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SOCIAL SECURITY FINANCING PROPOSALS

MONDAY, JUNE 13, 1977

U.S. SENATE,
SUBCOM.3IITTEE ON SOCIAL SECURITY,

OF TIHE COMMITTEE ON FINANCE,
Washington, D.C.

The subcommittee met, pursuant to notice, at 10:35 a.m. in room
2221, Dirksen Senate Office Building, Hon. Gaylord Nelson (chair-
man of the subcommittee) presiding.

Present: Senators Long, Byrd, Jr., of Virginia, Nelson, Hathaway,
Curtis, Dole, Laxalt, and Danforth.

[The committee press release announcing these hearings follows:]

[Press Release]

FINANCE SUBCOMMITTEE ON SOCIAL SECURITY SETS HEARINGS ON SOCIAL SECU-
RITY FINANCING PROPOSALS

The Honorable Gaylord Nelson (D., Wis.), Chairman of the Subcommittee
on Social Security of the Committee on Finance, announced today that the
Subcommittee plans to hold hearings on proposals for maintaining the finan-
cial soundness of the Social Security program.

Senator Nelson stated that the Honorable Joseph A. Califano, Jr., Secretary
of Health, Education, and Welfare, will be the leadoff witness on June 13.
Secretary Califano will present testimony concerning the actuarial status of
the social security trust funds and the Administration's proposals for legisla-
tion to Improve their financial Integrity.

The hearings will begin at 10:00 a.m. on Monday, June 13, 1977, in Room
2221, Dirksen Senate Office Building.

Nelson said, "The social security system directly affects the lives of most
Americans. Some 33 million receive monthly compensation from the social
security trust funds and over 100 million persons presently are contributing
to the system, It is absolutely essential that the financial soundness of the
social security trust funds be restored to assure present and future benefi-
ciaries of the economic security they expect and deserve."

President Carter sent a legislative package to Congress on May 9, 1977, to
deal with both short and long range social security financing problems. These
proposals Included:

Instituting a special counter-cyclical system of financing from general
revenues which would replace the social security taxes that are lost when

*the unemployment rate exceeds 6 percent.
Removing the ceiling on the amount of an individual's wage or salary

on which the employer pays social security taxes.
Restorng the basic (Old Age, Survivors and Disability Insurance)

(OASDI) social security tax that is paid by the self-employed to the tra-
ditional rate of 1 times the tax on employees.

Making some shifts of funds among the different social security trust
funds.

Imposing increases in the amount of wage or salary cn which an em-
ployee must pay social security tax. The Increase would be $600 in each
of four future years-1979, 1981, 1983 and 1985.

(1)
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Changing the test of whether an individual may claim social security
benefits as a dependent, in conformity with Supreme Court decisions re-
quiring men and women to be treated equally.

Correcting the excessive adjustment for inflation which was applied to
future social security benefits.

Advancing to 1985 one-quarter of the 1 percent Increase in the OASDI
tax that is currently scheduled to go into effect in 2011 and advancing
the remaining three-quarters percent to 1990.

Other hearings on social security financing are scheduled for June 16, 23
and 24 and July 15. The witnesses for these hearings are as follows:

June 16
Wilbur Cohen, Former Secretary of Health, Education, and Welfare,

Dean, School of Education, University of Michigan
Robert Ball, Former Commissioner of Social Security
Rita Ricardo Campbell, Senior Fellow, Hoover Institution on War, Revo-

lution and Peace, Stanford University, and former member, Social
Security Advisory Council

June 23
Representatives of the following organizations:

American Federation of Labor and Congress of Industrial Organizations
Chamber of Commerce-National Association of Manufacturers Business

Roundtable -
United Automobile, Aerospace, and Agricultural Implement Workers of

America
National Federation of Independent Businessmen

June 24
William Hsiao, Consultant, Professor of Economics, Harvard University
Robert Myers, Consultant, Former Chief Actuary, Social Security Admin-

istration
Otto Eckstein, President, Data Resources, Inc. and Professor of Econom-

ics, Harvard University
July 15

Representatives of the following organizations:
National Council of Senior Citizens
American Association of Retired Persons-National Retired Teachers

Association
National Small Business Association
American Council of Life Insurance

Written Staternent.-Witnesses who are not schseduled for oral presenta-
tion, and others who desire to present their views to the Subcommittee, are
urged to prepare a written statement for submission and inclusion in the
printed record of the hearings. These written statements should be submitted
to Michael Stern, Staff Director, Committee on Finance, Room 2227 Dlrksen
Senate Office Building, not later than July 20, 1977.

Senator NELsON,. The Senate Finance Subcommittee on Social Se-
curity today begins hearings on proposals to restore the financial
status of the social security trust funds.

At the present time, the social security trust funds are not in bal-
ance. Expenditures from the social security trust funds are outpacing 4

income to them.
This imbalance jeopardizes the financial integrity of the social

security system, and it has caused much skepticism among workers
contributing payroll taxes to the system about whether they and their
families can depend upon social security benefits when they retire, if
they should become disabled, or should die leaving dependents.

In fact, there are two cash benefits deficits: a short-term deficit
caused by recent economic conditions-excessive unemployment and
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high inflation-and a long-term deficit resulting from changing eco-
nomic and demographic assumptions used for the actuarial estimates.

According to the 1977 social security trustees report, the funds
supporting the old-age and survivors insurathce program will be de-
pleted by 1983, and the disability insurance funds will be exhausted
by 1979. Expressed another way, the Administration has stated that
at least $83 billion in additional funds are needed by 1982 to maintain
the present social security program on an actuarially sound basis.
These immediate financial shortfalls are compounded by the projected
long-term deficits.

In the 75-year period ending in 2051, the long-run average deficit
for the cash benefits programs is estimated at 8.2 percent of the tax-
able payroll. This is equivalent to $66 billion per year if based on 1977
constant dollars.

Dealing with these deficits is no easy task. Ultimately it means re-
ducing current benefits, increasing taxes, or combining these two
approaches. But no matter.what financing mechanism is used to coin-
pensate for the social security deficits, any proposal or set of pro-
posals which impose new taxes or decrease benefits will inevitably be
extremely controversial.

Nevertheless, the social security trust funds cannot be allowed
to go bankrupt. At stake is the stability of one of this country's most
important and enduring institutions. The economic and social well
being of the American people hangs in the balance.

That is why action during the 95th Congress is so important. Con-
gress has a legal and moral responsibility to the American people to
insure that social security benefits are available to them when they
expect and deserve protection from earnings losses or from the high
costs of being hospitalized.

On May 9, 1977, the administration announced a full-scale program
to deal with both immediate and longer term social security financing
problems.

Of the various proposals made by the Carter administration, two
of them are of particular significance: using general revenues to help
finance the social security trust funds during periods of excessive
unemployment and removing the ceiling on the amount of an indi-
vidual's wage or salary on which the employer pays social security
taxes. These two proposals, more so than any of the others, woula
establish landmarks in the social security law if adopted by Congress.

Until this time, general revenues have not generally been used to
finance the social security cash benefits programs, nor the hospital
insurance program. And the wage base upon which employers pay
social security payroll taxes thus far has been equal to the wage base
upon which workers contribute their share of the payroll tax. The ad-
ministration's financing proposals would modify the'traditional meth-
od of finiicing the social security benefits programs. These prl)posals,
as well as the others submitted 'by President Carter, will be closely
examined during the course of these hearings.

One thing is very certain. Before any new taxes are imposed to pay
for fiscal shortfalls or to maintain current benefits, it is vitally in-
portant for Congress and this subcommittee to consider every ablee
option and to ascertain the economic and social benefits and costs of
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these new financing mechanisms. The subcommittee will be especially
interested in identifying sectors of the population which will bear
the burden of any new social security taxes and the effects of such
new taxes upon them as well as upoi the economy in general.

Finally, it should be noted that the status of the social security
system has been the subject of a great deal of debate over the past
few years. Some people have questioned the effectiveness of the social
security programs in satisfying the needs of our population, while
others have concentrated on both the immediate and long-term finan-
cial problems of maintaining the programs now in effect. But these
two issues cannot be discussed alone, one without the other, because
each is a crucial part of the problem as well as the solution. A dis-
cussion of financing social security trust funds is inextricably linked
to a discussion of the adequacy and amount of benefits to be provided.

Senator Laxalt.
Senator LAXALT. Mr. Chairman, I am delighted to be here this morn-

ing to (1o what I can to assist in finding a solution to what has to be one
of the most pressing social problems of our time. In virtually every
advanced industrial country mounting social security deficits are po-
ing profound social, political, and economic problems. Although the
United States was one of the last industrial countries to establish i
social insurance structure, I would like to see our country become
the first in the world to solve its financing problems. H1opeftlly, these
hearings will assist us in formulating financing solutions which will
not only restore our own system to a firmer footing but also provide
a modelfor other countrie. facing similar difficulties.

As the chairman has noted, our em phasis today and in subsequent
meetings is to be strictly focused on financing. Although not politi-
cally expedient, I believe this to be both necessary and commendable.
The need, particularly in the disability and .iASI trust. funds, is
obvious: Trustees predict that they will face exhaustion by 1979 and
1983 respectively.

Yet, perhaps less obvious is the fact that just facing the problem
will be good politics. True, almost nothing can be done to raise addi-
tional funds without making someone worse off. But I have long felt
that the American people genuinely want to have their representatives
deal with difficult problems in a responsible way.

Of course, as of yet we have no specific legislation before us. What
is more, if the rough treatment recently received by the administra-
tion's proposals in the Ways and Means Committee is any indication,
it will probably be some time before we have any legislation. Even so,
the Carter package is likely to constitute a bench mark, or perhaps
more accurately, a lightning rod during these proceedings and I
would like to venture several observations of my own at this time.

(1) Decoupling is essential. There are few things in social security
on which there is anything approaching universal agreement. Oie
of these is the over indexing technical error made by the 1972 Social
Security Act Amendments. Replacement ratios made sensitive to
increases in both wages and prices by that act will soon be completely
out of whack.
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Certainly our retirees need to be protected from the ravages of
inflation and the intent of the 1972 amendments was to do precisely

. that. However, we must separate the indexation of the benefit sched-
ule from the positive at which future retirees will enter that, schedule.
I am looking forward to the experts' discussion of the comparative
merits of the relative wage. approach vs. the real wage approach to
help shed some light on the most effective means for accomplishing
this.

(2) General revenue financing is wrong. The social security trust
funds are just moving into deficit. The Treasury has been there for a
long time. Although my good friend, Congressman Bill Archer, de-
scribed the proposal for general revenue financing in the Ways and
Means Committee as the blind leading the blind, I think general
revenue financing for social security is more a case of adding fuel
to the fire-the ire of ever greater Federal deficits.

Also, although social security is not in a strictly technical sense an
insurance program, social security recipients and their employers
have contributed substantial sums toward their retirement. They are
entitled to the benefits they receive irrespective of their overall finan-
cial condition. To use general revenue funding is to ignore this con-
tribution aspect. With taxpayers' moneys being expended, it is logical
to assume that they should be allocated on the basis of need. Once
this happens, social security becomes indistinguishable from AFDC
or any other welfare program. Personally, I cannot accept any di-
minution of the earned right principle.

(3) The wage base for employers should not be removed. We need
to encourage the creation of high wage, productive jobs rather than
discourage it. And tl'e last thing we need is to stimulate another round
of inflation. Yet, the proposal to remove the wage base on employers
succeeds in both discouraging job creation and sparking inflation. The
Secretary may really believe that employers will absorb the additional
$30 billion out of profits and furthermore that businesses will not be
deterred from creating high wage jobs by the additional costs in-
volved. But I don't. I see the removal of the employers' wage base
as costly for consumers and workers alike.

(4) The reserve level should not be lowered. The present 50 per-
cent level is already inadequate to assuage public concern about the
financial integrity of the system. Although the administration argues
that with the Treasury backing inherent in general revenue financ-

- ing, the reserve level can safely be reduced to 33 percent, I see this
as merely adding to the public perception of social security as a
financial house of cards. I am even more concerned that in the event
general revenue financing is denied, the administration will still seek
to reduce the reserve level.

CONCLUSION

Quite obviously I am unhappy with a good portion of the Carter
package. I certainly commend the President for confronting-a diffi-
cult problem. But I believe we need to do better. Perhaps Chairnan
Ullman is right and we need a whole new approach to social security
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financing. Without question we have overloaded the payroll tax with
backbreaking consequences.

Where to -from here? Frankly, I am not sure. I sense a need for in-
novative new initiatives, but I am uncertain as to precisely what they
should be. Consequently, I am eagerly looking forward to these pro-
ceedings in the hope that they will assist us in finding responsible
answers to some very difficult questions. Thank you.

Senator NELSON. The subcommittee is pleased to welcome Secretary
of Health, Education, and Welfare Joseph Califano, Under Secretary

f of Health, Education, and Welfare Hale Champion, and the Com-
missioner of Social Security Bruce Cardwell before the panel today.
Your testimony and comments will be an important part of these
hearings. You may proceed however you so desire.

STATEMENT OF HON. JOSEPH A. CALIFANO, JR., SECRETARY, DE-
PARTMENT OF HEALTH, EDUCATION AND WELFARE, ACCOM-
PANIED BY JAMES BRUCE CARDWELL, COMMISSIONER, SOCIAL
SECURITY ADMINISTRATION

Secretary CALIFANTO. Mr. Chairman, I would like to submit my
statement for the record. If I may just go to those charts over there
and summarize it through these charts-each member of the sub-
committee, I believe, has charts.

I would like to initially note, I bring you a message from the Presi-
dent; I just left a Cabinet meeting. ile wanted to first express his
appreciation to you, Mr. Chairman, and to the subcommittee for
hearing our proposals on this subject so promptly; and secondly, to
note that next to the energy program, he considers this the most ur-
gent piece of business before the Congress because of the tremendous
concern of older Americans about the viability and integrity of the
trust funds.

Senator NELSON. Would you please identify your associate?
Secretary CALFAN.-o. With me is Mr. Bruce Cardwell, Social Se-

curity Comnmissioner, who will be with me this morning to help me
answer any questions.

Mr. Chairman and members of the committee, this is a quick over-
view of the social security system. l;e now have, in the basic retire-
ment rogran, 28,600,006 beneficiaries to whom we will make pay-
ments in 1977 of a little over $73 billion.

We have in the disability insurance program 4.8 million bene-
ficiaries to whom we make payments of $11.5 billion.

We have, in the hospital insurance program and supplemental
medical insurance program, another 25 million people with benefit
protection. About $22 billion in health benefits will be paid in 1977.

Senator NELSON. Do any of your charts go back a number of years
and project, year by year, the number of beneficiaries and the pay-
ments made under the cash benefits?

