATOR CONNIE MACK

Mr. Cheirman, 1 want to thank you for holding this hearing. I'm particularly
pleased to see Mr. Watkins before us today. I've known David for a number of years
now and am completely confident that he will do an excellent job as comptroller gen-
eral of the GAO.

Social Security is an extremely important issue for Congress to tackle in a serious,
thoughtful, and bipartisan manner. We need to strengthen and secure Social Secu-
rity so that our children and our grandchildren can enjoy the same retirement secu-
rity that we have. That means putting aside the chance to score partisan political
points and focusing on changes that would make a real difference in people’s lives.

I was disappointed to see that the President’s budget offered no specific plan to
make sure Social Security is around for future generations. Instead, in my view, the
Administration has given us an accounting gimmick that shirks the need to make
tough choices.

This is how I understand the President’s plan.

¢ He starts out with a unified surpius of 4.5 trillion dollars over the next 15

years—2.3 trillion of which is already part of the Social Security surplus.

¢ He takes the 4.5 trillion and spends 1.2 trillion. That leaves us with 3.3 trillion.

o He takes another 500 billion and says he would start USA retirement accounts.

That leaves us with 2.8 trillion dollars. )
s He then says he would take all of this 2.8 trillion and dedicate it to the Social
Security trust fund.
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But there's one big problem: 2.3 trillion of this is already supposed to be going
to the trust fund. Basically, the President seems to be promising to pay Social Secu-
rity with money that already belongs to Social Security.

e all know that a big part of future surpluses should be used to help fix Social
Security. But using accounting gimmicks doesn't fix anything. It still leaves future
taxpayers having to bear a burden they did not create. Polls show that many Ameri-
cans think they’re never going to get any Social Security paychecks. The President's
gimmick isn't going to help.

On the other hand, I was glad to see the President leave the door open to usin,
personal retirement accounts. Personal accounts would be real and tangible an
would give all working Americans a greater sense of financial security. Hopefully
we can work with the administration to craft a solution to Social Security that
would ensure future generations get a system they can all have faith in.

I am pleased to see that we have a number of knowledgeable witnesses here
today. I'm very interested in hearing their views on this critical issue and whether
there is any merit to the President’s plan.

PREPARED STATEMENT OF Hon. WILLIAM V. ROTH, JR.

Today the Committee will hear testimony about the President’s proposals to im-
prove Social Security long-term finances.

Social Security is a vitally important program for most Americans. Over 44 mil-
lion of our fellow citizens receive monthly benefits—retired and disabled workers
and their families, and the families of workers who have died. Indeed, at some point
in their lives, most Americans will receive a check from Social Security.

But, as is well known, Social Security has serious financial problems in the fu-
ture. In about 14 years—in 2013—annual Social Security revenues will no longer
cover benefit payments, and the program will need to call upon its Trust Funds.

Last year, the President brought Social Security’s financial problems to the na-
tion’s attention, and promised to ‘ead legislative action this year. On January 19th,
in his State of the Union Address, the President propesed transferring $2.8 trillion
of the projected budget surplus over the next 15 years to fix Social Security’s finan-
cial problems through 2055. Of the $2.8 trillion, $2.1 trillion would be deposited in
Social Security’s Trust Funds, extending their life to 2050.

The President’s proposals are very complex, and link paying off the current public
gggto to enabling the Federal government to pay Social Security benefits through

The President’s proposals would represent a major change in Social Security fi-
nancing. From the beginning, Social Security has been funded with a dedicated pay-
roll tax. Workers "earn” benefits based on payroll tax contributions. General reve-
nues have not been a significant source of financing. The Committee will need to
understand the implications of this proposed change in financing policy.

Although the President has not yet submitted a bill that would permit a definitive
analysis of his proposals, today’s hearing expresses the Committee’s commitment to
act both thoughtfully and expeditiously. Saving Social Security is a big job, and the
sooner we start, the better.

Let me also note that this Committee intends tc work with the President on a
bipartisan basis to strengthen Social Security for the long term. It is all of our re-
s lr&sibility to preserve and protect Social Security for our children and grand-
children.

Because the President’s ?roposals are complicated, last week I wrote to David
Walker, head of the General Accounting Office, asking that GAO analyze the Presi-
dent’s Sroposals and that Mr. Walker testify before the Committee today.

In addition to providing an overall evaluation, GAO was asked to address two spe-
cific issues. First, GAO was requested to clarify the President’s accounting methods
in using budget surpluses for Social Security. A number of analysts, including Har-
vard Professor Martin Feldstein, who is a{so a former head of the White House
Council of Economic Advisors, believe the President "double counts” or uses the So-
cial Security surplus twice. Mr. Walker will describe this issue further. .

Second, accounting methods aside, does the President’s proposal actually help
solve Social Security’s long-term financial challenges? According to Secretary Rubin,
who recently testified before this Committee, the President’s proposal would give So-
cial Security first claim on Federal budgets throu'gh 2055. What does this mean for
Social Security and for the rest of the government?

Senator Moynihan, would you like to make a statement before we turn to this
morning’s witnesses?
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[MOYNIHAN STATEMENT])

Thank you, Senator Moynihan. I encourage other members to submit their testi-
mony for the record.

PREPARED STATEMENT OF C. EUGENE STEUERLE

Mr. Chairman and Members of the Committee:

As a member of the baby boom generation, I grew up with individuals who,
whether conservative or liberal considered themselves idealists when it came to the
role of the federal government. They might have disagreed over the optimal size of
government or the degree of taxation, but they did believe that government should
serve its citizens well and should promote civil rights, defend against totali-
tarianism, and provide opportunity, especially to the poor. Today this cohort has
come into full power as members of the labor force, of the business community, of
the White House, and of Congress itself. It is ironic that the legacy that baby
boomers would now bequeath is one in which almost the sole purpose of the federal
government would be to care for their own consumption needs in retirement.

I do not believe this legacy is intended. Yet it would come about under current
law, under the President’s proposals, and under many of the Republican and Demo-
cratic budget alternatives now being considered in Congress. It is largely the con-
sequence of laws written decades ago that are determining almost all of the spend-
ing priorities of future generations. In particular, it is the consequence of designing
Social Security benefits (as well as health benefits for the elderly) so that they for-
ever grow faster than the economy, without regard to changes in fertility and mor-
tality rates that determine the numbers of taxpayers and beneficiaries (see figure).
In the presence of such unsustainable growth, t%e greatest difficulty with today’s
budget policy is not whether either the surplus or revenues are too large or too
small in the short or intermediate term, but that the law itself would deny to pos-
terity both the right and the privilege to decide for itself the priorities and needs
facing the nation.