Secretary CALIFANO. They do not. That material will have to be
provided for the record. These charts do not project that. It has been
going up.[The following was subsequently supplied for the record :]
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NUMBER OF OLD-AGE, SURVIVORS, AND DISABILITY INSURANCE (OASDI) BENEFICIARIES AND AMOUNT OF OASDI
BENEFITS PAID, SELECTED YEARS, 1950-75

Beneficiaries Benefit
(thousands) (millions)

1950 ................................................................... 53,477 '$961
1955 ............................................................. 1 7,961 149681960 ............................................................. 14, 845 11,245
1965 ................................................................... 20, 867 18, 311
1970 .................................................................. 26, 229 31,963197 .................................................................. 31,122 66,923

I OASI only.

Secretary CALIFANO. The principles of social security financing
have essentially been pay-as-you-go financing with each year's reve-
nues normally financing that year's benefits and the trust funds serving
as contingency reserves. There are four separate trust funds--old age
and survi,'vors' insurance, disability insurance, and hospital insur-
ance--which are paid through the earmarked payroll taxes-and the
.stplenentarv. medical insurance trust fund-which is financed I)y
monthly premiums paid by the beneficiaries and general revenues.

The short-term financing problems we face are that there have been
annual deficits in the cash program since 1975. We have been taking
in less money in the disability insurance program and the OASI
program than we have been paying out. If we do not move to correct
it, the disability insurance trust fund will be absolutely depleted
within about os'er 2 years. The old-age survivors' insurance trust fund
will go broke by 1983, within 5 or 6 years. We need additional revenue
in these two funds.

This chart graphically illustrates, in a sense, Mr. Chairman, what
has been happening to the reserves and what will be happening, the
dramatic decline in the Disability Insurance T1rust Fund and the
decline in the old-age and survivors insurance trust fund.

Senator ILATIHAWAY. The previous chart talks about sound reserve.
What do you mean?

Secretary CALI1FANTO. With our plan, Senator Hathaway, if you pro-
tect for severe economic recession, that is, unemployment above 6
percent, then 35 percent is a sound reserve level which our plan pro-
vides. If you do not do that, we think the reserve should be at least
50 percent. When I say we, I am reporting what the professional ac-
tuaries of the social security system are saying.

Senator IIATItAW.k. Is that 50 percent of the annual payout ?
Secretary CALIFANO. Yes.
Senator *N Eso.,. You project 35 percent to be sound, if the general

fund is used for purposes of meeting deficits that occur where un-
en)loyment is more than 6 percent?

Secretary CALWANO. That is correct, MJr. Chairman. If general
revenues are available. That 15 percent difference is, we believe, sound
with the use of general revenues to cover severe unemployment.

Our objective was to put together a plan to submit to the Congress
that would avoid increases on tax rates to employees. The commnit-
ments the President made during the campaign were to not impair
the economic recovery; to eliminate annual deficits beginning in 1978;
to help reduce the long-term deficit; and to have adequate trust fund re-
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serves-35 percent level under our proposal by 1982. This plan fulfills
the President's pledges to the American people.

These are short-term needs. The old-ago survivors' disability
insurance and hospital insurance trust funds needs above current
revenues, above revenues from 1977 tax rates, $117 billion.

Senator CURTIS. Over how long a period of time?
Secretary CALIFWA-O. Five years. The 1978-82 period.
Senator CURTIS. You need about $23 billion a year?
Secretary CALIF.NO. That is about right, yes, sir. There is presently

scheduled in the law the hosl)ital insurance tax rate increase to go
into effect in 1978 and 1981. They will provide $34 billion without any
action. That leaves a need for $83 billion during this 5-year period.

We have looked at several ways of doing this. We looked at ways
in which you can juggle the money in the existing trust funds and try
to hang on through a couple of nore years. We considered that to be
playing Russian roulette, and rejected it.

There are ta.x rate increases that we believe produce inadequate
reserves and the conventional plan that would provide adequate re-
serves by equally taxing employees and employers. 'We can describe
this in any number of ways.

For the record, the tax rate increases we believe would provide
inadequate reserves are two. One is the proposal that was made in the
Ford administration that would have taxed employees and employers
an additional 0.55 percent each. We believe that that fund would not
provide a trust fund vial)ility level of 50 percent by the end of this
5-year period. It would leave the funds at about 30 percent and that
we believe would be actuarially unsound.

The alternative plan that has been proposed by several to this
committee, and on which you will be hearing testimony from the
National Association of Manufacturers, is to provide a tax increase
of 0.3 percent. That, we believe, is even more severely inadequate
than the other one. We think more funds are needed.

In 1983, we would be at 30 l)ercent, as I indicated, under the Ford
administration plan. We would be all the way down to 18 percent
under the NAM alternative.

In the recession we have been through in 1975, 1976 and 1977, the
trust funds would have been depleted in 48 months if there had been
only 30 percent reserves and depleted in 36 months with 18 percent
reserves.

Senator CURTIS. Does that allude to the figures that you came up
with that the recession of 1978, 1980, caused social security to suffer
a loss of $14.1 billion?

Secretary CALIFANO. I am not sure, Senator, what you are referring
to .

4

Senator CUrTis. The unemployment rate from 1975 to 1978, I 1n-

derstand your statement to smy that that caused a loss of revenue to
the social'security fund of $14.1 billion.

Secretary C.aLI.NO. That is correct. If you wait until I get to the
chart, I will lay it out.

Senator CUnTIs. Those figures are very mucl]subject to a challenge.
Secretary CALIFANO. The conventional plan to provide what we

consider to be adequate reserves would )rovide any combination of
increase of tax rates and wage rates equally on employer or em-
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ployee, to produce this effect. It will take $38 billion from our
economy, more than the Carter proposal would take out of the
economy. That, I might add, is nearly twice as much the amount of
money that Congres just put in, the $20.1 billion, in the stimulus
package, although the figures are not directly comparable. This is a
5-year period.

It would increase taxes on employees by $31 billion, more than the
administration plan would over this 5-year period. It would increase
taxes on employers by $4 billion more than the administration plan.
It would increase taxes on the self-employed of our nation by $3
billion more than the administration plan.

Senator Cumiris. Would you tell us what you mean by "conventional
plan."

Secretary CI.No. Any combination of increases in the tax rate
and/or the wage base that is distributed equally between employer
and employee, with no dip into general revenues or countercyclical
financing of the kind that we propose.

Senator Cuiris. In other words, if you maintain what you have in
the earlier chart, a l)ay-as-you-go basis, it would call for increases of
taxes set forth under 'vour: heading of "conventional fund"?

Secretary CAI~r,\xo.'If youdo it that way on a pay-as-you-go basis,
we believe we are aho doing it on a )ay-as-you-go basis with our l)lan.
If you did it conventionally, equally distributing tax and/or wage
base increases between employer and employer, it would cost you that
much money.

Senator CURTIs. Are you designating your plan as the unconven-
tional plan?

Secretary C.XLWANo. I am designating our plan as a plan that is
designed to bring the social security system soundly into the next
century in a way that does not wallop the low income wage earner.

Senator NELsoN. If I may ask a question on that, I understand you
to say that if you increase the taxes in the conventional way on both
the employer and employee, it would cost the employers $4 billion
more a year than the a(lministration proposall which would not in-
crease the taxes on the employee, but rather would take the ceiling off
the income that will be taxed on an employee's salary. Is that correct?

Secretary CALIFANO. By the employer.
Senator-NELSON. By the employer?
Secretary CALIFANO. That is correct.
Senator N'ELSON. That $4 billion is achieved by projecting an in-

crease in the taxes against salary over a period of time without tak-
ing the limit off both sides?

Secretary CALIFA.NO. That is correct.
Senator NELSON. I notice that, in your statement you make reference

to the fact that taking the ceiling off the taxes paid by the eml)loyer
on employees' salaries does not affect significantly the taxes paid'by
the small businesses?

Secretary CALIFAtsO. That is correct, Mr. Chairman. I was going to
mention that after I had finished here; you are absolutely correct.

The fact is, more than 87 percent of the wage base of this nation is
already subject to social security taxes. When we talk about lifting
thewage base for the employer to pay a tax on the entire wage base
we are simply picking up that last 13 percent. Second, most small



10

businesses, the grocers, the dry cleaners, the local clothing stores, the
local gift shops, the local general stores, do not have any employees
who are being paid more than $16,500. They are already paying, the
truly small businesses in this country, taxes on 100 percent of the
wage base of themselves and their employees. The larger businesses
which have high-priced corporate executives are the businesses who'
are not paying on 100 percent of their wage base.

Senator CtnRTis. Just how much money how much of a dollar in-
crease would it cost if a business had the $40,000 employee? What
social security tax is he paying this current year in dollars and how
much would he have to pay under your proposal?

Secretaiy CALIFAXNO. I cannot figure that out in my head. By the
time I get back to my seat, I am sure that we can give you an answer.

Senator Curtis. It is much more than double. He is paying on
$16,000 now. Now, if you apply the same rate to $40,000, you double
the tax.

Secretary CALIFANO. You are right on a very important issue,
Senator. Employers who have high-priced payrolls--are not the truly
small business in this country.

Senator CuRTIS. It includes the Government, of course.
Secretary CALIFA,-N-O. The Federal civilian employees are not within

the social security system.
Senator CURTIS. I understand that.
Secretary CALIFAN.O. State amid local governments, under our plan,

would have an increase, for example, o2 2.5 percent in their taxes.
Under the conventional )lan as proposed, it would increase by almost
10 percent of their taxes. I have a series o; figures that I will get to
explain this.

Senator LAXALT. Mr. Secretary, in tabW 38 of the material that has
been supplied to us there is an indication that under your )lan the
percentage increase in employer tax liabilities would be $13.9 for all
firms. There is an indication-in fact there is a statement-that is, to
small firms, the percentage increase would be 14 percent, and it is the
large firms, 14.7.

How do we reconcile this with your statement to the effect that
small firms are not going to be pemlized?

Secretary CALIFANO. There are a variety of small firms, Senator.
I do not have the figures that you have in front of you.

Senator LAX,\Lr. Table 38, Ir. Secretary.
Secretary CALIANO. I do not have that.'
Senator LAXALT. Under the classification, "small firms are those

with fewer than 1,050 employees," you made reference to the very
small business firm. I do not know what categorization you had in
mind. 4

Secretary CALIFANTO. Using that definition small firms would do
only slightly better under our plan than the conventional alternative.
We estimated that 1081 tax liability would be .09 percent higher under
the administration law and 14.1 percent higher than present law
under the conventional alternative. They lay more if you use the
traditional alternative. We have a-,ist of firms and industry who fare
much better under our plan than they do under the plan.

Senator LAXALT. How do they break out in terms of size?
Secretary CALIFANO. When you say small firm you are talking about

a definition of small business by numbers of employees which includes
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large numbers of employees. For 11 out of 15 industry categories, the
tax increase under our plan is less than the tax increase under the
conventional alternative. Firms in these 11 industries account for 84
percent of all employment in small firms, in the traditional, legal
definition of that term.

Senator LAXALT. How big are they in terms of staffing levels?
Secretary CALIFANO. I don't remember the number. Bruce?
Mr. CARDWELL. All of our data about small business are based on

firms of 1,000 employees or less. The Secretary, though, was isolating,
in his original discussion, those firms that we know to be very small-
small shops.

Senator LAXALT. What percentage of the work force would they
constitute?

Secretary C.LiF.ko. In the small firms, in the small business defini-
tion of 1,000 or less, 84 percent-let me put it this way, the 11 cate-
gories of industry that do better, that pay less taxes under our pro-
posal than they would under conventional plans, employ 84 l)ercent
of the people that are employed in all small firms, 1,000 or less.

Senator LAXALT. According to the chart they are going to pay oin
the same level as the larger firms.

Secretary CALIFAXO. Not in those 11 categories. Let me give you
some examples. In agriculture, forestry and fisheries, under President
Carter's plan, there will be an increa se of tax liabilities for smaller
firms of 4.8 percent. Under the conventional )lan, the increase would
be 11.5 percent. In hospitals and nursing homes, which we are very
sensitive about because we are trying to drive the costs down, the in-
crease under the administration plan would be 2.7 percent; under the
conventional plan, 10 percent. In educational institutions, the increase
under the administration plan would be 6.2 percent; the increase under
a conventional plan would be 12.5 l)ercent. In State and local govern-
ment the increase under the administration plan would be 2.5 per-
cent; und, - the conventional plan, 10.5 percent. In construction, under
our plan, the increase would be 13.7 percent. Under a conventional
plan it would be 16.5 percent.

This chart demonstrates how we propose to raise the $83 billion
over the 5-year period of 1978-82. We propose that, whenever the
unemployment in the Nation exceeds 6 percent per year, for that year
the general revenues provide to the social security trust funds the
amount of money that would have been raised through social security
taxes had the unemployment rate been only 6 percent. So in a year
when we have 8 or 9 percent unemployment, the money that is'lost
ol social security taxes for that difference between 6 percent and the
actual unemployment rate be provided from the general revenues.

That provision, in terms of history, would have taken effect only 4
years since World War II. There have been only 4 years when un-
emp~loyment has been so severely high that it has been over 6 l)ercent.

Senator CURTIS. Mr. Secretary, I apologize for interrupting you so
many times, but I so terribly disagree with your whole hypothesis on
your $14 billion that I feel I must get it into the record at this point.

The social security trustees estimated unemployment for 1978 at
5.2 percent. The actual unemployment was 8.5 percent.

The actual tax loss was $1.8 billion, and for 1976 the trustees es-
timated 4.9 percent unemployment. The actual unemployment was
7.7 percent and the falloff in social security taxes was 1.7 percent

95-197-77-2
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Now, that $14 billion, as I understand it, is arrived at by an eco-
nomic law that is not accepted any place; is about three times too
high; and I think that it would be more forthright to take the posi-
tion that we have been slow to collect the taxes and quick to increase
the benefits, and we have a deficit there, rather than try to blame it
all on a recession in 1975 and 1976. That accounts for one-third as
much as you claim.

Secretary CALIFANO. Mr. Chairman, let me say that we will sub-
-- mit-in detail the figures for the record. This $14 billion covers 1975

and 1976 and in 1977 we are still above 6 percent unemployment, and
we will not get out of that posture until 1978. I believe these are
numbers that were put together by the Social Security Administra-
tion experts. I am not blaming all of the shortfall on the recent
severe recession of 1975 and 1976. There are a lot of other problems
here relating to the social security system that have nothing to do with
the recession that we have gone through.

[The following was subsequently supplied for the record:]

UNEMPLOYMENT RATES, 1975-79, AND AMOUNTS OF RESULTING COUNTERCYCLICAL GENERAL REVENUES
THAT WOULD BE CREDITED TO THE SOCIAL SECURITY TRUST FUNDS

Payments to be deposited (billions)Unemployment
Year rate (percent) OASDI HI Total

1975 ............................................... 8.5 $4.8 $0.9 $5.7
1976------ ..... - .---------------------------- - 7.7 3.7 .6 4.2
1977 ................................ *...............7.1 2.6 .5 3.1
1978 --------------------.. . ---------- . ---------- - 6.3 .8 .2 1.0
1979 ............................................... 5.8 ..........................................

Total ...................................................... 11.9 2.2 14.1

Senator LAXALT. Mr. Secretary, you indicated in your testimony to
the House that the triggering 'mechanism would be a rather rare
occurrence. You testified to the fact that it happened only four times
since World War II.

Secretary CALI FA N-O. That is correct.
Senator LAXALT. With the present situation we have with the grow-

ing work force and looking to the years in the future, is this not going
to be just a way of life? Are we not going to build $14 billion or more
into the social security program as a permanent thing?

Secretary CALIFANO. I think that it would be a tragedy in this
country if unemployment in excess of 6 percent becomes a way of life.

I am sure you do not want it to be a way of life. We are already
ahead of our projections in reducing the unemployment rate. I cannot
remember what the unemployment rate was for the prior month. We
hope to drive it down below 6 percent by the far end of 1978, so I
do not think that it will be a way of life. Moreover, I think it is im-
portant to note that this provision is proposed for 5 years. There
have been many provisions in the social security law that have used
general revenues. We need this provision in for 5 years to see how it
works. We believe that it will work. This provision gives us more than
just the $14 billion. With this provision, there is an insurance policy
for the older Americans in this country so that they know that the
funds will always be there no matter how bad the economy is. We
are also able to move to a trust fund level of 35 percent of what has
to be paid out rather than a level of 50 percent. So we save another
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$24 billion that we need not raise, and that provision totals $38
billion.

If this provision is not put into the law, then it is our view that
the Congress will have to pass tax increases of one kind or the other
to raise $38 billion to put it into the social security system. We believe
that that is unnecessary.

Another $30 billion, "as I indicated, would be raised by taxing the
employer on the full earnings of the employee. We would raise $4 bil-
lion by increasing the employee earnings base in 1979 and 1981 by
$600 each year. We would raise another $7 billion by shifting some
funds from the Hospital Insurance Trust Fund on a temporary basis
to the Old Age Survivors, and Disability Insurance Trust Funds.

We have a tremendous cushion with which to do that. The hospital
costs containment program will save the American taxpayer $10.1
billion over this 5-year period in unnecessary Federal payments.

We increase the self-employment ta- rate to 11/2 times what the
employee pays. That is the traditional level of that tax rate.

Lastly, we have a new eligibility test. The subcommittee is familiar
with the Goldfarb case, that held that the social security law dis-
criminates against women because of the imposition placed on their
husbands in proving dependency. 'We propose a simple dependency
test. Whichever spouse has the'lower income over a 3-year period,
which we would probably take off the tax return, or a simple form
like that, that spouse would be designated the beneficiary. That saves
us $3 billion.

Senator DA,'FORTH. Before you move that chart, the $14 billion in
countercyclical general revenues, when would this go into the Social
Security Trust Fund? Would it be instantaneous or would it be
spread?

Secretary CALIFANO. This would go into the Social Security Trust
Fund in 1978, 1979, and 1980.

Senator DANFORTII. Each year?
Secretary CALIFAO o. Part of it each year.
Senator 'DANFORTH. Do you know how much each year?
Secretary CALIFANO. We can provide it.
Senator "DANFORTII. It would be 14 divided by five; roughly, about

$3 billion a year?
Secretary CALIFAN1;O. We can get you these figures.
[The following was subsequently supplied for the record:]

PLANNED PAYMENT SCHEDULE OF COUNTERCYCLICAL GENERAL REVENUES

[In billions

Prorated amount Amount for
for 1975-76 prior year's

Year unemployment unemployment Total

Old-age, survivors, and disability insurance (OASDI):
1978 ......-------------------------..... $2.9 $2.6 $5.5
1979 ............................................ 2.8 .8 3.6
1980 ............................................ 28 .................. 2.8

Hospital insurance (HI):
1978 ............................................. 5 .5 1.0
1979 ............................................. 5 .2 .7
1980 5.............................................5 .................. .5

OASDI and HI combined:
1978 ............................................ 3.4 3.1 6.5
1979 ............................................ 3.3 1.0 4.3
1980 3........................................... 3.3 .................. 3.3
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Senator DANFORTIi. It is 14 over 3 yearsI
Secretary CALIFANO. That is correct.
Senator DANFORTH. On the $30 billion by increasing the base?
Secretary CALIFANo. That goes into effect in 1979, 1980, and 1981.

The years and amounts on that are in my statement.
During the 3-year period, we essentially take one-third of the dif-

ference in each of those 3 years. And 87 percent of the total payroll
in covered employment no;w is taxed by the social security system.
We basically take that remaining 13 percent in steps of a-third each in
those 3 years.

Senator DANFORTJI. $10 billion a year. Would that not continue
into perpetuity.

Secretary CALIFANO. That would be a permanent aspect of the law.
Senator DANFORTH. That $10 billion more a year revenues for social

security
Secretary CALIFANO. That is right. The alternative, as far as I

know, the alternative is $30.4 billion.
Senator DANFORTH. What alternative?
Secretary CALiFNrO. If you went with the conventional plan,

equally taxing the employer- and employee without countercyclical
provisions, the employers would end up paying $40 billion instead of
$30 billion.

Senator Danforth, we would increase the base for the employer tax
to $23,400 in 1979, $37,500 in 1980, and to the total payroll in 1981.

Senator DANFORTH. TIn 1981 and years thereafter, the estimated
revenue for those years would be what?

Mr. CARDWELL. I do not understand your question.
Secretary CALIFANO. In 1981 and after, how much revenue per year

is raised by taxing employers.
Mr. CARDWELL. The figures go like this. We would add $2.6 billion

in 1979, $6.1 billion in 1980, $10.3 billion in 1981, and $11.4 billion in
1982.

The consequences of lifting the earnings limit thereafter depends on
your outlook for the future total costs of social security. We know
that if we did not lift the earnings limit, the annual revenue loss
would be in the $10 billion range by the early 1980's, and it would go
up and up and up.

Senator DA.NForrrl. All right.
Senator Curtis wants to know if the benefits would increase.
Secretary C.ALIFNxO. No. That is another advantage we get out of

taxing the employer and not the employee. As we increase the base of
the employee, we increase the benefits of the employee. There are
other ways of increasing benefits as well. By not further increasing
the base of the employee, we do not increase benefits by reason of
that action. We can increase the tax base of the employer without in-
creasing the employees' benefits.

Senator CURTIS. On the next. line, you do.
Secretary CALIFANO. On this line we do in the short term, in two

$600 increases, one in 1979 and one in 1981.
Senator CURTIS. You have not increased the benefits?
Secretary CALIFANO. It will, but in a way that we think is deserved

by the American worker.
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Senator CURTIS. Do you now have those figures on what the dollar
increase the employer would have to pay on a $40,000-a-year em-
ployee over the present?

Secretary CALIFANO. The wage base in 1981 would be $21,900. If an
individual makes $40,000 under our proposal, the employer would pay
$2,500 in taxes, the employee would pay $1,426. Under that conven-
tional alternative, the employee would pay an additional $540 in
taxes. He would pay $1,993. His employer would pay less; he would
pay $1,993. Under present law, the $40,000-a-year employee would
pay $1,380; the employer would pay $1,380. Under our proposal, the
$40,000-a-year employee would pay more than $500 less than under
any conventional proposal.

Senator LAXALT. Mr. Secretary, you made reference to a possible
savings of $9 to $10 billion. Where'is that reflected?

Secretary CALIFA.NO. Right here, because we are constantly cautious
and conservative here, we only use $7 billion. We believe we will save
at least $10 billion in this period if the Congress enacts the hospital
costs containment proposal .

Senator L.XALT. Do you have an alternate proposal if the Congress
does not see fit to pass that?

Secretary CALIFANO. It is another example where Congress will
have to make a tough decision. If they do not grant the hospital costs
containment proposal they will have to raise revenues to pay the
hospitals in this country another $10 billion over that 5-year period.
That is to permit the hospitals to increase their costs at 3 times the
cost of living for the rest of the economy rather than 11/ times.

Senator D.NIFORT. Mr. Secretary, I am sorry to interrupt. I know
you have your sequence.

But I just want to make one point. On this chart, insofar as the
taxes raised on employers, the social security tax- paid by employers
is deductible for Federal income tax purposes. The social security
tax paid by individual taxpayers is not deductible, so that you have
a tax rate of 52 percent, you have about half of the tax, in effect,
being picked up out of general revenues by the deductibility of em-
ployers' taxes being paid. So the result of any increase in the em-
ployers' tax is a reduction in revenues and it amounts to a transfer
of half of that increase from general revenues.

Secretary CALIFAN.O. Senator, absolutely. Since the social security
system started it has been substantially subsidized by general revenues
l;ecause employers have been deducting the taxes that they have been
paying and, inI effect, tme general treasury has paid for a large part
of 'the'social security system since the day it was started.

Senator DANFORrIi. Right. That has been figured into the adminis-
tration's coml)utations on what is going on? I know the President
has stated his interest in l)alancing the budget by 1981. Here you have
a loss of $5 billion a year as a result of this.

Secretary CALlFAo. Indeed, we would lose more money if we did
not have our plan. If we went the traditional approach we would lose
additional general revenues. If you think the President has talked
about balancing the budget to you, you should hear what lie has said
to me.

Senator DANFORTII. I am not arguing with you. I wanted to see if
this has been considered.
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Secretary CALIFANO. It has been.
This chart, just briefly, illustrates what happens under current

law throughout this period. At the end you can see the tax rate stays
the same under the current law and under the Administration's
proposal; as Senator Curtis noted, the wage base goes up by $1,200
under the administration proposal, the tax rate goes up to 6.85 per-
cent, an increase of over 6.3 percent and the wage base goes to $31,200
under the conventional proposal.

Senator CURTIS. I will ask one more question on that. I would like
to know what percent of the employees under your plan would get
a reduction in social security tax; what percent would get an increase;
what percent would have no change?

Secretary CALIFANO. Senator, under our plan, the average worker
will pay absolutely no additional taxes during this entire 4-year
period; not 1 cent. Under the conventional plan, the average worker
would pay, in 1979, $47 in additional taxes; in 1980, $50 in additional
taxes; in 1981, $74 in additional taxes; in 1982, $77 in additional
taxes. This was one of the critical parameters in trying to put this
together.

Senator CURTIS. There is an enormity of employees that will have
increased taxes.

Secretary CALIFANO. Those employees are the big wage earners, the
employees earning more than the maximum amount under social se-
curity would have, under the administration plan, an increase of $3;
in 1979, but under the conventional plan their taxes would sky-
rocket by $230. In 1980, it stays at $36 under the administration's
plan andgoes up to $256 under the conventional plan. In 1981, 1982,
where it would only be $76 under the administration's plan, it is about
eight or nine times that amount under the conventional plan, $613
in 1981, $663 in 1982.

Senator CURTIs. Not the averages, but what percent of the workers
would have an increase in social security tax? An average does not
mean anything.

Secretary CALIFANO. There is no increase in the tax rate on any
worker in this country during this period of time under the Presi-
dent's plan-the tax r te increases in the hospital insurance program,
as I noted in the beginning, are already scheduled to go into effect.
So there will be an increase in that sense, an increase on every worker
in that sense.

Mr. CARDWELL. Senator Curtis, the Secretary pointed out that about
13 percent of the current work force have earnings above the wage
base. Your workers earning more than the maximum, say about 13
percent of the work force, would experience some increase, the in-
crease that the Secretary describes there.

Secretary CALIFANO. They are, Senator, those most able to p.qy.
They are the-ones most able to pay. What they have under our plan
is an incredibly modest increase in taxes compared to what would
happen under the conventional plan. Your $40,000 a year worker pays
only an additional $36 in 1979. [ think he can afford it.

Senator CurTis. All that means is, if you take some money out of
the general.fund, you do not have to raise quite as much. That is all
you are saying.
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Secretary CALIFANO. You also have to have the tax on the employer.
Senator CURTis. Yes; at $40,000 it is approximately doubling the

tax for the employer on that particular employee.
I Secretary CALIFANO. The answer is, yes. The employee, however,
pays $537 less under the administration plan than under the con.
ventional plan.

Senator CURTIS. I did not get a responsive answei. I asked what
would be the increase in taxes for the employee over the 1977 rate, and
the base is $1,500 there; you would go up to $40,000, so it would be
more than double what it is now.

Secretary CALIFANO. I can read you the numbers again, or submit
them for the record. In terms of what happens to employers, I think
we have covered that in response to Senator Danforth's question.

[The following was subsequently supplied for the record:]

EMPLOYEE AND EMPLOYER SOCIAL SECURITY CONTRIBUTIONS FOR $40,000 WAGE EARNER IN 1991: PRESENT
LAW, ADMINISTRATION FINANCING PROPOSALS, AND TRADITIONAL FINANCING ALTERNATIVE

Administration Traditional
Present law Proposal alternative

Rate (percent).......................................... 6.30 6.30 6.85
Base ............................................... .$21 900 123100 $29,100
Employee contribution ................................. 1, 37. 70 $1, 45. 30 $1,993.35Employer-contribution ............................... $1,379.70 $2,5200 $1, 993.35

' For employee; none for employer.

-Senator BYRD. Would the Senator from Nebraska yield?
Senator CURTIS. I do not have the floor.
Senator BYm. Mr. Califano, you have been comparing your plan

and seeking to sell the merits of your plan by comparing it to the
conventional rate-base financing plan.

Who developed that and who advocates it?
Secretary CALiFANO. As I indicated, I am saying we-used that term

to mean any combination of wage base increases and/or tax increases
equally distributed.

Senator BYRD. Has anyone advocated that plan?
Secretary CALIFANO. That is the conventional way. There are advo-

cates of that plan, yes.
Senator BYRD. It seems to me that what you are doing is setting

that up in order to make your plan look more desirable. I d not know
anyone who is advocatin it.

Secretary CALIF.NO. e are setting that up to say that, if you want
to raise money to keep the social security trust funds at a level we
think is viable and to equally distribute tax and wage base increases
between employee and employer, is one way to do it.

I indicated, when I began, the other alternatives, the two other al-
ternatives; to one that was proposed in the Ford administration
budget in January 1977 that we consider to be inadequate, and the one
that is proposed by the NAM and most businessmen, or a lot of
businessmen that they represent, which would drive those trust funds
down to 18 percent. We just think you cannot play that dangerously.