The simple fact is that general revenue financing of benefits does not in any way
change the scheduled growth in commitments to programs for the elderly and near-
elderly. General revenue financing, standing by itself, can even detract attention
from the more important issue of how the structure of Social Security benefits re-
lates to the true needs of society.

ISSUES RAISED BY GENERAL REVENUE FINANCING

In theory, general revenue financing is an issue more of political economy than
pure economics. General revenue financing puts on the table several very important
questions:

¢ First, would it add to real assets held by the government or simply to a pre-
tense that Social Security holds onto real assets? Would it hide how obligations
itilldm}).lst be covered by future taxpayers? Would that make reform easier or

arder?

My own assessment is an additional transfer from the government’s left hand
(Treasury) to its right hand (Social Security})—over and above any surplus ac-
cruing between taxes and benefits—tends to mask too much. The simple fact
is that future taxpayers must cover the cost of the interest and principal on any
gift of bonds from Treasury to Social Security.

e Second, do new sources of general revenue lll'nancing lay bare the fact that pro-
grams for the elderly, including Social Security, have always relied in part upon
general revenue financing? If so, what does it mean when trust funds tempo-
rarily run surpluses?

Programs for the elderly have often had general revenue fixes. These include:
the financing of Part B of Medicare out of general revenues; the transfer at
times of benefits from Medicare Part A to Part B so that Part A appears more
solvent; the expansion of long-term care for the elderly within Medicaid (or, as
the President proposes, with income tax credits) rather than as part of a broad-
er reform of the health care benefit package offered as a whole to the elderly;
the use of SSI to pay for some transfers to low-income retirees even though
other large transfers occur within Social Security; the income tax exemption for
one-half of Social Security taxes paid; and the simultaneous transfer to Social
Security of income taxes paid on benefits on the basis of a very generous for-
mula. Considered as a whole, programs for the elderly have always run sub-
stantial deficits if benefits were to be compared to Social Security taxes paid.
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¢ Third, and closely related, did the tie between taxes and benefits, as reflected
in the concept of trust fund balances, act as a constraint on the system and pre-
vent deficit financing? Whether or not it acted as a break in the past, would
severance of this break reduce or eliminate orie of mechanisms that tends to
force elected officials to deal with imbalances between benefits and taxes?
In general the tie between taxes and benefits has acted as a modest past con-
straint on growth, sometimes forcing action, as in 1983. It has also kept taxes

and-benetits somewhat-in-batance: Onthe-other-hand; the expansion ingeneral
revenue financing of elderly programs as a whole probably has forced wage
earners on average to pay something like 20 percent of wages to support elderly
programs, rather than the supposed 15.3 percent Social Security tax rate. As
for the future, it appears that the current willingness to tackle Social Security’s
problems is based in part on trust fund imbalances projected under current law;
these imbalances would appear less severe with a generatl revenue transfer.

s Fourth, does general revenue financing break the relationship between benefits
and taxes on earnings, so that the public comes to view Social Security more
as a transfer program than a social insurance program? Would such a change
invite means testing and would that be a good thing for elderly programs?

The more formal introduction of general revenue financing could shift public
sentiment toward viewing the system as a transfer program. Already the Ad-
ministration is saying that some of the remaining imbalances in Social Security
(and Medicare) could be met by further gifts of bonds from Treasury beyond
what they have proposed. Hence it suggests that the general revenue financing
door can be opened even further by this or later Congresses. Although 1 have
written elsewhere that one might easily justify flattening the benefit structure
in Social Security, especially in exchange for subsidies for saving, means testing
is another matter. Means testing of a substantial portion of the elderly popu-
lation could be considered degrading, and means testing is highly inaccurate
given the ability to shift assets to children or simply hide them. Means testing
also severely discourages saving for retirement.

¢ Fifth, would general revenue financing open up consideration of the appropriate
tax base to support old age programs—wage taxes, income taxes, or consump-
tion taxes? Would the outcome of that debate lead to a better or worse Social
Security system? A better or worse tax system?

This is an open question. Certainly a case can be made for consumption tax-
ation vis-a-vis wage taxation if, as projected, we continue on a path where larg-
er and larger portions of Social Security and Medicare recipients consume at
higher rates than many of the workers who pay for those benefits. By the same
token, it is doubtful as a matter of simplicity—yes, there are a few of us left
who care about simplicity—that one would want to add yet another tax system
onto the ones we already have.

¢ Sixth, would the transition to general revenue financing.be done in a way that
might encourage more short-run saving by government?

This is the principal argument used by the Administration. In its own pro-
posal, success depends upon the crafting of legislation that somehow would
count transfers of bonds and interest to Social Security as an outflow for pur-
poses of some new unified budget deficit accounting, but then turn around and
not count the inflow of bonds to Social Security as income for the same set of
books. I have serious doubts as a matter of accounting practice that this hoped-
for constraint can be achieved, and, if achieved, that it can be made to constrain
future politicians. Nothing stops someone from looking at the current unified
budget deficit, which is useful for a variety of purposes, not the least of which
is to understand the flow of demand for borrowing from the public.

The confusion that reigns over the Administration proposal, however, does not
mean that short-run saving still might not be enhanced. In fact, the Adminis-
tration has made a good case not to deplete very much of the current surplus.
Its proposal to subsidize USA accounts also attempts to encourage some saving
relative to alternative budget uses.

We must also distinguish between the short-run political fight over what this
Congress might do with the longer-run issue of how future Presidents and Con-
gresses might be constrained. The Administration really doesn’t propose to save
the non-Social Security surplus over the short-run, but rather somehow to put
future Presidents and Congresses under a new pay-as-you-go rule where the
have few choices as to how to spend the additional revenues that taxpayers will
be paying and the temporary surpluses that they would see under today’s uni-
fied budget accounts. In fairness, a number of tax cut proposals would also tend
to lock in future elected representatives as well.
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¢ Finally, would '%eneral revenue financing be used to finance the transition to
a new system? That is, would it be one means of dealing with the political pain
(not necessarily the economic pain) borne by those sometimes identified as the
“transition” generation—the ones who woulx be called upon both the save more
to cover their own benefits and to cover the benefits of those whose Social Secu-
rity taxes have already been spent.
he Administration does not really come up with a structural reform that
might achieve this purpose. But it has thrown on the table the possibility of
using general revenues to meet these ends. This is reflected partly in the
amount of the non-Social Security surplus that it would try to make future Con-
gresses save. It is also reflected partly in the USA account proposal, although
no structural offset of any type is suggested—even a modest cutback in Social
Segu_r('l;ty benefits for non-poor recipients in exchange for their new USA account
subsidy.

SUMMARY

In summary, we have only begun our journey toward a domestic policy in which
our children are allowed some choice as to what their government will do to meet
their own needs and those of their children. Getting our budget into surplus after
years of large deficits has been a positive development. However, obligating the chil-
dren of today to pay almost all omheir future federal taxes as transfers to support
the consumption of their parents is a recipe neither for citizen-led government nor
for economic Frowth. The size of the deficit or surplus has never been more than
a symptom of the disease from which we suffer, and excessive attention to that
number has detracted from dealing with the longer-term direction of policy.

Done the right way, the infusion of some general revenues into a Social Security
reform package might help deal with some of the political pain. Certainly more sav-
ing bf' government—or limited reduction in projected surpluses—is a prudent move.
Development of the USA account, just like other individual account proposals, offers
the prospect of addressing the very poor distribution of private pension wealth in
society.

Nonetheless, direct general revenue financing of Social Security might reduce the
willingness to deal with our long-term problems and could raise a whole series of
other debates such as whether to means-test Social Security benefits. It is also un-
clear how an obscure form of budget accounting, even if it passed this Congress,
could be placed off-bounds for re-consideration by future Presidents and Congresses.

Federal Expenditures as a Percentage of Revenue
Long-Run Budget Projections of Clinton's 2000 Budget Policy

100
80 -
Meélcagd
60 - {
40 -
20 Social Security
0 - - T g T T T +
2000 2010 2020 2030 2040 2050 2060

[Social Security EAMedicare MIMedicaid]

Source. The Urban Institute, 1999 Based on the Budget of the United States Government, FY 2000.
Note: Net intorast not shown atler 2010.



out of Social Security taxes or general revenues.

46

APPENDIX 1
The Nature of Future Obligations

A few examples convey the extraordinary nature of our future obligations, whether financed

.

Using today’s prices. an average-income couple fetiring in 1960 could expect at that time to
receive about $100,000 in lifetime Social Sécurity benefits. A typical couple retiring today
would receive about $1/2 million in Social Security and Medicare benefits (about equal
amounts of each). Average-income baby boomer couples, on the other hand, would receive
around $3/4 million, and those who come later are scheduled to receive as much as $1
million (in today’s dollars). General revenue financing does not change thal level of
obligation.

If the number of workers per beneficiary drop from more than 3-10-1 to less than 2-to-1, as
scheduled, the children of baby boomers must finance Social Security benefits one way or
the other. Out of every dollar in cash wages, the government already requires workers to pay
15 cents in Social Security tax, plus several cents in general revenues, to support elderly and
disability programs alone. In the future that rate of tax could increase substantially -- § to
6 percentage points alone due to Social Security. General revenue financing only changes
what type of tax will support those elderly programs.

Ore reason for these rising costs is that Social Security and Medicare dictate that successive
generations should receive higher levels of real benefits than all previous generations. For
example, baby boomers are told that, regardless of other needs of the population, they are
entitled to receive higher levels of real benefits from their children than they, the baby
boomers, transferred to their parents — that this is an entitlement. General revenue financing
does not change these scheduled increases in benefits. N
Another reason that Social Security and other retirement programs take ever larger |
percentages of national income is that people are living longer and spending more years in
retirement -- almost a decade more than Social Security retirees in the early years of the
program. Today individuals claim an entitlement 10 retire on Social Security for about one-
ihird of their adult lives. More years of retirement also reduce the number of taxpayers for
both Social Security and other purposes, thus raising tax rates on those still working
General revenue financing does not change this trend.

Within a few decades, close (o one-third of the adult population will be receiving Social
Security benefits under cwrrent law. Add to those numbers the unemployed or
unetmployable, or those on other assistance programs, and a substantial portion of the adult
population will be largely -- in many cases, primanly — dependent upon the children of today
10 support them thrc;ugh their tax dollars. Of course, our children will need to support their
own families, as well, but the share of the budget available to meet the educational,
environmental, health research, urban. justice and other needs of our children and
grandchildren would be drastically reduced. General revenue financing simply reinforces
that pressure.
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APPENDIX 2

economic perspective

N

‘Spending’ the Surplus:
Counting the Ways

In s State of the Union address, President Chinton
proposed that “62 percent” of the surplus be spent on
so<1al security, that another share be allocated to
Medicare. and that the remaiung share be spent on
other ytems, including 1 subsidy for new private pen-
$100 accounts When the adounistration subsequentlv
tned to translate those portions into numbers, con-
fusion reigned. Almost no one outside the admisus-
tration irutiaily could figure out how to get the num-
bers to add up. It takes a2 complete set of accounts to
teconcile the vanous statements that are being made
and why they are so confusing {see table on the next
page).

The bottom line is that the president’s proposals
aliccate more than 100 percent of the total umified
budget surplus — a surplus that encompasses both the
social securnity and the non-social secunty budgets
Never stated explicitly by the adaunistration s thatats
suggestion would convert the non-social security
budget from a surplus into a defiat Yer Fecause so
much of that new non-socual secunty deficit would be
caused by an intermal governmental transfer to social
secunty, the proposal stll would retun close to three-
fourths of the unthed dbudget surplus

Still confused? Join the crowd! What
complicates matters Is that socisl
security itseif Is scheduled to run a
surplus.

Stli confused? Joun the crowd' What complhicates
matters 15 that social security itself 1 scheduled torun
a surplus. lts own surplus 15 already about 56 percent
of the tolal unified budget surplus expected ov er the
next 15 years Thatis, under current law socual secunty
would run a surplus of about $2 7 trillion over the aext
15 years, while the combined urufied budget surplus
woutd be $4 8 milion (see “current law” column of the
table) If social secunity mecely held onto its own
surplus, then, it would seem a3 if the president’s goal
could almost be reached. Perhaps a 1 $100 auflion
to $300 milhon or 30 would be needed to achiere the
62 percent target, but that is all. Right” No, wrong' The

resident suggested making an additional transfer from
reasury to the Soaal Secunty Adaunistration of $28
tnlhon or $2.7 tnllion (the admurustraton has used
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both numbers, but, whule confusing matters further, 1t
makes Litde dufference to our story).