Senator BYm. You mentioned 13 percent that you are not now
planning. How much money in dollars would that bring in?
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Secretary CALIFANO. We will bring in $30.4 billion by taxing that
proportion of the employer wage base. 87 percent, as I said, of the
wage base, the total wage base in this country is already taxed by the
social security system. By picking up that last 13 percent we would
pick up $30.4 billion.

Senator BYRD. Per year?
Secretary CALIFANO. Over this 5-year period. That is the total, and

it goes this way: from $2.6 billion'in 1972 to $11.4 in 1082. Then as
your projections go out, that figure will go up.

What I have described briefly is our proposal to deal with the short-
run crisis in the social security trust fund in the social security system.
We have made some suggestions that deal with long-term financing
problems.

Projected over 75 years, with all of the problems of projecting
anything out over 75 years, the trustees report indicates that the
system will be in deficit by 8.2 percent of payroll. Half of that deficitis due to a faulty method of adjusting benefits for inflation and it
brings us to a proposal to decouple. The rest of it is due to a shifting
age population, the demographic changes in the country. Today, there
are three workers for every retiree. By the year 2030, there will only
be two workers for every retiree.

Senator CURTIS. On whose authority do you make that last state-
ment?

Secretary C.ALIF. xo. Two workers and three workers?
Senator CURTIS. Yes.
Secretary CA\AFNO. That is in the trustees report. It is the best we

can do demographically. We have actuaries, in the Social Security
Administration.

Senator CURTIS. There are not any experts that can estimate the
birth rate. The Social Security Act, when it was originally enacted,
was based on the fact that the depression birth rate would exist and
would continue. Following World War II, the, facts developed that
they were totally wrong, and it saved the social security fund from
collapsing a long time ago; it was their own error.

I think that most of the authorities would agree that there is no
statistical base on which to determine future birth rates.

Secretary CALIFANO. Senator, there is no question about the diffi-
culty of esiimhn-ting anything 75 years from now. All one has to do is
look at the last 5 years. I think these men and women in the acturial
business have done the best that they know how to do. Nobody can
predict 75 years.

Senator Cu-RTIs. I would like to ask one more thing. All of these
figures are based upon how many future raises in benefits?

Secretary CALIFANO. They are based upon existing law with the
changes we propose.

Senator CURTIS. No increase in benefits for the next 75 years?
Secretary CALIFANTO. We will show you what happens to benefits

in another chart, only what is written ]n existing law.
Senator CURTIS. You are basing your costs upon the assumption

that the Congress will not raise benefits in the future.
Secretary CALIFANO. Whether Congress raises benefits in the future

is something for the Congress to determine. I would hope when
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Congress raises benefits in the future they will also raise the money
to cover those benefits.

Senator Cuirris. Of course, they have not done that.
Secretary CALIFANO. They have done pretty well.
Senator Cuwris. Just before the last Presidential election, the

chairman of the Ways and Means Committee sent us a bill increasing
benefits 5 percent with a certain adjustment in revenue. Then he de-
cided to run for President. He raised it to 20 and said he did not need
to change the income.

I think if you are realistic, your costs there will show that we raise
benefits regularly every 2 years just before election, and sometimes
every year.

Secretary CALIFANO. One of the key elements in benefits is the way
in which we have been adjusting for increases in the Consumer Price
Index. We make the same consumer price adjustment for workers
that we have in the past. We are giving the current existing worker a
double shot of inflation increase. Let me try to explain this as best
I can. Our proposal is togive only one increase for the cost of living.
For example, a erson 1ho had earned $10,000 a year before retire-
mnent is getting benefits equal to 40 percent of earnings, or $4,000 a
year. If there is an increase of 6 l)ercent because of the automatic
cost-of-living increase in inflation, you multiply that 6 percent by the
40 percent. That person will receive benefits of 42.4 percent of prior
earnings, or $4,240 if currently retired.

For active-duty workers, they would also get that increase in their
future benefits, but their wages are increasing. If their wages have
increased to $10,600, and the benefit formula had increased: to 42.4
percent, they would be entitled, when they did retire, to $4,494.

It is our proposal, essentially, to let the active duty workers' future
benefits reflect wage increases due to inflation and productivity but
not adjust again for inflation. If we do not change this, we will
have workers in this country who will be receiving more than 100
percent of their active duty pay.

We have benefit levels that are reasonably high now. The proposal,
I should note, would also keep benefits at about the relative levels they
are today, a commitment the President made during the Presidential
campaign.

Senator NasoN. May I ask a question? As I recall from your testi-
mony, that was one of the two major causes of the deficit.

Secretary CALIFANO. That is correct, Mr. Chairman. Almost half
the deficit in the long term.

Senator NELSON. I am interested in a little bit of history so that we
might avoid this kind of thing in the future.

Where did this proposal, this consequence come from? The Social
Security Advisory Council, the Congress, or where?

Secretary CALIFANO. It was a proposal that many people in Con-
gress suggested, a proposal also recommended by the Nixon adminis-
tration. The manner in which it was done, I honestly believe, from
everyone whom I have talked to, was inadvertent. People did not
fully appreciate what would happen.

Senator NELSON. I suspect that is so, since nobody seemed to know
it at the time of its passage into law.



20

My question is, what were the methodologies, the procedures, for
getting this result? We ought to know so we can avoid such a
blnder in the future.

Senator CALIFAN.o. I think the recommendation was made by the
Nixon administration. Congress enacted it. I do not know exactly-I
do not know if there is anyone to blame for the mistake here.

Senator NELSON. Someone is to blame for the mistake, Congress,
maybe a lot of people.

Did the Social Security Advisory Council itself evaluate this, or
their statisticians?

Mr. CARDWELL. Mr. Chairman a, the previous Advisory Council rec-
ommended that the system be indexed and that is what this formula
was intended to do when it was adopted in 1972.

They did not )rescribe the formula. This particular approach to
indexing tends, as I see it, looking back on it, to follow the traditional
behavior of the Congress in the way in which they authorized benefit
increases for social security.

They would tend to authorize the higher benefit rate for both cur-
rent workers and current retirees. That is what the present formula
does.

Senator CUiRTIS. It has always (lone that, has it not?
Mr. CA TDWELL. Yes, sir.
Senator CURTIs. To do otherwise would be to say to the employee,

if you get an increase in wages it does not, per se, give you an increase
in social security.

Mr. C ARDWELL. No. If one receives an increase in wages and is below
the wage base it would raise his or her social security.

Senator CL-mis. If you make this change, it will not?
Mr. CARDW ELL. The higher wages would still increase the worker's

future social security benefit rates. Current CPI adjustments for re-
tirees would not. -

Seeretary CALIFANO. The wage inflation, if you will, continues.
The increases in the wages will continue to be reflected in the benefits
received. An individual will not, at the same time, have the potential
benefit increase every time the Consumer Price Index goes up the
way the current retiree does.

Senator CL-Tis. You are talking about the automatic increase?
Secretary CALIFANO. That is what I am talking about.
Senator CURTIS. The automatic increase would apply only to re-

tirees ?
Secretary CALIFANO. Yes; that is correct.
Senator'CuRTIS. He would get the basic increase, lie would get it

by reason of a promotion, if his wage increase were not based on the
credit?

Secretary CALIFANo. I do not think that even the most optimistic
planners think there will be no inflation whatever in wage increases.

Senator BYRD. May I follow up on Senator Nelson's question?
Senator NELsoN. This formula came into effect in 1972, never prior

to that and ended up with this consequence.
Secretary CALIFA-,O. That is absolutely correct, Mr. Chairman.
Senator NELSON. I just want to make one point. This has nothing

to do, particularly, with this hearing, but the way we deal with pen-
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sions is a disaster. You have the Armed Services Committee doing one
thing for soldiers. You have the old Post Office and Civil Service
Committee doing something else for Federal employees. Then you
have the Finance Committee handling social security and none of
them knows what the other is doing. We ought to cut out the whole
business and take it out of all of these committees and stick it in the
Budget Committee or someplace else.

I cannot understand how, even with the old math, some 8th grade
graduate could not have made a computation to tell us we would get
this disastrous result. What brothers me, in dealing with this matter of
tremendous consequence, is that everybody in the United States, the
executive branch, the Congress, the Social Security administration, all
the actuaries could have let this blunder happen.

I think we have to design some method to avoid that in the future.
Senator BYRD. I would like to ask a question at this poinLt-
Senator Nelson mentioned the Advisory Council. Did the last Ad-

visory Council- in 1975 not recommend 'against general revenue fi-
nancing?

Mr. CARDWELL. As a practical matter, they actually recommended
consideration of a form of general revenue financing. Their idea was
to shift the financing for hospital insurance onto the general fund
and reassign the hospital insurance tax rates over to the retirement,
survivors', and disability insurance systenis.

Senator BYRD. Insofar as the general social security trust fund is
concerned, did not the Council recommend against general revenue
sharing?

Mr. CARDWELL. No, I do not think that is a fair statement. They
recommended a revision of the formula right along the lines of this
proposal, but they recommended, in consideration of the long-term
deficit that one alternative might be to use general revenues to help
finance the health insurance portion of the program.

Senator BYRD. Only the health insurance portion?
Mr. CARDWELL. Yes.
Senator ByjtrD. They did not recommend it?
Mr. CARDWELL. They did not recommend it for cash.
Senator BYRD. That is what I was getting at. Thank you.
Senator LoNG. May I ask one question? Ihere is what bothers me

about this proposal. W1e will be under the burden of going to the
Senate and asking the Senate to vote more taxes to fund this program.
That does not particularly bother me. If we do not do it the way you
recommend, we will agree on something to see that there is enough
money to pay for these benefits. But the way we have mustered the
votes to pay for this program down the years was to take a bill that
would expand benefits and say to the Seiate, if you want these bene-
fits then you have to vote for the tax to pay for it. That is how we
found the votes to pay for it.

When you talk-about financing social security out of general reve-
nues. I think that is very misleading. We do *not have any general
revenues to finance it with.

The income tax is not paying for the full cost of general government.
The Federal Government is running a $60 billion deficit. The only
way you are going to find the general revenues is just by stepping up
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the printing press and running off a lot of printing press dollars to
pay for social security, which is the way the deficit in the Federal
fund is being covered now.

If we are going to let the Senators and the House Members feel
that they can vote these further benefits for hospital costs, disability
and other things by just running off more printing press money, how
do you expect us to find the votes to get those fellows to vote for the
tax to pay for some of these?

That is the burden on us: to find people to vote for the taxes to
pay for benefits that they want to fund. It is not easy to do.

If we offer them the easy way out, to say we will just finance this
thing by running off more printing press money, that is how I read
this general fund. There is no general fund except that printing press
down at Federal Reserve. How are we going to fund this thing and
find the folks to pay for all of this without funding first the general
fund, the so-called Federal fund, then the trust funds, out of print-
ing press money? Are we not going to have ourselves an insurmount-
able political problem to persuade these Senators and House members
to vote for these tax increases?

They are going to say, you do not need that. Just print up some
more money.

Secretary CALIFANO. Senator, I would not pretend to argue with
you about the politics of this but I would make the point simply: one,
we are only talking about $14 billion. We are talking about $14
billion as, in effect, an insurance policy. As you undoubtedly know,
the $14 billion only becomes an expenditure, 'if you will, if the trust
funds actually reach the point where that money has to be spent. Since
this is not expected to occur, it will not show up in the budget.

There is no need for you and your colleagues to pass any law rais-
ing an additional $14 billion in'taxes over a 5-year period. There is
no need to pass a law to raise an additional $3 billion a year, if you will,
to do this. This is, in effect,-an insurance policy.

We would hope that the time would never come when we would be
in the kind of recessionary situation where you would have to have
that money. If the situation were that bad, if the economy of this
country were so bad that we had to dip into the general funds in

-order to pay these benefits, it would make probably a lot of sense to
have those benefits paid and to have a deficit like that. It is not that
much money. That is the best I can answer.

Senator D1ANFORT. Mr. Secretary, regardless of the $3 billion and
the countercyclical general revenue into this you are going to lose,
from the Treasury, about $5 billion a year, good times and bad times,
because of the increased deduction resulting from the increased em-
ployer share of social security. -

Secretary CALIFANo. That is correct, Senator. No question about
that. That is in our calculations and that is slightly less over that

. 5-year period than the funds that would be paid if we had an equal
distribution. That is right.

Senator LONG. Here is how I read it. We have succeeded now in
raising taxes by calendar year 1977, $32 billion more-I am looking
at page 33 of the blue bok-$32 billion more than was paid out, so
we are ahead of our debts by that much in our funds.
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President Johnson and other administrations pressed for a con-
solidated budget so they could include these surpluses in the social
security fund in an overall budget, and I thought that was sound
and supported if, to make their overall programs look a little better
than they would have otherwise, because we were collecting down
through the years more money than we were paying out in this area.

It bothers me with the Federal funds fairly badly in deficit to
start financing this program with printing press money as well. That
is why it seems to me, just by way of responsibility, we should try to
muster the courage to vote whatever taxes are needed to fund this
program before we offer Senators and House Members the easy way
out in saying, we will just increase the debt limit, tell the Federal
Reserve to l)rint more money down there.

You and I know, if we start financing things in a general approach,
in that fashion, inflation will get so bad that the faster we print money
to pay the debt, we will have to print more money to meet the increase
in the cost of living.

I do not think you want to get. us to that kind of inflationary spiral;
I know I do not. That is why I ask you, is it absolutely essential that
we fund this thing by reaching for so-called general funds when
there are no general funds there?

All you can do is create more money in the banking system in order
to do it.

Senator LAXAT. Chairman Long, is there not built into this pack-
age $30 billion that amounts to a tax increase on employers in this
l)art of the. package?

Senator LoNG. There are taxes in the program, yes. What I am con-
cerned about is not so much the taxes. The benefits are there. We are
going to have to reduce some of the benefits and a windfall that was
never intended.

On the tax increases, it seems to me that if we need more taxes, we
should measure up for it and call upon the Congress to vote for it.
I dislike this idea of letting the Senate and the House think we
can escape our painful duty of voting the taxes to pay for the social
security program.

Secretary CALIFAN-O. Senator, all I can repeat is what I said. The
$14 billion will only bl needed, in tax terms, if the money has to be
spent over the 5-year period. We believe that the proposal that we have,
with the taxes that we include in it, will make the system-sound for
the next 25 years. We (1o not shrink from recommending taxes if we
think they are necessary. We honestly do not think that taxes are
necessary beyond what we have proposed.