Now think about 1t If socual security already has
about three-fifths of the combuned surplus, and if st is
allocated another three-fifths of the surplus, then
doesn’t the total add up to aboul 120 percent of the
entue surplus — social secunty and non-social security
together? That 1s cotrect. and that helps explain the
confusion.

How, then. can one reconcue the accounts? Essen-
tially. the admirustration has proposed 1o run a non-
socual security deficit of about 82 tnilion to be able to
finarce both the additional transfer 10 socul secunty
and its other spending and tax proposals Put another
way, the non-soqial security surpius over the next 1%

ears would be about $2.1 tnlbon under current law
adausustration has proposed allocating $2.8 tril-
tion 1o soaal secunitv and $1 3 tnllion to ovger spend-
ing and tax proposals That $4 1 trllion debit to Trea-
Sury’s non-social secunty accounts would requize that
they run a $2 tnllion defiait

Now return to the unified Budget measure that
counts poth the social secunty and the aon-socnal se-
cunty accounts together In that broader set of ac-
counts, all of the accounting transfers ace a wash Soaal
secunty gets a credit, the rest of government gets a
deint. Medicare also gets a credit, which 1s matched by
a recordang of additiona) debt on Treasury’s books. Tre
total surplus 1s reduced only by actual changes in
spending and taves, suggested by the admuustration
to equal 51 Jtnllion Hence the unified budget surplus
would shil be reduced from only $4 8 tnllion (0 $35
mihon

From the administration’s perspective, these
vanous accounhing shifts — and the claim of having
“spent” the surplus on sox1al secunty and Medicare —
would help 1t maintain the surplus and prevent even
more rampant spending and tax cutting by Congress
Why, however. didn’t 1t simply try to preserve the so-
cal secunty surplus that is already beung recorded in
its own set of books? On net, the admarustrahon’s pro-
posal isn’t much different from suggesting that the
social security surplus be maintained and that the
majority of the non-socia! security surplus be available
for other purposes. (The Medicare transfer merely adds
support for current spending promises cather than in-
creases Ln Medicare spending per se, so technically the
admirustration NF‘ﬂh spending only $13 trilbon
out of the $2 1 tnllion non-social security surplus )

The problem for the adounistration s that «f 1t
recorded the changes un this simpler way and didn t

ns
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make the 1ddibonal translee. 11 couldn’t claim %0 have
done anythung to “solve” the socisl secunty problem
Thunk of sts proposal with respect to soxisl security as
totally separate from the rest of what happens in the
budget Irs recommendation is o Nave the Treasury
Department issue an additional $2 8 tnllion wortth ot

! bords to soxial secunty for free Treasury would book
the new luabudity. soaal secutity would book the new
asset Of course. the interest #nd pnncipal on the debt

. must now be covered by the uncome taxpayer rather

+ than the socual security taapayer However, when the
actuanes run numbers on +0C1al security’s own books,
1t wilt appear to has e more money {due to obligatons
imposed on future taxpayers 1o pay off this formal
Treasury debt)

Why didn't the adminietration simply
try to preserve the socle! security
surplus that Is already being recorded
In its own set of books?

When all the accounts are fully reconcled, the ad-
qunstration’s proposal invilves converting the non-
socul security sucplus into 2 ugnuficant deficit Run-
ang 3 non-social security dehcit is bkely to be the
Aclulles heel of the propose? Add 10 that problem the
tota! confusion that anses because the admirustranen

really tnes to “spend” more than 100 percent of the
wunshed budget surplus without saying that it has done
30, and it becomes clear that this is a policy a bong way
from enactment. There really 1sn’t a soaal secunty or
a Medicare proposal anyway, merely a suggestion o
try to save some of today’s temporary surplus foc the
future 50 that reduced wnterest payments on the dedt
held duectly by the pubhc can now be made by income
taxpayers 1o meet the cblganons of Medwcare and so-
cul secunty

Nonetheless, the presadent’s suggestions 4o give us
some hants 25 to the broad boundanes that are ikely
o be set on budget pol:‘? this year [vis uriikely hat
Congress would spend down the social security
surphus already projected (hence violating the 62 per-
cent” standard, no matter how easured) Meanwhile,
basgairung over adJdibonal s, and tax cuts be-
tween the admirustrabon A.sfg:\l:r‘cu s hable o fa
somewhere between the §$1.) milion suggested by the
adwirustTanon and the 52 1 nilion in non-30C1 31 secu-
nty surplus posw pr Whether any of this will
make sense as a mal'er of budget, social secunty.
Medicare, tan of expenditure poly is another muattet
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PREPARED STATEMENT OF DAVID M. WALKER
Mr. Chairman and Members of the Committee:

It is a pleasure to be here today to discuss the President’s recent proposal for ad-
Social Security and use of the budget surplus. These proposals address
rtant issues facing the nation, both now and over the longer
ave stimulated much controversy and dialogue in the past few

dressin
some of the most im
term. The proposals
weeks.

The President’s proposal is complex, which makes it all the more important for
us to focus our attention on what it does—and what it does not do—for our long-

term future. In summa?, the President’s proposal:
Yy

¢ Reduces debt held
growth

the public from current levels, thereby also reducing net
interest costs, raising national saving, and contributing to future economic
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e It fundamentally changes Social Security financing in two ways:

o It promises dgeneral funds in the future b{: in effect, trading publicly held debt
for debt held by the Social Security Trust Fund (SSTF)

o It invests some of the trust fund in equities with the goal of capturing higher
returns over the long term

¢ It does not have any effect on the projected cash flow imbalance in the Social
Security program’s taxes and benefits

» It does not represent a Social Security reform plan.

CONTEXT: LONG-TERM OUTLOOK IS IMPORTANT

It is important to lock at the President’s proposal in the context of the fiscal situa-
tion in which we find ourselves. After nearly 30 years of unified budget deficits, we
look ahead to projections for “surpluses as far as the eye can see.” At the same time,
we know that we face a demographic tsunami in the future that poses significant
challenges for the Social Secunti\.lA system and our economy as a whole. In this con-
text, we should recognize that the President uses a longer-term framework for re-
source allocation than has been customary in federal budgeting.

Although all projections are uncertain—and they get more uncertain the farther
out they go—we have long held that a long-term perspective is important in formu-
lating fiscal policy for the nation. Each generation is in part the custodian for the
economy it hands the next and the nation’s long-term economic future depends in
large part on today’s budget decisions. This perspective is particularly important be-
cause our model and that of the Congressionai Budget Office (CBO) continue to
show that absent a change in policy, the changing demographics to which I referred
above will lead to renewed deficits. This longer-term problem provides the critical
backdrop for making decisions about today’s surpluses.

Surpluses are the result of a good economy and difficult policy decisions. They
also provide a unique opportunity to put our nation on a more sustainable path for
the long term, both for fiscal policy and the Social Security program itself. Current
decisions can help in several important respects: (1) current fiscal policy decisions
can help expand the future capacity of our economy by increasing national savings
and investment, (2) engaging in substantive reforms of retirement and health pro-
grams can reduce future claims, (3) by acting now, we have the opportunity of phas-
ing in changes to Social Security and health programs over a sufficient period of
time to enable our citizens to adjust, and (4) failure to achieve needed reforms in
the Social Security and Medicare programs. will drive future spending to
unsustainable levels.

THE PROPOSAL

Let me first briefly describe the President’s proposal. The President proposes to
use approximately two-thirds of the total projected unified budget surpluses over the
next 15 years to reduce debt held by the public and to address Social Security’s fi-
nancing grob]em. His approach to this, however, is extremely complex and con-
fusing. The President proposes to “transfer” an amount equal to a portion of the pro-
jected surplus to the Social Security and Medicare trust funds.! This transfer is pro-
Jected to extend the solvency of Social Security from 2032 to 2049. His proposal to
permit the trust fund to invest in equities is expected to further extend trust fund
solvency to 2055. ) -

To understand and evaluate this proposal it is important to understand the na-
ture of the federal budget, how trust funds fit into that budget, and the challenges
of “saving” within the federal budget.

Can we save for the future in the federal budget?

The federal budget is a vehicle for making choices about the allocation of scarce
resources. It is diﬁ'erent from state budgets in ways important to this discussion.
Most states use “fund budgeting” in which pension funds build up surpluses that
are routinely invested in assets outside the government. In contrast, the tederal gov-
ernment’s unified budget shows all governinental transactions and all funds are
available for current activities. We cannot park our surplus in a cookie jar. The only
way to save in the federal budget is to run a surplus or purchase a financial asset.
When there is a cash surplus it is used to reduce debt held by the public. Therefore,
to the extent that there is an actual cash surplus, debt held by the public falls.

This presents a problem for any attempt to “advance fund” all or part of future
Social Security benefits. Advance funding within the current program would mean

'In this testimony 1 will address only the Social Security portion of this transfer. The issues
are similar but not 1dentical for the Medicare trust fund transfer.
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increasing the flows to the SSTF. Although it is officially “off budget,” the fact re-
mains that the SSTF is a governmental fund. In the federal budget, trust funds are
not like private trust funds. They are simply budget accounts used to record receipts
and expenditures earmarked for specific purposes. A private trust fund can set aside
money for the future by increasing its assets. However, under current law, when
the SSTF receipts increase, they are invested in Treasury securities and used to
meet current cash needs of the government. The increase in assets to the SSTF is
an equal increase in claims on the Treasury. One government fund is lending to an-
other. These net out on the government’s books. Any increase in the trust fund bal-
ances would only become an increase in saving if this increment were to add to the
- unified budget surplus (or decrease the unified-buidget- deficit)-and -thereby-reduce ——
the debt held by the public.

How do these transactions affect the government’s debt? Gross federal debt is the
sum of debt held by the public and debt held by governmental accounts—largely
trust funds. This means that increases in the trust fund surplus will increase gross
debt unless debt held by the public declines by at least the same amount. Any re-
form of Social Security that increases the annual SSTF surplus would increase debt
held by government accounts since under current law any excess of revenues over
benefit payments is loaned to Treasury for current needs. As a result, total govern-
ment debt would go up unless these surpluses were used to reduce debt held by the
public by an equivalent amount.

Debt held by the public and debt held by trust funds represent very different con-
cepts. Debt held by the public approximates the federal government’s competition
with other sectors in_the credit markets. This affects interest rates and private cap-
ital accumulation. Further, interest on debt held by the public is a current burden
on taxpayers. In contrast, debt held by trust funds performs an accounting function
and represents the cumulative annual surpluses of these funds (i.e., excess of re-
ceipts over disbursements plus accrued interest). It provides the account with a
claim on the U.S. Treasury for the future, but it does not represent an estimate of
the size of the account’s future transactions with the public. In particular, debt held
by the SSTF does not represent the actuarial present value of expected future bene-
fits for either current or future participants. Nor does it have any of the economic
effects of borrowing from the public. It is not a current transaction of the govern-
ment with the public; it does not compete with the private sector for available funds
in the credit market.

How does the President’s Proposal Work?

This information is important to an understanding of the President’s proposal be-
cause in large part he proposes to, in effect, trade debt held by the public for debt
held by the SSTF. By running a cash surplus over the next 15 years, debt held by
the public falls. To “save” this surplus, the President proposes to “transfer” it to the
trust fund in the form of increased Treasury securities. Under his proposal, debt
held by the public falls, but debt held by the trust funds increases. Because he
shows the transfer us a subtraction from the surplus—a new budgetary concept—
Le shows no surplus. As a result, he attempts to save it by hiding it.

The mechanics of the proposed transfer of surpluses to the SSTF are complex and
difficult to follow. Few details have been made available, and there is conflicting in-
formation on exactly how it would work. Figures 1 and 2 are flow charts rep-
resenting our best understanding of the Social Security portion of this transfer.
Since it is impossible to understand the changes proposed by the President without
understanding the present system, Figure 1 shows the flows under the current sys-
tem. Under current law, annual cash flow surpluses (largely attributable to excess
payroll taxes over benefits payments and program expenses) are invested in Treas-
ury securities.2 This excess “cash” is commingled with other revenues and used to
finance other governmental activities. In this way, SSTF surpluses have helped and
continue to help finance the rest of the government. This year, the SSTF surplus
is expected to exceed the general fund deficit so there is also a surplus in the unified
budget. Over the entire 15-year period, more than half of the projected unified sur-
plus is composed of Social Security surpluses. Absent any change in policy, these
unified surpluses will be used to reduce the debt held by the public.