Senator LoNe. Over the past years, Mr. Secretary, I have had to
fight on the floor against amendments to provide benefits that would
be paid out of the deficit. I dislike the idea of getting this on the
basis of where Senators and Members of the house can come up with
these politically appealing proposed benefits, and take the view that
that can be financed without any tax.

The last big increase was financed by changing the assumptions on
which the program was based. We cannot do that anymore, can we?

Financing it just by changing it will not work. We are going to
have to find money somewhere for it.
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Secretary CALIFAN-o. That is right, Mr. Chairman. We feel that we
have found enough money here. As you know, we are asking for a
decoupling plan of stabilizing the benefit rate level. We are asking
for an additional $30 billion in taxes on employers. We are in-
creasing the wage base on employees by $600 in 1979, $600 in 1981
which will effectively increase the amount of money that will pay for
this system.

Senator BYRD. Let me ask you a question. The money you are asking
for from the general revenues, would they be subject to the appro-
)riations process like the other revenue amounts?

Secretary CALIFANO. There would -not have to be an appropriation,
for the countercyclical general revenues.

Senator BYRD. It would be subject to the annual appropriations
process?

Secretary CALIFANO. Not subject to an annual process, you would
authorize a transfer to the trust funds from general revenues. Ex-
cept for administrative expenses and certain benefit payments,-there
are no annual appropriations to the social security system now.

Senator BYRD. Even though the funds would be coming from the
general revenue?

Secretary CALIFANO. As I said, there are general revenue funds in
the social security system now.

Senator BYRD. Only on the basis of figuring that business deducts
from their taxes.

Secretary CALIFANO. There are the so-called Prouty benefits.
Senator BYRD. Is that not a minute part of the total?
Senator CALIFANsO. There is also the supplementary medical in-

surance program. There is a portion of the hospital insurance pro-
gram.

Senator BYRD. Appropriated annually?
Secretary CALIFAN O. lhe Prouty benefits are not. The hospital in-

surance program has a number of eligibles who have not paid in
and these are funds appropriated annually. The minute pieces of it
are appropriated annually. There was a period pre-1957 for which
we folded in contributions for military personnel out of general
revenues. There are funds from the general revenues that we folded in
for the Japanese internees. They are small amounts, appropriated
annually. We thought we were following the traditional way of mov-
ing in this area other than in these special cases.

Senator BYRD. What we are saying is that we can do all of this
and no one has to pay for it.

Secretary CALIFANO. The people have to pay for it, as is indicated
in the tax increases which we have proposed.

Senator BYRD. What are the tax increases? What do they amount
to, the total?

Secretary CALIFANO. The tax increases amount to $30 billion on the
employers. The increases from the increase in the wage base of the
employees in 1979 and 1981 and returning to the traditional relation-
ship of the self-employed tax rate to the nonself-employed tax rate.

Senator BYRD. Your program comes to a $30 billion increase on the
employers. As I recall your answer to my question earlier, a $30 bil-
lion increase on that 13 percent of the employees who do not pay
on the full amount?
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Secretary CALIFF O. No, only a modest increase on those employees.
There is no tax rate increase for employees in the short-ru'n in this
plan. Those increases come only by increasing the wage base, once in
1979 by $600 and once in 1981 by $600.

Senator BYJD. The increase is $30 billion.
Secretary CALIFANo. For employees, that is correct.
Senator HATHAWAY. On that point, is there any problem with re-

spect to the definition of earnings so that employers cannot dodge
by giving deferred income )lans to their employees, or stock options?

Secretary CALIFANO. We stick essentially with the definition of
earnings that we have now. We will look carefully at that.

As I indicated, this would bring us into balance through at least
the year 2000 and, we believe, reduce the long-term deficit to man-
ageable proportions. In the long run, there are other features of the
plan. There is the scheduled tax rate increase of 1 percent to go into
effect in the year 2011. We would bring one-quarter of that increase
back into 1985, equally on employer and employee and three-quarters
of that 1 percent into effect in 1990. There are a lot of other questions,
questions of the kind that Chairman Nelson raised that we would give
tie Social Security Advisory Committee to consider.

This is a snapshot of the impact over the 25-year period. If all of
this were enacted, instead of a deficit under )resent law of 2.2) percent
of payroll for the next 25 years, we would have a surplus of 0.5 per-
cent of payroll.

In the long run, through the year 2051, with all of the problems of
estimating out that far, under present law, we would have a deficit of
8.2 percent of payroll. If our plan went into effect, we would be left
with what we estimate would be a deficit of 1.9 percent of payroll.
Again, we think that is fine in the context of how difficult it'is to
estimate out there.

In summary, we believe the plan solves the short-term problem
without a tax increase; it fulfills the President's commitment in that
regard. It brings the cash benefit program into actuarial balance
through the turn of the century which-fulfills his commitment. It
reduces the long-term deficit to manageable proportions without re-
ducing the benefits of future retirees, which was another commitment
made; and it fulfills the overall commitment, which was to restore
the social security system to a sound financial position.

Senator LAXALT. 'ou indicate we are solving the short-term prob-
lem by no tax rate increase. Unless I misunderstand the testimony
entirely, we are socking the employei6 of this country to the tune of
$30 billion.

Secretary CALIFANO. Without a tax rate increase to the employee.
That was the President's commitment.

Senator LAXALT. You cannot talk about employees only. The em-
ployers are going to be taxed severely.

Secretary CALiFA.NO. Less than they would be under the conven-
tional plan, Senator.

Senator NELSON. What you are saying, if you follow the current
method of financing the employer would pav $34 billion in that
period rather than $30 billion. Is that correct?'

Secretary CALIFA.NO. That is correct, Mr. Chairman.
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Senator HATHAWAY. Mr. Secretary, do you have any figures to
show, with the decoupling, how long that would maintain the sol-
vency of the fund?

Secretary CALIFANO. It does not help us very much in the early
years. You have to get far out to get the help. We can give you those.
It would run out in 1979 or 1982 or 1983.

[The following was subsequently supplied for the record:]
In responding to this question, estimates were made for the following proposed

Chan ea-
1. Mhe maximum annual amount of earnings on which an employer pays social

security taxes, i.e., the earnings base of employers would be increased in three
steps until it is removed entirely in 1981, as under the Administration's financing
proposals. The earnings base for employers under present law and under the
proposal for the years 1978-81 are as follows:

Calendar year Present law I Proposal

1978. ................................................ $17, 700 $17, 700
1979 .......------------------------------------------- 1 8,900 23 400
1980 ......... .-......-........................... 20,400 37,500
1981 ......... - - --..............................---------------- 21,900 (2)

a The figures shown are the amounts assumed under the Intermediate set of assumptions in the 1977 trustees report.
'For wages paid in 1981, and in all later years, employers would pay social security taxes on all wages paid to an employee.

2. During the period 1979-85, part of the contribution rate for the hospital
insurance (III) program would be reallocated to the OASDI program in order to
transfer to the 0ASI and DI trust funds part, but not all, of the additional taxes
that the HI trust fund would otherwise receive because of the elimination (.f the
base for employers. The amount reallocated wculd be .05 percent, each, for
employees, employers, and self-emplcyed persons in each year 1979-85. The
contribution rates under present law and under the proposal are as follows:

[In percent]

Present law Proposal
Calendar year OASDI HI Total OASDI HI Total

Employees and em-
ployers, each:

1978 ............... 4.95 1.10 6.05 4.95 1.10 6.05
1979-80 ............ 4.95 1.10 6.05 5.00 1.05 6.05
1981-85 ............ 4.95 1.35 6.30 5.00 1.30 6.30

Self-employed persons:
1978 ............... 7.00 1.10 8,10 7. 0 1.10 8.10
1979-80 ............ 7.00 1.10 8.10 7.05 1.05 8.10
1981-85 ............ 7.00 1.35 8.35 7105 1.30 8.35

3. The Administration's decoupling proposal would become effective on Janu-
ary 1, 1979.

On the basis of the intermediate set of assumptions in the 1977 Trustees Report,
it is estimated that the combined assets of the OASI and DI trust funds will be
exhausted in 1982. If present law were modified by the changes described above,
we estimate that the combined trust funds would not be exhausted until 1985,
3 years later than under present law.

Senator HATHAWAY. There was a study that said if we decoupled
and had a very modest increase in the tax it would carry the fund
through about the year 2000. I do not recall the author of the study.

-.. Mr. CARDWELL. That decoupling plan would be one that would
reduce benefits. If you change the formula to reduce benefits you re-
duce the financing needs of the system.

4
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Senator NELsON. Reduce what benefits?
Mr. CAMRWELL. The retirees benefits.
Senator HATHAWAY. Which you propose to do.
Mr. CARWDWELL. NO. Our plan would not reduce the retirees

benefit rights.
Senator HATHAWAY. I thought you were proposing decoupling?
Mr. CARMWELL. We would aecouple and maintain benefit rights

on into the future at current levels. There would be no delibera liza-
tion of benefits.

There have been proposals to decouple in a way that would de-
liberalize existing benefits. They would reduce the snare of a person's
earnings at the time of retirement that is now replaced by social
security. That is not our proposal.

Senator HATHAWAY. Your proposal does save 4 percent.
M'. CAIRDWELL. This proposal will cut the long-term deficit by

about one-half.
Senator HATHAWAY. That is not effective now. You get the big

savings in later years. How late?
MNr. CARDWELL. They really start to be significant about the turn of

the century and they build up as time goes oni. If you leave the
form-ula-unat tended, its cost. to the system accelerates as time goes
on.

Senator LXALT. I am troubled by the approach here in reference
to the increased tax on the employers. Certainly we have to do some-
thing about these older people. What we have done to them already
is a travesty. What we are in the process of doing to the younger
people is just as bad. Yet, I think we are injecting philosophically a
whole new element into this situation, unless I misinterpret you.

Thel $40,000 employee will now have the rate doubled, I gather,
roughly over the conventional-so-cal led conventiona 1-plan without
a commensurate increase in benefits. Is that not true?

Secretary CALFA-;o. That is not correct, Senator. The $40,000 em-
ployee will pay only $76 more in 1982-over $500 less under our plan
than he would" under the conventional plan. The $40,000 employee, in
that sense, is better off under our plan.

Senator LAXALT. In terms of the tax that is going to be paid for
him by his employer. I do not think you can just separate the situa-
tion. That increase is going to be reflected, I think, in some manner
by his wage structuring, in particular, but what concerns me is that
you are going to have a level here that is about, double in relation to
other persons within the system with no commensurate increase in
benefits.

How do we justify that?
Is this not a too-subtle redistribution of income?
Secretary CIFANO. Senator-let me try it this way. The present

social security system discriminates harl;lV against small business.
He is paying on 100 percent of his l)ayroll. The larger businessman,
with the high-priced talent, is not paying on 100 percent of his pay-
roll. When I say we are picking up, by taxing 100 percent of the
employer payroll, the difference between 87 percent of the payroll
and 100 percent of the payroll, I am also saying there is something
else built into that. The small low-work employer is already paving

95-197-77--3
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a tax on 100 percent of his payroll and the large businessman with
higher paid employees is paying a tax on far less than 87 percent of
his payroll. So I think we have to end the discrimination in the
social security system against the small employer, the small business-
man. That is one of the things I think we achieve.

Senator LAXALT. Is not the bottom line of your whole approach
that middle America is going to be subsidizing the lower brackets?
Is that not what we are going to do?

Secretary CALIFANO. The bottom line of my approach is to save
middle America. When we are talking about someone making $16,500
a year we are talking about someone who is above the median wage
in this country. What we are trying to do is save middle America
from an additional tax burden. We have enough of a tax burden. We
do not want to place another one on him by further increasing the
tax rates. That is what we are after. I think we are achieving that.
This will be the first proposal in this area that has not said to middle
America, listen, we are going to wallop you again to pick up the tab.

Senator LAXALT. You are to be commended for taking the first step
because obviously this is a highly technical, highly complex matter
and it is going to require tremendous amount of deliberation on the
part of this subcommittee. Obviously it is priority No. 1.

One of the other problems that concerns me is tile fact that we are
only looking at the income side. Is the administration or the agency
itself looking into the benefits side so that perhaps we can look at
some equalizing factors on the benefits side as well?

Secretary CALIFANO. Senator, the decoupling proposal will stop the
tremendous increases in benefits as a result of the double increase for
inflation. That will stabilize benefits where they are, relatively.

Now, in the context of several larger problems which I know you
are alluding to, the Social Security Advisory Committee will look at
a lot of those problems and look, perhaps, at some of the problems
that Chairman Nelson mentioned in the context of what is the re-
lationship of this system to the other Government retirement and
pension systems, which is a very serious question.

Senator DANFORTIr. Mr. Secretary, would it be a total breach of
philosophy with respect to social security if it were made more of a
progressive system than it is now? That is to say, if the base were in-
creased for the purpose of taxation but not for the purpose of bene-
fits. Has that been considered?

Secretary CATLIFANO. We looked at that, Senator, and we rejected
it as less viable in a lot of ways than the proposal we are now making.
It would not be a breach, a total breach of philosophy, to make the
system more progressive. There are some progressive elements, if you
will, built into the system already one way or the other.

At the very minimal level, Congress has set the minimum benefit
at more than someone who is making a low salary is going to pay
into the system. The proposal we have here is less regressive, and
hence more progressive, in the way that it taxes the employer.

Senator DANFORTH. You have'rejected the concept of increasing
the base on the employee as well as the employer without increas-
ing-
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Secretary CALIFANO. Yes, we did. These are social judgments that
one makes. We thought the employee was paying enough now in the
increases that we made.

Senator DAN H'owr. Under the present system, an employee who is
making $16,500 a year is paying the same amount of social security
taxes as an employee who is making $100,000 a year.

Secretary CALIFANo. That is correct.
Senator DANFORTI. You believe that would be unfair, to increase

the base to cover all income for the employee?
Secretary CALIFANO. Without increasing his benefits.
Senator DANFORTH. Why is that?
Secretary CALIFA.O. In all candor, one of the things, quite frankly,

was if we start out at that rate, we might end up, by the time we
worked our way through the. Congress, with an increase in benefits
so that we woufd not be any better off than we are today.

Senator DANFORTIL The 01d concept of social Security being kind of
annuity program, it is not that kind of doctrinal concept that is pre-
venting you from taking that approach, but purely the political
question ?

Secretary CALIFAo. That is correct. I guess that we were sensitive
to one of the points that Senator Long made in the context of the
way we proposed going to the general revenues. We are tryin to
avoid building in a method of going to the general revenue which
would permit permanent benefits to be put into effect on the basis
of that. Congress, in the Vandenberg amendment in 1944 provided
for a period of about 5 years for the potential use of general revenues
for total and complete guarantees of the system. They never had to
be used. We would hope we could build a system where we would
never have to use that $14 billion.