2This presentation is somewhat simplified. In reality, FICA taxes are collected with income
and corporate taxes by the Treasury and then allocated by the Treasury to Social Security,
medicare, or the general fund.
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Figure 1; Current Social Security Flows
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Under the President’s proposal, this would continue. However, as shown in Figure
2, at the point where total tax receipts are allocated to pay for government activi-
ties, a new financing step would be added to “transfer” a portion of the unified budg-
et surpluses to the Social Security and Medicare trust funds. The unified budget
would do this by providing a new set of securities for these trust funds. However,
the excess cash would still be used to reduce the debt held by the public.

Figure 2: Social Security Flows Under President's Proposal
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In essence this swaps debt held by the public for debt held by the trust funds.
While there are many benefits to reducing publicly held debt, it is important to rec-
ognize that under the current law baseline—i.e. with no changes in tax or spending
policy—this would happen without crediting additional securities to the trust funds.

The Administration has defended this approach as a way of assuring both a re-
duction in debt held by the public and giving Social Security first claim on what
they call the “debt-reduction dividend” to pay future benefits.

However, issuing these additional securities to the SSTF is a discretionary act
with major legal and economic consequences for the future. Some could view this
as double counting. Importantly, to the extent it cppears that way to the public, it
could undermire confidence in a system that is already difficult to explain. How-
ever, the debate over double counting focuses on the form of the proposal rather
than its substance. Although form is important when it interferes with our ability
to understand the substance—and I think this proposal falls into that trap—the im-
portant debate must be on the substance of the proposal.

This proposal represents a fundamental shift in the way the Social Security pro-
gram is financed. It moves it away from payroll financing toward a formal commit-
ment of future general fund resources for the program. This is unprecedented. Later
in my statement, I will discuss the implications of this propoaal for overall fiscal
policy and tor the Social Security program.

GOVERNMENT FINANCING AND DEBT

The Presideut’s proposals would have the effect of reducing debt held by the pub-
lic from the current level of 44 percent of Gross Domestic Product (GDP) to 7 per-
cent over the 15-year period. Nearly two-thirds of the projected unified budget sur-
plus would be used to reduce debt held by the public. Because the surplus is also
to be used for other governmental activities, the amount of debt reduction achieved
would be less than the baseline, but nonetheless the outcome would confer signifi-
cant benefits to the budget and the economy.

Our previous work on the long-term effects of federal fiscal policy has shown the
substantial benefits of debt reduction.? Reducing publicly held debt reduces pay-
ments on net interest within the budget. For example, CBO estimates that the dif-
ference between spending the surplus and saving the surplus is $123 billion in an-
nual interest payments by 2009. Lower interest payments lead to larger surpluses,
which in turn reduce debt: the miracle of compound interest produces a virtuous cir-
cle. The result—future decision-makers gain significant budgetary flexibility to ad-
dress other needs in the future.

For the economy, lowering debt levels increases national saving and frees up re-
sources for private investment. This in turn leads to increased productivity and
stronger economic growth over the long term. Over the last several years, we and
CBO have both simulated the long-term economic results from various fiscal policy
paths. These projections consistently show that reducing debt held by the public in-
creases national income over the next 50 years, thereby making it easier for the na-
tion to meet future needs and commitments. As Treasury Secretary Rubin has
noted, reduced debt now helps the federal government increase its capacity to han-
dle borrowing in the future.

The President’s proposal, in effect, trades debt held by the public for debt held
by government accounts, but he also spends part of the surplus. Debt held by trust
funds goes up more rapidly than debt held by the public falls, largely due to the
additional securities iransferred to the trust funds. Gross debt, therefore, increases.
It is gross debt—with ininor exceptions-—that is the measure that is subject to the
debt limit. The current limit is $5.95 trillion. Under the President’s plan, the limit
would need to be raised sometime during 2001. Under either the CBO or OMB base-
line (i.e. save the entire surplus), the limit would not need to be raised during at .
least the next 5 years. This is shown in Figure 3 below.

SBudget Issues: Analysis of Long-Term Fiscal Outlook (GAO/AIMD/OCE-98-19, October
1997).
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te 3: Debt Subject to Limit under Baseline and President’s Proposal
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While reducing debt held by the public appears to be a centerpiece of the pro-
posal—and has significant benefits—as I noted above the transfer of unified sur-
pluses to Social Security is a separate issue. The transfer is not technically nec-
essary: whenever revenue exceeds outlays and the cash needs of the Treasury—
whenever there is an actual surplus—deby held by the public falls. The President’s
proposal appears to be premised on the belief that the only the way to sustain sur-

luses is to tie them to Social Security. He has merged two separate questions: (1)

ow much of the surplus should be devoted to reducing debt held by the public; and,
(2) how should the nation finance the Social Security program in the future.

Let me turn now to the question of Social Security financing.

SOCIAL SECURITY FINANCING

The President proposes two changes in the financing of Social Security: a pledge
of general tunds in the future and a modest amount of investment in equities. Both
of these represent major shiits in approach to financing the program.

General Fund Financing

By, in effect, trading debt held by the public for debt held by the trust funds, the
President is committing future general revenues to the Social Security program.
This is true because the newly transferred securities would be in addition to any
buildup of payroll tax surpluses. Securities held by the SSTF have always rep-
resented annual cash flows in excess of benefits and expenses, plus interest.* Under
the President’s proposal this would no longer continue to be true. The value of the
securities held by the SSTF would be greater than the amount by which annual rev-
enues exceed annual benefits and expenditures.

This means that for the first time there is an explicit and legal claim on the gen-
eral fund. This is a major change in the underlying theoretical design of this pro-
gram. Whether you believe it is a major change in reality depends on what you as-

4Cash flow into the SSTF is compnsed of payroll taxes and a portion of the income taxes paid
on Social Securitgol:eneﬁts. Income taxes made up a relatively small component of the surplus.
Interest paid to ial Security is analogous to interest paid on publicly held debt. Both come
from the general fund. Interest on publicly held debt is paid in cash while interest to the trust
fund is credited in the form of additional treasury securities.



54

sume about the likely future use of general revenues under the current cir-
cumstances. For example, current projections are that in 2032 the fund will lack
sufficient resources to pay the full promised benefits. If you believe that this short-
fall would—when the time came—be made up with general fund monies, then the
shift embedded in the President’s proposal merely makes that explicit. If, however,
you believe that there would be changes in the benefit or tax structure of the fund
instead, then the President’s proposal represents a very big change. In either case,
the question of bringing significant general revenues into the financing of Social Se-
curity is a question that deserves full and open debate. The debate should not be
overihadowed by the accounting complexity and budgetary confusion of the pro-
posal.

One disconcerting aspect of the President’s proposal is that it appears that the
transfers to the trust fund would be made regardless of whether the expected budg-
et surpluses are actually realized. The amounts to be transferred to Social Security
- apparently would be written into law as either a fixed dollar amount or as a percent
of taxable payroll rather than as a percent of the actual unified surplus in any given
year. These transfers would have a claim on the general fund even if the actual sur-
plus fell below the amount specified for transfer to Social Security—and that does
present a risk.5

It should be noted that any proposal to allocate surpluses—particularly over a
long period of time—is vulnerable to the risk that those projected surpluses may not
materialize. The history of budget forecasts should remind us not to be complacent
about the certainty of these large projected surpluses. Accordingly, we should con-
sider carefully any permanent commitments that are dependent on the realization
of a long-term forecast.

Investment in Equities

Under current law, the SSTF is required to invest in securities that are issued
or backed by the Treasury. The President proposes changing current law to allow
the SSTF to invest a portion of its assets in equities. His proposal calls for the fund
to gradually invest 15 percent of its total assets in the equity market. According to
the Administration’s estimates, the SSTF’s equity holdings would represent only a
small portion—about 4% —of the total equity market. To insulate investment deci-
sions from paolitical considerations, the Administration proposes investing passively
}n] a broad-based stock index and creating an independent board to oversee the port-
olio.

Last year, we reported on the implications of allowing the SSTF to invest in equi-
ties.6 In that report, we concluded that stock investing offers the prospect of higher
returns in exchange for greater risk. We found that, by itself, stock investing was
unlikely to solve Social Security’s long-term financing imbalance but that it could
reduce the size of other reforms needed to restore the program’s solvency. We also
concluded that investing in a broad-based index would help reduce, but not elimi-
nate, the possibility of political influence over stock selections. However, the issue
of how to handle stock voting rights could prove more difficult to resolve. If the gov-
ernment voted its shares, it would raise concerns about potential federal involve-
ment in corporate affairs. If the government chose not to vote, it would affect cor-
porate decision-making by enhancing the voting power of other shareholders or in-
vestment managers. The model applicable to passive private sector investment man-
agers under the Employee Retirement Income Security Act (ERISA) may be relevant
to the resolution of this issue.

From an economic standpoint stock investing would not have a significant impact
on national saving compared to the alternative of using the surpluses to further re-
duce debt held by the public. Both approaches would add about the same amount
of funds to private capital markets, meaning that national saving would essentially
be unchanged. From a budget accounting standpoint they are not the same. Under
current scoring rules the purchase of equities would be counted as an outlay, but
the proposal apparently would change that. Equity purchases would not be scored
as an outlay since they would be made out of the amount transferred to social secu-
rity, which is already scored as reducing the surplus.

51t is worth noting that something like this happens now. Treasury does not track how much
of the revenues it collects are for Social Security and how much for income taxes. It credits the
SSTF with fund equal to the appropriate tax rate applied to the taxable wage base—whether
or not those FICA taxes were actually paid.

€Social Security Financing Implications of Government Stock Investing for the Trust Fund,
the Federal Budger, and the Economy (GAO/AIMD/HEHS-98-74, April 1998)



55

HAVE OTHER COUNTRIES TACKLED THESE PROBLEMS?

I should note that although the dilemma we are facing of whether and how to
save for the future is a very difficult one, it is not unique. A look at other democ-
racies shows that surpluses are difficult to sustain. However, several nations have
succeaded in sustaining surpluses. In those nations, political leaders were able to
articulate a compelling rationale to justify the need to set aside current resources
for future needs.

For example, those countries that have come to the conclusion that the debt bur-
den matters make it an explicit part of their fiscal decision making process. Aus-
tralia, New Zealand, and the United Kingdom all attempt to define prudent debt
levels as a national goal to strive for. These debt goals can prove important in times
of surplus. New Zealand, for example, used its debt goals as justification for main-
taining spending restraint and attempting to run sustained surpluses. They prom-
ised that once they met their initial debt target they would give a tax cut..Impor-
tantly, when they hit that specified debt target, they delivered on their promise of
tax cuts. -

Other, countries have saved for the future by separating their pension or Social
Security-related assets from the rest of the government’'s budget. For example, the
Canadian Pension Plan (CPP) is completely separate from both federal and provin-
cial budgets. When the fund earns surplus cash, it is invested in provincial debt se-
curities and, starting this year, in the stock market. Sweden also maintains a pen-
sion fund outside the government's budget and invests assets in stocks and bonds.

Norway may be the most dramatic example of setting aside current surpluses to
address long-term fiscal and economic concerns. Norway faces the two-edged prob-
lem of a rapidly aging population and declining oil revenues-—a significant source
of current government revenue. To address these long-term concerns, Norway start-
ed setting aside year-end budget surpluses in 1996 to be invested in foreign stocks
and bonds. Their express intention is to draw down these assets to pay for the re-
tirement costs for their baby boomers.

It should be noted that other nations that have attempted to directly address
their debt and pension problems have usually done so during or shortly after a fiscal
or economic crisis. Fortunately, we do not have that problem. Instead, we have a
;_mique opportunity to use our current good fortune to meet the challenges of the
uture.

SOCIAL SECURITY REFORM IS STILL NEEDED

Finally, it is important to ncte that the President’s proposal does not alter the
projected cash flow imbalances in the Social Security program. Benefit costs and
revenues currently associated with the program will not be affected by even one
cent. Figure 4, which shows Social Security’s payroll tax receipts and benefit pay-
ments, illustrates this point. Without the President’s proposal, payroll tax receipts
will fall short of benefit payments in 2013; with the President’s proposal, payroll tax
receipts also fall short of benefit payments in 2013—the graph doesn’t change at all.
Under the President’s proposal, expected stock market returns would be used to fill
part of this gap, but from 2013 on the trust funds will be reliant on cash from re-
deemed securities, whether or not the President’s proposal is adopted. The changes
to the Social Security program will thus be more perceived than real: although the
trust funds will appear to have more resources as a result of the proposal, in reality
nothing about the program has changed. The proposal does not represent Social Se-
curity reform, but rather it represents a different means to finance the current pro-
gram. One of the risks of the proposal is that the additional years of financing may
very well diminish the urgency to achieve meaningful changes in the program. This
would not be in the overall best interests of the nation.
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Figure 4: SSTF Projected Cash Income and Outflow through 2019
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To achieve long-term solvency and sustainability, the Social Security program
itself must be reformed. The demographic trends that are driving the program’s fi-
nancial problems affect the program well into the future. The impending retirement
of the baby boom generation is the most well-known of these trends, but is not the
only challenge the system faces. If this were so, perhaps a one-time financing strat-
egy could be sufficient. But people are retiring earlier, birth rates have fallen, and
life expectancies are increasing—all these factors suggest that Social Security’s fi-
nancial problems will outlive the baby boom generation and continue far into the
future. These problems cannot be addressed without changes to the Social Security
program itself.