Senator DANFORTH. Would the administration flatly oppose the con-
cept of increasing the base on employees without increasing the ben-
fits to go along with that increase in'base?

Secretary CALIFANO. I think we would be opposed to it. We would
prefer our plan. I would be happy to go back and think about it.
There is not a philosophical, unalterable kind of view on it.

Senator DANFoRTir. Let me ask you one other basic approach.
Did you study the possibility of bringing Federal employees within \

the social security system?
Secretary CALIFANO. We decided to make that part of some kind of

a future study, whether they should be brought in or not brought in.
We did look at that question and my own personal views on the con-
cept, being similar to Senator Nelson's are that we should look at--not
only the social security system, but also the military retirement sys-
tem, the civilian employee retirement system, the special retirement
systems we have in State and local government, the police forces,
et cetera and some of these big private retirement pension systems.
The whole world of pensions needs to be looked at but we are not sure
how and who should do that.

Senator DANForrrir. It is very common for a private employer to
have a pension program over and above social security. His employ-
ees must, as a matter of law, be participants in the social security pro-
gram, but they have a pension over and above that.
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Federal employees are not particil)ants in the social security at all
but a governmentt pension program and it is not only an additive to
social security, it is the whole thing.

Secretary C,.uFi ,F o. That is correct.
Senator '%.tNroimnrw. This would increase revenues, would it not, for

social security?
Seretary ( ,CAIFANo. Yes, it would.
Senator'DANFomRri. Ani I correct, as a matter of law, that, given

the wage and hour (ase that was decide by the Supreme Court lust
year, that you coild not bring State and lo(vd employees in on a man-
datory basis?

Mr. Cm)wrim. The issue of whether it would be constitutional for
the Federal Government to mandate State )ayment of Federal social
security employee contributions is a questionn that has been undecided
for a long time and has not yet been really resolved. -

There is also the question of whether once you have agreed to par-
ticipate, you are bound to participate.

I personally think that those questions are still open.
Senator DANFORTII. Despite that case on the wage and hour?
Mr. CARIDWELL. Yes.
Senator DANFORTH. Have you researched that?
Ar. CARDWELA. No, we have not. That is one of the questions we

would ask the advisory council to examine.
Senator DANFORTIH. Do you have any idea how much more revenue

that would bring in if Federal employees were in and State and
local employees had to be in?

Mr. CARDWELL. As I sav. I cannot give you a figure now, but State
and local employees, probably you would tend to break even over the
long term. Where the system loses money is when they opt out, be-
cause they usually opt out after they have, earned the minimum bene-
fit which' is a weighted benefit. It is the opting out that costs the
system money.

Bringing Federal employees in would probably bring money into
the system bearing in mind you have to pay t'hem benefits. They
bring' in fairly high salaries and the high salaries would be distrib-
ued back in'the system in favor of the low wage earner. There
would be a net gain.

[The following was subsequently supplied for the record:]

COST ESTIMATES SUPPLIED FOR THE RECORD

If Federal civilian employees were compulsorily covered under social so-
curity, there would be a long-range savings of 0.11 percent of taxable payroll
for the cash benefits program (0.10 percent under a decoupled system as rec-
ommended by the Administration) and 0.09 percent for the hospital insurance
program.

Tf State and local employees were compulsorily covered under social secu-
rity, lhere would be a long-range savings of 0.17 percent of taxable payroll for
the cash benefits program (0.15 percent under a decoupled system as recom-
mended by the Administration) and 0.09 percent for the hospital Insurance
program.

The following table contains short-range cost estimates for compulsory
coverage of these two groups:
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ESTIMATED AMOUNT OF NET ADDITIONAL INCOME RESULTING FROM COMPULSORY COVERAGE OF ALL FEDERAL,

STATE, AND LOCAL GOVERNMENT EMPLOYEES UNDER THE OLD-AGE, SURVIVORS, AND DISABILITY INSURANCE
(OASDI) AND HOSPITAL INSURANCE (HI) PROGRAMS, CALENDAR YEARS 1980-84

fln billions of dollars)

Calendar year OASDI HI Total

Federal employees:
1980 ......................................................... 5.1 1.1 6.2
1981 ......................................................... 5.9 1.6 7.5
198 ......................................................... 6.7 1.8 8.5
1983 ......................................................... 7.5 1.9 9.4
1984 ....................................................... 8.5 2.1 10.6

State and local employees:
1980 ......................................................... 4.0 0.9 4.9
1981 ......................................................... 5.8 1.5 7.3
1982 ......................................................... 6.6 1.7 8.3

g 1983 ......................................................... 7.4 1.9 9.3
1984 ........................................................ 8.4 2.1 10.5

Total government employees:
S...................0 11.1

1981 ......... ....................................... 11.7 3.1 14.8
1982 ......................................................... 13.3 3.5 16.8
1983 ......................................................... 14.9 3.8 18.7
1984 ......................................................... 16.9 4.2 21.1

NOTES
1. The above estimates represent the net amount of additional contribution income, over and above income under

present law, additional benefit payments, as an offset, and additional interest. The estimated amount of net additional
income under a decoupled system would not be signifantly different from the amounts shown.

2. The estimates are based on the intermediate set of assumptions in the 1977 trustees reports. In preparing the esti-
mates, it was assumed that the compulsory coverage would become effective on Jan. 1, 1980.

Senator DANFORTJI. It would solve the double slipping .
Mr. CARDWELL. It does solve the double dipping and solve wind-

fall benefits that they now often obtain.
Senator DANFORTII. Do you view this as a matter of long-term

study?
Mr. CARDWEmL. Not terribly long. You could analyze the question

and fashion some alternative choices in a relatively short time, pro-
ducing a public consensus about it is long term.

Senator DANFORTIT. Because the government employees would hit
the roof?

Mr. CA1DWET.L. Yes, sir.
Senator DANFORTIH. 11hyv would they hit the roof if they got a

pension plan over and above social security, just as everybody else
does?

Mr.-CAT)rwEL. It is an issue of added tax withholding to them,
and although it is unlikely that the Congress or the public policy

0 would evolve a system that added present social security on top of
the present civil servee system. It would give them a very elaborate
retirement.

Senator D,%NxFrORTIr. Is it l)ossible, pratically, to readjust the
whole thing so that they would be a part of social security, then
have a pension program, but the aggregate would h. approximately
what they would now have?

3r. ('. wwIEr . It i.s possible. I Supl))OSe. That has heen analyzed
and recommended several times in the past by various groups, in-
cluding social security advisory councils.

Senator DAIXFORT11. Maybe I am looking for a cure-all to solve all
of this, all of these problem,;, hilt that would seem to me to be one



32

of the first areas to pursue, the effect of bringing them in, whether
it could be done as a practical matter, melding the present pension
programs into a combination of social security and pension pro-
grams and the effect that this would have to solve the situation.

Mr. CARwWELL. A truly equitable merger that would give the Fed-
eral worker benefit rights equal to those he/she now has probably
would not do much for the system except to save the system in the
future from paying windfall benefits. That is not a critical differ-
ence, although important.

Senator DANFORI. It would bring in instantaneously, if the thing
could be worked out instantaneously, what are there, about 2.5 mil-
lion Federal employees plus, if it could be done constitutionally
whatever the number of State and local employees have opted out,
so maybe 3 million additional participants in the program that would
be paying in.

Mr. CARDWELL. There would be a one-shot infusion, yes, but we
would be creating a long-term liability to pay them benefits.

Secretary CALIFAN0O. Senator, let me make some general points.
One, this subject will ultimately be addressed, but I doubt it will be
addressed by the Social Security Advisory Committee. I am not pre-
pared, nor is the Carter administration prepared, to accept the wind-
fall benefits characterization that Mr. Cardwell gave to some of
these benefits.-We are not certain what the equitable way to do this
is. I also think it is fair to say that we regard it as a long-term
problem, not something to be resolved in a few months. We do not
want there to be confusion on that.

Senator DANFORTI. If we repeal the Hatch Act, we had better
forget about ever solving that.

Senator NELs N. How many States are under the social security
plan now?

Mr. CARDWELL. About 70 percent of State and local workers who
otherwise would be eligible are now covered.

Senator NELsoN. Have there been withdrawals?
Mfr. CARDWELL. Yes, sir, there have been withdrawals throughout

the system but, in fact, even including the current withdrawals, new
accessions have exceeded withdrawals. There has been a net gain to
the system through the years. If you add to the list the people who
say they might withdraw, I doubt that that is true.

"Senator NFoLsN. Can you submit for the hearing record the statis-
tics-on that?

Mr. CARDWELL. Yes, sir.
[The following was subsequently supplied for the record :]
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NUMBER OF STATE AND LOCAL GOVERNMENT GROUPS' AND EMPLOYEES NEWLY COVERED UNDER SOCIAL

SECURITY OR WHOSE COVERAGE HAS BEEN TERMINATED IN THE PERIOD 1967-76-Y YEAR

Newly covered Terminated Net gain
or loss of

Year Groups Employees ' Groups employees coverage

1967 ................................. 1,000 67,473 11 323 467,1501968 ................................. 1,717 76,92 14 863 +76.06
1969 ................................. 938 84,351 21 1,369 82,9821970 ................................ 1,031 58,039 29 2.456 +55,5831971.......................... 1,011 56,558 33 2,843 +53,7151972 .............................. 944 34,881 41 6,992 -27,8901973 ................................. 700 20,231 33 4,616 +15,615
1974 ................................. 821 21,281 68 8,828 +-12,453
1975 ................................. 1,057 17,010 47 13,426 +3,584
1976 ................................. 740 19,719 55 8,117 +11,602

Total .......................... 9,968 456, 468 352 49, 833 +406,636

The term "groups" for termination purposes is much broader than for coverage purposes. For example, a city which
is a single group for termination purposes may include a number of irou ps within the city that were covered at different
times (e.g., groups of employees under policemen firemen, teachers and city retirement systems).

Represents the number of positions covered for the 1st time due to modification of State coverage agreements.
Does not include increases in the number of covered positions which result from automatic coverage when (1) the work
force in a covered entty is expanded, or (2) a job vacated by an employee who had pot elected coverage in an entity in
which coverage was effected by Ihe divided retirement system approach is filled by a new employee, or (3) there are non-
covered positions in a group that becomes prt of another group that had been previously covered.

NUMBER OF STATE AND LOCAL GOVERNMENT COVERAGE GROUPS AND EMPLOYEES WHOSE SOCIAL SECURITY
COVERAGE HAS BEEN TERMINATED OR MAY BE TERMINATED BY APR. 1, 1979'

Year Groups Employees

1959 ..........................................................................
1960 ..........................................................................
1961 ...........................................................................
1962 ....................... ..... ............................
1963 ...........................................................................
1964 ...........................................................................
1965 ...........................................................................
1966 ............. ...............................................
1967 .......................................................................
1968 ...... ......... ........................................
1969 ...........................................................................
1970 ...........................................................................
1971 ...........................................................................
1972 ............................................ I ..............................
1973 ...........................................................................
1974 ..........................................................................
1975 ..........................................................................
1976 ...........................................................................
1977 ...........................................................................
1978 ................ ................................
1979 .................. ..............................

1 3
0 0
1 5
o 0
2 41

10 132
4 105
5 33

11 323
14 863
21 1.369
29 2,456
33 2,843
41 6,992
33 4,616
68 8,828
47 13,426
55 8,117

150 154.860
3170 '3449,940

19 * 5, 806

Total .................................................................... '714 8560,758

I 1st termination occurred in 1959. Figures for July 1977 through April 1979 based on notices of termination filed April
1975 through April 1977.
2 Notice of termination may be withdrawn at any time before the end of the 2-yr notice period.
3 Of these. 391,500 are employees of New York City comprising 9 coverage groups. New York City's Mayor Beame has

announced that the coverage of New York City employees will not be terminated, but to date no official request has been-
made for withdrawal of the notice of termination. -
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Senator NFLSO8N. I just want to pursue one question on the issue
raised by Mr. Danforth on the question of taxing the income of the
employee without increasing the benefits.

Is it not correct that basically social security was founded as an
entitlement system. That basically has been the system from the be-
ginning, has it not?

Secretary CALIFANo. That is correct, Mr. Chairman.
Senator NELSON. The argument has been made by many, people

about increasing the taxes paid without increasing the benefits. Of
course, that is an income redistribution plan, is it not? That would
change the basic characteristics.

Secretary CAmFAwO. That would clearly be an income redistribu-
tion plan.

Senator NE.so.N. Another frequently raised issue is-that of people
who say, "I would rather not be under the social security plan. I
could do better if I managed my own money and invested'it for re-
tirement."

I note on the chart on page 8 of the bluebook on "Social Security
Finar.cing" that a retiree who retires with an average monthly earn-
ing, for purposes of computing his pension, of $400 receives a bene-
fit of 44 percent of the $400 and that when an employee gets to an
average monthly income, for purposes of computing his retirement,
of $12,075 ie or she is receiving 27 percent, as against 44 percent of
his final rate of earnings. Is that correct?

Secretary CALIFA-.O. That is correct.
Senator NELsoN. The question that I have never seen addressed,

although it may have been, is at what stage does the employee reach
a situation at which he is as well off or better off under a private

eision plan paid for by himself than he is under social security?
as any computation ever been attempted on that basis?.
Mr. CARDwmLL. Actuaries and pension planners have addressed

this question many times. It is hard to come up with a generalization
that will satisfy your question, because there will always be instances
where an indi'viilual with middle or upper-middle income who is
very fortunate in his investments could obtain a return greater than
the return lie obtains through social security. On the other hand,
social security quite clearly is a good buy'for the lower income
worker.

It also tends to be a good buy for the upper income worker if he
has the misfortune to find that his investments did not pay off at the
higher return rate.

Bear in mind that if you did not have social security that a lot of
workers are going to become dpendent upon society and the cost of
fiaintaining them in ol ag, would still have to be borne one way or
the other.

Senator NE.Lso-,-. Certainly in a retrospective study based upon
what has happened in the past quarter of a century, actuaries could
compute the amounts of money that would have to have been in-
vested in the purchase of a retirement plan and tell us at what
stage in the past 25 years an employee would have been better off in
his own purchased retirement plan than under social security, recog-
nizing that it may very well be different for a family of six or a
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widow or widower or people whose children go to college and there-
fore are covered u to age 21.

But you can take each of those circumstances in a retrospective
study and come up with a figure.

The reason that I raise that is that if you do achieve a point in
which there is a redistribution of income program, which may be
perfectly all right-I am not arguing the philosophy-I perceive
that you would have a tremendous erosion of support for social se-
curity by that class of people who are getting less out of the system
than they would out of a private system, and if it occurred, at, say,
$20.000 or '$18,000, you'd have a lot of people involved and you
might erode support for the social security system.