ese changes should be made sooner rather than later. The longer meaningful
action is delayed, the more severe such actions will have to be in the future.
Changes made today would be relatively minor compared to what could be necessary
years from now, with less time for the fiscal effects of those changes to build. More-
over, acting now would allow any benefit changes to be phased in gradually so that
participants would have time to adjust their saving or retirement goals accordingly.
It would be tragic indeed if this proposal, through its budgetary accounting com-
plexity, masked the urgency of the Social Security solvency problem and served to
delay much-needed action.

There is another reason to take action on Social Security inow. Social Security is
not the only entitlement program needing urgent attention. In fact, the issues sur-
rounding the Medicare program are mucﬁ more urgent and complex. Furthermore
the many variables associated with health care consumption and Medicare costs and
the personal emotions associated with health decisions make reform in this program
particularly difficult. Let us address Social Security for the long term today so that
the nation can turn its attention to these other more pressing and difficult issues
early in the new millennium. Much remains to be done in reforming entitlement

rograms, and engaging in meaningful Social Securiéy reform would represent an
important and significant first step. The Congress and the Administration, workin
{,ogether, can find a comprehensive and sustainable solution to this important chal-
enge.

I recognize, though, that restoring Social Security solvenci is not easy. Ulti-
mately, any reforms to Social Security will address not only the relatively narrow
question of how to restore solvency and assure sustainability but will also go to the
larger question of what role Sociaf Security and the federal government should play
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in providing retirement income. There are many proposals being made to address
these questions; choosing among them will involve difficult and complex choices,
choices that will be critically important to nearly every American’s retirement in-
come.

In my view, progress is likely to be greatest if we see these choices rot as “either/
or” decisions but rather as an array of possibilities along a continuum. Combining
elements of different approaches may offer the best chance to prcduce a package
that addresses the problem comprehensively for the long term in a way that is
meaningful and acceptable to the American people. For example, such a continuum
may identify individual accounts that could serve as a voluntary or mandatory sup-
plement to a financially sound and sustainable base defined benefit structure. In ad-
dition, master trust principles can be used to provide for collective investment of
base defined benefit and individual account funds in ways that would serve to pre-
vent political manipulation of investments.

In order to help structure these choices, I would suggest five criteria for evalu-
ating possible Social Security proposals:

Sustainable solvency: A proposal should eliminate the gap between trust fund re-
sources and expenditures over 75 years, and have the ability to sustain a stable sys-
tem beyond that time period. ’

Equity: A proposal should create no “big winners” or “big losers.” Those who are
most reliant on Social Security for retirement and disability income should continue
to receive adequate support; those who contribute the most would also benefit from
participation in the system, and intergenerational equity would improve.

Adequacy: Consistent with Social Security’s social insurance feature, a proposal
should provide for a certain and secure defined benefit promise that is geared to
providing higher replacement rates for lower-income workers and reasonable min-
imum benefits to minimize poverty among the elderly.

Feasibility: A proposal should be structured so that it could be implemented with-
in a reasonable time period, it could be readily administered, and the administrative
costs associated with it would be reasonable.

Transparency: A proposal should be readily understandable to the general public,
and, as a result, generate broad support.

Applying such criteria will require a detailed understanding of the possible out-
comes and issues associated with the various elements of proposals. We are working
to provide the data, information, and analysis needed to help policymakers evaluate
the relative merits of various proposals and move toward agreement on a com-
prehensive Social Security reform proposal.

CONCLUSIONS

Budget surpluses provide a valuable opportunity to capture significant long-term
gains to both improve the nation’s capacity to address the looming fiscal challenges
arising from demographic change and aid in the transition to a more sustainable
Social Security program. The President’s proposal offers a valuable opportunity for
us to address both how much of our current resources we want to save for the future
and how we can best do so. The President’s proposal is both wide ranging and com-
plex, and it behooves us to clarify the consequences for both our national economy
and the Social Security program.

A substantial share of the surpluses would be used to reduce publicly held debt,
providing demonstrable gains for our economic capacity to afford our future commit-
ments. In this way, the proposal would help us, in effect, prefund these commit-
ments by using today’s wealth earned by cukrent workers to enhance the resources
for the next generations.

However, the President’s proposal does not include any Social Security program
reforms to make the program’s commitments more affordable. The transfer of sur-

lus resources to the trust fund, which the Administration argues is necessary to
ock in surpluses for the future, would nonetheless constitute a major shift in fi-
nancing for the Social Security program. Moreover, the proposed transfer may very
well make it more difficult for the public to understand and support the savings
oals articulated. Several other nations have shown how debt reduction itself can
ge made to be publicly compelling, but only you can decide whether such an ap-
proach will work here. .

I am very concerned that enhancing the financial condition of the trust fund alone
without any comprehensive and meaningful program reforms may in fact undermine
the case for fundamental program changes. Delay will only serve to make the nec-
essary changes more painful down the road. The time has come for meaningful So-
cial Security reform. After all, we have much larger and more complex challenges
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to tackle. Explicitly pledging federal general revenues to Social Security will limit
the options for dealing with other national issues.
As you consider various proposals, you might focus on the following questions:
o How much of the unitied budget surplus should go to debt reduction vs. other
riorities?
o If we are to use some portion of the surplus to reduce publicly held debt, is the
President’s proposed approach the way to do this?
e Should Social Security be financed in part b}; general revenues?
e Should the SSTF invest in the stock market?
* How can we best assure the solvency, sustainability, equity and integri z of the
Social Security program for current and future generations of Americans?
¢ How can we best assure the Fublic's understanding of and support for any com-
prehensive Social Security reform proposal?
We at GAO stand ready to help you address both Social Security reform and other
critical national challenges. Working together, we can make a positive and lasting
difference for our country and the American people.
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