M"r. CAAVDWELL. That point can be analyzed and I think the result
would be as you described it if you make the comparison on the
lsis of an annuity. But if you should examine social security as a
form of casualty insurance, rather than solely as an annuity system,
which is the more approl)riate comparison in my judgment, protect.-
ing you against the loss that might or might not occur, just as your
fire insurance on your home or your accident insurance on your auto-
mol)ile does.

When you throw in the factor, or include the factor, that social
security includes disability benefits, if you become disabled, which
most private insurance plans do not do, and if you recognize that
social security also provides survivors' benefits for dependents and
survivors, it is a good buy. I think that is what most analysts would
tell you.

Senator NmSO,,. Senator Danforth?
Senator DMANFORTJI. One other question.
Your prol)osal to shift hospital insurance funds to the rest of the

program, is this proposal conditioned on the 9 percent cap?
Secretary CArrF.AN.o. We believe we need the 9 percent cap to do

that. We took only $7 billion, basically 70 percent of what we had
over that 5-year period, to give us some leeway. I think we would
prefer not to do that, and would not want to do that and the actu-
aries would not, unless we had the hospital cost containment-pro-
posal. That goes to the point that some way would have to be found
to raise $7 billion.

Senator DANFORT I. Absent some kind of a cap on hospital costs,
you withdraw this side of the recommendation?

Secretary CALIFxO. Absent a cap, some other means of controlling
costs or meeting them would have to be fund.

Senator DANXFORTIT. Thank you.
Senator NErLSON. Senator Iathaway?
Senator HATHAWAY. With regard to the decoupling program, actu-

ally it saves 12 peeent, but you get 8 percent put in by increasing
benefits by the results of the decoupling. Is that correct!

M'. CAumvrr,. WNe do not. follow the question.
Senator JLTrjrAWA,\. Decoupling alone, it would save 12 percent,

I understand.
Mr. CA DWELL,. Tt would reduce the long term 75-year deficit that

is estimated at 8.2 percent of payroll. It would reduce that by half,
so the deficit, would be about 4 percent.
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Senator HATHAWAY. Is that 4 percent computed by taking 12 per-
cent saving by decoupling and adding in 8 percent to take care of
the benefit structure which would result by having decoupling?

Mr. CARDWELx,. That is arithmetic I do not follow. I am sorry.
Secretary CALIFANO. We would have to answer that for the record.
[The following was subsequently supplied for the record :J

The calculation to which Senator Hathaway refers is shown in table 17 of
the Senate Finance Comi-ttee print, "Social Security Financing", prepared
by the Committee staff, as follows:

Impact of administration, proposals on long-range financial status of trust funds

(As percent of taxable payroll]
Deficit under present law --------------------------------- ------ -8. 2
Savings from decoupling ----------------------------------------- + 12. 0
Cost of wage-indexed benefit formula ----------------------------- -7. 9
Effect of:

Employer base increases -------------------------------------- +0. 9
Employee base increases ------------------------------------- + 0. 1
Self-employed tax increase ------------------------------------ +0. 1
Diversion of hospital taxes and acceleration of 2011 tax rate in-

crease --------------------------------------------------- +1. 0
Dependency teats ------------------------------------------ +0. 1

Residual deficit ------------------------------------------ 1 -1.9
1 While the administration's proposals would assure sufficient financing for the next 25 years or so and

maintain the reserve ratio above one-third in the 1980's, they would leave a long-range deficit of 1.9 percent
of taxable payroll, which is equal to about 12.6 percent of long range expenditures under the program as it
would be modified by the Administration's recommendations. The administration says that this deficit
Is to be studied by the Social Security Advisory Council along with other benefit adequacy questions whhh
would chango the long range deficit.

This calculation is correct. However, the device of showing a saving from
decoupling of 12 percent of payroll and then a 7.9 percent cost for maintain-
ing current replacement rates for future retirees tends to be confusing, since--
as is recognized elsewhere in the Committee print-"smple decoupling" with-
out some mechanism for adjusting initial benefits which produces the 12-
percent saving is not a viable option, because of the resulting very sharp de-
cline In initial benefits. Since viable decoupling options also address the ques-
tion of future benefits of current workers, the cost of such provisions is gen-
erally included in calculating the net saving from decoupling proposals. Thus.
it is generally said that the Administration plan results in reducing costs by
4.1 percent of payroll, rather than by 12 percent with a cost increase of 7.9)
percent.

Senator HATHAWAY. My point is, part of that 4 percent savings is
a net figure. Your proposal increases benefits by 8 percent. If instead
we increase the retirees' benefits by 4 percent, then with decoupling
you would take care of the long term deficit because you would be
serving a net of 8 percent. .

Secretary CAUIFANO. If you further trimmed the benefits back.
Senator IATHAWAY. Just the benefits as a result of decoupling.
Secretary CALTFANO. What you have to do, is to reduce benefits

below the rates they are at presently. If you do that, you will save
even more money by decoupling, if you decouple in Chat way. We
propose to leave benefit levels where they are. We think it is about
right, the present benefit rate.

Senator HATHAWAY. The only reason I ask you the question, to
put it in perspective, is that if we wanted to reduce the benefit in-
crease amount then we could save an awful lot more by decoupling,
in and of itself.



37

Senator CALWANO. In the long run; you would still have the 5-
year problem.

Senator HATHAWAY. Since the social security tax and the social
security trust fund are not like an ordinary pension plan where a
person puts in money periodically, accumu ates it and the income
which is reinvested it is simply a system where we are taxing the
people to pay the current benefits. If there is anything left over, we
put it in the contingency fund. At the present time, there is nothing
left over, so in effect, what we are doing is taxing people today to
pay benefits today, which is the same thing we are doing under the
Federal income tax.

We are taxing people to pay current expenditures.
So why not take the next logical step and make this a truly pro-

gressive tax and just add it onto the Federal income tax and pay
the benefits out of general -evenues?

Secretary CALIFANO. We thought that we should not go into gen-
eral revenues for more than a countercyclical touch. We should do
that in a way that would not permit permanent benefits to be built
into the system as a result of general revenue financing. I guess, in
response to the same kind of concerns that Senator Long expressed
and in view of the controversy that that very gentle dip of the toe
in the water of general revenues has created, I think we are not even
ready to go up to the ankle.

Senator HAThIAWAY. Senator Long's concern was that to the ex-
tent you are going to finance it out of general revenues it is simply
increasing the deficit. Unless we add a tax increase to take care of
that, we will just increase the deficit.

Secretary CALFANo. We will not increase the budget deficit un-
less we have to spend the money. I can submit for the record a letter
from the Treasury Department. Hopefully, you would never have
to spend that $14 billion.

[The following was subsequently supplied for the record:]

- THE DEPARTMENT OF THK TREASURY,
Washington, D.O., May 17, 1977.Ion. .TAMEs A. BURKE,

Chairman, Subcommittce on Social Security, House Committee on Ways and
Means, House of ReprementativeR, ,1ashington, D.C.

I)EAR ?Ms. CHAIRMAN: This is in response to a telephoned call from William
Kelley of your staff asking for an explanation of the fiscal effects of the pro-
posed counter-cyclical financing of the social security system from general
revenues. The explanation follows.

1. A counter-cyclical payment from thee general fund would be shown in
Treasury financial statements as a budget outlay (from the general fund) and
a budget receipt (in the trust fund), with no net effect on the unified surplus
or deficit.

2. The trust fund receipt would be invested In special Issues of public debt
securities. In Treasury statements that would show up as an Increase in the
public debt and an Increase in investmen!s in Federal securities. Neither side
of this entry would affect the budget.

3. Interest accruing on the special debt issues would be paid to the trust
fund, resulting in a budget outlay (general fund) offset by a budget receipt
(trust fund).

4. None of the foregoing transactions would affect cash. The cash impact,
and the net budget Impact, would come only, if the trust fund had to redeem
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the investments, or use the interest, In order to pay benefits. In that event, the
benefit payment would be a budget outlay with a decrease in ca8h.

If you need additional information, we will be happy to supply it.
Sincerely yours,

DAVID Mosso.

Senator IATHAWAY. My concern is that we add on a tax but meld
it into the regular income tax system, making it more progressive
and financing the Social Security fund as well. Was that not con-
sidered-or was it considered an(I dropped?

Secretary CIAF,NO. We looked at other general revenue alterna-
tives. 'We looked at an alternative to take one-third from the gen-
eral revenues, one-third from the employer and one-third from the
employee, which Chairman Burke in the House has long proposed.
WVe looked at those and decided to go to the counter cyclical general
revenue concept. Our basic feeling was we ought to try to keep the
system self-financed. If the economic condition was such in the coun-
try that unemployment exceeded 6 percent, it was so bad the Govern-
ment was in some degree at fault and that was the point at which
the whole common pool of the income of society should come into
play to some degree. The degree we chose was to pick up the Social
Security taxes we had lost because unemployment exceeded 6 percent.
'When we as a nation are that l)adlv off we think we should come in
with general revenues. because IT is not a fault of those workers.

Senator HIATHAWAY. M[y point was, since this was just another
income tax, why not make that part, of the general revenues and
do it that way?*

Is it your concern that Congress would run away with benefits if
it were out of the general find ?

Secretary CATAFANO. Our concern is that we have a viable trust
fuld system. We ought to try to keep this system as self-financing
as we can. We are not ready to go further into the general revenues.
I suppose it would be fair to say that we had some of the concern of
building more benefits into the system on a permanent basis out of
general revenues without coining up with wanting to finance them.

Senator II.-ru.tw.\Y. Probably I could assume that you did not
advocate the Milton Friedman plan. not, only financing out of general
revenue fund, but tying it in with other so-called poverty programs,
ignoring age differential. and just paying out of general revenues
for a person. whether lie is a 1-year old or 100 years old, whatever
he needs to supplement his income?

Cut out those retirees above a certain income level from getting
anv?

Secretary CALIFtNO. That is not the only place where we part
company With Milton Friedman, l)ut we certainly (1o there.

Senator TLvrTHAw.tY. Thank you very much.
Senator NFrsOs. Senator Laxalt?
Senator L:rX. uT. I have one closing question, 'Mr. Secretary, a

question asking for an explanation-maybe you are the wrong man
to ask-that we spent here several weeks ago'quite a bit of time look-
in. at an economic stimulus package. Part of that package involves a
rebate of Social Security taxes and part to the employers. A few
weeks later we were asked to endorse tlme program that appears to be
a complete reversal of that approach.



To me, it appears contradictory and I would like for the record to
have some kind of explanation of it, if you could offer it; maybe you
are the wrong one.

Secretary CALIFANO. No; I am not. I do not pretend to speak with
the economic expertise of Charles Schultze, but we deliberately de-
signed this plan so as not to interfere with the economic stimulus
package. We are not taxing the employee. We are not imposing even
the increased tax wage base on the employer, until 1979, 1980 and
1981, so the stimulus package can go forward. We think it is very
much consistent with the stimulus package and moreover if you do
not go with this kind of a plan which saves $38 billion in revenues
that otherwise would have to be raised, $14 billion out of the gen-
eral revenue for the "insurance fund" and the $24 billion that we
do not have to have because we can hold the reserve at 35 percent
rather than 50 percent with that "insurance fund"; that $38 billion
would, we think, create a very serious problem in the context of the
economic stimulus package.

Senator NELSOx. Senator Byrd?
Senator BmD. Mr. Secretary, I asked you earlier whether the

general fund's contributions to the trust fund today are appropriated
annually, and you answered that they ar not.

Secretary CALIFANO. Some are and some are not. You corrected
me on one which I think was the SMI appropriation. You said it
was annually made.

Senator BYRD. The committee staff has checked this out. and I
think you were in error. Perhaps you would want to check your
records.

Secretary CAJiArN..o. I will. Thank you.
[The following was subsequently supplied for the record:]

APPROPRIATION OF GENERAL REVENUES TO SOCIAL SECURITY TRUST FuNos

Under present law, general revenues are used in the social security cash
benefits program only to a very limited extent and only to finance benefits in
special cases. General revenues are used in the cash benefits program to
finance (a) special payments made on a transitional basis to certain uninsured
people age 72 and over, (b) benefits attributable to military service before
1957, (c) noncontributory wage credits provided for members of the military
service after 1956, and (d) noncontributory wage credits for American citizens
of Japanese ance'ry interned during World War II.

In addition, general revenues are used in the hospital insurance part of the
Medicare program to finance that part of III costs which are attributable to
the military service and internment referred to above and for the provision of
III benefits for certain uninsured persons age 65 and over. Also the supple.
mentary medical insurance part of Medicare receives general revenues as

-i-remlums for SMI.
All of the general revenues referred to above as well as general revenues

paid to the trust funds as interest on the invested assets of the funds require
annual appropriation by the Congress. -

Senator BYRD. I just have a couple of questions on another sub-
ject. How many employees do you have in the Department of Health,
Education, and Welfare?

Secretary CALIFAN O. We have approximately 145,000 employees;
somewhat less now.

Senator Bi-m. How many employees do you have in the con-
gressional liaison?
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Secretary CALUFANO. I cannot answer that question off the top of
my head. I can submit it for the record.
_ Senator Bym. I would like you to submit it for the record.

[The following was subsequently supplied for the record :]
Dani Dozier, Director, Congressional Liaison.
Eleanor Lewis, Deputy Director.
Beverly Mitchell, Special Assistant.
Janet Hill, Secretary (Typing).
Ollie Hanna, Stride Intern.
Otelia Ford, Congressional Liaison Assistant.
Richard DeSeve, Clerk-Typist.
Linda Gangloff, Congressional Liaison Assistant.
Olivia Upshur, Congressional Liaison Assistant.
Ellen Helm, Supervisory Congressional Correspondence Assistant.
William Ellison, Clerk-Typist.
Tijuana Washington, Clerk-Typist.

ZAIawie Young, Congressional Liaison Assistant.

Senator BYRD. What is the total personnel cost of the Department
of Health, Education, and Welfare, including retirement costs?

Secretary CALIFANO. I will have to submit that for the record.
Senator ByiD. I would like to have that submitted for the record.
[The following was subsequently supplied for the record :]

Personnel co8ts, 1977

Compensation ------------------------------------------- $2, 446, 506, 000
Benefits ------------------------------------------------ 273, 548, 000

Total -------------------------------------------- 2, 720, 054, 000

Senator Bym. Do you feel that you have adequate personnel, or
do you feel you need additional personnel?

Secretary CALrFANO. Senator, there are some areas, I think that if
we had additional personnel in the areas relating to medicaid, medi-
care fraud and abuse-

Senator Bym. Administrative personnel. Do you have adequate
administrative personnel I

Secretary CALIFANO. I am trying now, in my own immediate office,
to reduce the number of administrative personnel. We are shooting
hopefully over the course of a year or so to reduce that from 160
down to 100. I think we have reduced it already to 140. It is not as
easy to do.

Senator Bym. The reason I ask, I wrote you on May 6, 1977-
this is June 13th-and I followed it up with a telegram on June 2,
1977. I sent you another telegram this morning, which of course you
have not had an opportunity to get. I had forgotten you were going
to be before the committee. I am very glad you are.

Secretary CALIFANO. I am not sure I am now.
Senator Bi-n. I want to read my letter into the record, read it to

you and hopefully get some expression from you.
Secretary CALIFANO. If your letter has not been answered it is in-

excusable anwe will answer that letter within this week.
Senator BYRD. I will read you the letter.
MY DamAB SECRETARY CALIFANO: I have been long concerned over what I

feel to b an excessive paperwork burden imposed on local.school districts by
the Office of Civil Rights within the Office of Health, Education, and Welfare.
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A recent announcement in the Federal Register, volume 42, no. 62, Thursday,
March 81, 1977, carries that burden to an even more absurd level.

The Office of Civil Rights proposes to require school districts which have
Just completed forms OS/CR10l and 102 for the 1976-77 academic year to
provide the same facts, using the same forms, during the fall of 1977. Assum-
Ing that the time required to collect data for the 1976-77 report exceeded 1,000
man-hours for some school districts in the State of Virginia, the requirement
that substantially identical statistics be provided for the succeeding year per-
verts the educational function into a form of paper chase.

Dr. John W. Poltern, President of the Council of Chief State School Officers.
indicated last year that "the data burden is excessive, requiring hundreds of
thousands of hours of personnel to provide information that we believe goes
far beyond what is reasonably necessary to comply with the law."

I concur with this assessment. I would only add that resources expended in
completing redundant forms can only result in added costs to the taxpayers
and reduced effectiveness of education.

Mr. Secretary, I am asking you to intervene in order to put reasonable limi-
tations on self-defeating paperwork requirements of the paperwork require-
ments of the Office of Civil Rights. As I stated before, I believe no greater
benefit to public education could be provided than to curb this unreasonable
demand by the Department of Health, Education, and Welfare.

Now, I might say that when your confirmation hearings were held,
the newly elected Senator from Nebraska, Senator Zorinsky, and the
newly elected Senator from New Mexico, Senator Smith, made vir-
tually the same statement that I have made. Both of those had just
completed many months of campaigning in every section and area
of their State, just as I did in the State of Virginia. I find every-
where I go that school officials are deeply and keenly upset with the
amount of paperwork that HEW is forcing upon them. It is taking
time away from their other activities and taking time away from
education which is their prime consideration.

My question to you is, do you propose to require these school dis-
tricts to again submit these voluminous reports that they have just
completed within the last few months?

Secretary CALIFANO. I have reduced those reports or requests to
16,700 school districts, essentially every school district in the country.
I have acted first to reduce the school districts that have to comply
to about 3,000 to take a sample this year, not to go into every school
district in the country, because there is some legitimacy to those com-
plaints about being overburdened. Second, those schools that hurt
most are schools with one or two administrative people, the principal,
often, who is often teaching a course and has a class.

Senator BYRD. Have you seen those reports that they have to fill
outf

Secretary CALFANO. Oh, yes. Let me tell you what I have done in
that area, because I recognize the legitimacy of the complaints. We
will provide HEW personnel to fill those forms out for the small
schools to ease the administrative burden on them.

Senator BYRD. You are going to have to employ more people to
do that.

Secretary CALIFANO. No, we will do it within our existing re-
sources.'Senator* BInD. Then you have too many people, then, if that is the

case.
Secretary CALFANO. Senator,.1 think we can exert a little extra

effort, and get that done. As I said, 3,000 school districts, of which
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only a small number will be small, in the kind I described we will
help. You are talking about the civil rights paperwork area. I think
that one has to remember that there was a day when the Office of
Civil Rights in HEW was responsible-

Senator BYRD. We are talking about this year, 1977 and the up-
coming season of September 1977.

Secretary CATAFANO. I reduced it from 16,700 to 3,000 and I will
provide, as I indicated, to the school officials, provide people for those
small schools who do hurt for filling out these forms.

Senator Bynn. It is just not the small schools, the large ones are
hurting also. It takes many, many man-hours, 1,000 man-hours it took
in some of the systems in Virginia.

In any case, I wish you would give me a detailed answer. I think
that is an apl)ropriate'and proper thing to do. This letter was dated
May 6.. 1977. A followup telegram on June 2, 1977.

Secretary CA LIANO. As I say, it is inexcusable that that letter was
not answered. It will be answered within this week. We have piob-
lems over there, and administratively we will straighten out.

Senator Byit). I have not known such a problem as this since Bob
Finch left. Thank you.

[The following was subsequently supplied for the record :]
T'IE ,'ECIETARY OF" IIE4A.TI. EII'ICATION, ANI) WELFARE,

Washington, D.., Jume 13, 1977.
Thel I onorable lIARRY F. BYmI) Jr.,

Unit ed States Senate,
Washington, D.C.

E)AR SENATOR BYRD: As I indicated during my testimony today, I regret that
this Department has not replied to your letter of May 6 or your followup
Con1111 el l t t|oils,,.

Th Department's current polly and plans with respect to the 101/102 survey
of s(,hool districts for 1977 and future years are guided by my February 17 state-
ment on this and related civil rights issues, a copy of which I have enclosed for
your reference.

The Department's 0111ce for Civil Rights, which conducted the survey, has under
review the concerns that you and others in Congress and beyond have raised. I
will be In touch with yol promptly if' our continuing study of these matters leads
me to modify the plans set forth in the enclosed statement.

Sincerely,
Jost~m'n A. CAI.WANO, Jr.

Senator I f A .WA Y. Mr. Secretary, has any study been made of
the impact of the social security tax on your proposal as was made
with respect to Federal income'taxes? By that, I mean who actually
does pay the tax.

The $30 billion, 48 percent of that is going to he deducted so the
general taxpayers are paying that. How much of that 52 percent re-
maining could be passed" onto the consumers? Probably a lot of it,
because it will be the large corporations that are paving it.

Secretary CALIFANO. I do not think a large part 'of that tax has
to be passed on to the American consumer. I think in competitive
businesses it will not be passed on to the American consumer.

Senator IATHAWAY. According to the FTC there are 200 indus-
tries in the country which are essentially noncompetitive. They are
going to be paying most of this tax. There is not much hope that we
can prevent them from passing it on.
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I just wondered if you had such a study for our deliberations in
determining the merits of this articular recommendation?

Secretary CALIPANO. We wildo that.
Senator HATUAWAY. Thank you.
[The following was subsequently supplied for the record:]

INCIIDENCE OF OASDIII TAXES BY INCOME CLASSES

The following table shows OASDIII taxes as a percent of 1976 Income for all
households. The calculations are based on the assumption that the employer's
share of the tax is shifted backward. While there is not complete agreement on
the Incidence of the employer's share of the tax most economists believe that the
employer's share, in the long run, is borne by employees in the form of lower
wages.

OASDHI TAXES AS A PERCENT OF INCOME BY HOUSEHOLDS

Type of household head

Nonaged Nonaged
Income class Aged male female All heads

Less then 0 ........ . ......................... ...... 0 - 2.84 - 9.8 4 - 2.89
0 to $999 ------------------------------------------ .36 11.41 6.30 6.88
$1,000 to $2,999 ......--------------------------- -. 42 7.98 4.91 3.45
$3,000 to $4,999 ...................................... 96 8.13 6.50 4.29
$5,000 to $7 999 ..................................... 10.40 9.49 7.46
$8,000 to $99 .................................... 3.09 11.04 10.49 9.33
$10,000 to $11,999 ................................... 3.93 11.40 10.52 10.10
1 12,000 to 14,999 ................................... 5.30 11.47 10.20 10.72
$15,000 to 19 9-9------------------------------- 5.77 10.95 9.93 10.50
$20,000 to $24,999 ------------------------------ 6. 12 10.00 8.91 9.74
$25,000 and over....................... ------ 4.55 7.52 7.32 7.32

All households ................................ 37.0 9.38 9.21 8.75

Hole: This table does not take account of the earned income tax credit. Aged heads of households are age 65 or older.

Senator NELSON. Mr. Secretary, we have a number of questions
that, for purposes of economizing on time, we would submit to your
office and ask for a response in writing for the record.

Secretary CALIFANO. We would be delighted.
Senator NELSON. Thank you very much.
[The questions and answers, prel)ared statement, and charts of Sec-

rotary Califano follow. Oral testimony continies on p. 77.]

QUESTIONS SUBMITTED TO SECRETARY CALIFANO AND IrIs ANsWEIIS TO THEM

REPLACEMENT RATE LEVEL

Qucatio,. Your wage indexing proposal is based on maintaining replacement
rates as opposed to the present law system which has growing replacement rates.
If the growth of rephlcement rates under the present system Is a basic flaw, why
does your proposal aim to stabilize these rates at 1979 levels, thus picking u1p
several year's worth of that flaw's impact'?

Answer. During the development of the Administration's decoupling 1iroposal,
we considered stabilizing replacement rates at levels lower than those that prevail
at implementation. his approach would both Increase the program saving under
decoupling and mitigate the effect that recent high rates of increase in the CPI
(and relatively low or negative increases In real wages) have had in Increasing
future replacement rates under the present coupled system. However, we rejected
this approach for a number of reasons:

First, it would have adverse effects on the retirement planning of people
nearing retirinemnt when the new system is Implemented unless the guarantee
were set at the 1979 benefit level. However, this would increase transitional costs
substantially and would largely offset the early-year saving from providing lower
Initial replacement rates.

95-107-77-- 4
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Second, we believe it essential that the decoupling proposal be enacted as soon
its possible and have deliberately avoided the inclusion of nonessential and
potentially controversial provisions such as lower replacement rates in the
decoupling package that could delay enactment. The Administration proposal
therefore provides for stabilizing replacement rates at 1979 levels.

The broad question of what social security replacement rates should be is
certainly one which deserves serious attention, but it should be dealt with
separately from the Issue of decoupling. The appropriate level of social security
benefits is an issue which will no doubt be addressed by the statutory Advisory
Council that is expected to b4 appointed in the near future.

BENEFIT ADEQUACY

Question. If we are going to be drawing up a new benefit formula, one thing
we have to look at is whether it provides adequate benefits. What sort of guide-
lines can you give us as to what constitutes an adequate social security benefit?

Answer. As you know, there is considerable room for debate on the question
of what constitutes "adequacy" in social security benefits. When the social
security program was established in 1935, the Finance Committee noted that
thtie benefits were intended to "provide more than merely reasonable subsistence."
Since then the Congress has acted periodically to maintain the value of benefits
and to make real Improvements in benefits. Since 1972, the law has guaranteed
that benefits will not be eroded by inflation by providing for automatic adjust-
ment of benefits to keep up with the cost of living.

There is a lack of a widely agreed-upon yardstick for measuring benefit
adequacy-one could use the poverty level, or the hypothetical budgets for
families and couples prepared by the Bureau of Labor Statistics, for example.
We believe that enactment of the President's decoupling proposal will, by stabiliz-
Ing the benefit structure, permit due consideration of the overall adequacy of
social security benefits-an issue which will be addressed by the next Advisory
Council.

SPOUSES BENEFITS

Quscstion. We hear a lot about how the social security program is unfair to the
wife who works, to the wife who stays at home to care for her family, and to the
wife who combines both jobs. Is there anything in your new benefit computation
procedures for these women?

Answer. There are no provisions in the Administration's decoupling proposal
specifically designed to affect the social security protection of married women. The
Administration's proposal for a dependency test for a dependent's benefit would
have a direct effect on the protection of married women. Whereas married women
have previously been presumed to have been dependent on their husbands, the
proposal, which would treat men and women alike in response to the recent
Supreme Court decision deallhg with equal treatment of male and female de-
pendents, would require women to hereafter establish the fact of their dependency
before becoming eligible for a benefit.

In general, however, the present proposals do not directly address the concerns
that exist about the impact of social security on married women-working and
nonworking. As you know, the treatment of working and nonworking wives is an
especially difficult issue to deal with effectively since it involves major questions
of equity between single and married workers and between one- and two-worker
couples. This question was considered by both the 1971 and 1975 Advisory
Councils on Social Security, neither of which found satisfactory ways to provide
more equitable treatment in this area without creating Inequities or other
anomalies in other areas. Nevertheless, we recognize that this is a significant
problem area under the program, and we believe that it should be carefully re-
examined in the future and in light of the proposals that are now pending. We will
be asking the next Advisory Council on Social Security, which is to be appointed
this year, to give special attention to the treatment of spouses who work for wages
and those who do not and to determine whether satisfactory ways for dealing with
this question exist or can be developed.

NEAR-TERM FINANCINO

Question. It is getting pretty late in the year for us to act on such a major
change in the social security program, particularly if adjournment comes early
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in October. Yet we have to act somehow on the short-term financing problem or
the disability insurance program will run out of money, perhaps as early as the
end of next year. If we don't get the House bill In time to act on the full package
this year, what do you recommend as an interim measure to carrj through next
year?

Answer. Adequate social security financing is of the highest priority with the
American people and with the Carter Administration. And we believe that if the
Congress also gives this matter such priority it will be possible for it to act to
eliminate the near-term financing problems of social security so as to prevent
the depletion of the social security trust funds that would otherwise occur.

DEPENDENCY TEST FOR SPOUSE'S BENEFITS

Qucation. To offset the recent Supreme Court decision, you propose to pay
dependent's benefits only to the spouse with the lower Income in the 3 years
before retirement. Wouldn't it be likely that Individuals would tailor their work
and retirement decisions In such a way as to be sure they qualify? Wouldn't the
simpler approach be to treat primary civil service retirement benefits Just like
primary social security benefits; that is, to reduce dependent's benefits by the
amount of the primary benefit?

Answer. Under our proposal, a worker's spouse or surviving spouse would be
considered dependent on the worker for social security benefit purposes if the
spouse's or surviving spouse's income in the three years before the worker retired,
became disabled, or died, was less than the worker's income in those years.

It is not likely that the kind of "tailoring' mentioned in the question would
occur in death and disability cases. It would be possible in some cases for people
to tailor their work and retirement decisions in such a way as to be sure that one
spouse would be found to be dependent on the other spouse's earnings. Such tail-
oring." in and of itself, would not necessarily be wrong, of course. It could result,
though in some cases, in a finding of dependency that could be considered to be
anomalous. However, this same kind of thing can happen under the one-half
support test in the present statute, so it is not a new possibility that is being
created by the proposed new dependency test. Moreover, one reason the proposed
new test would look at the dependency relationship over a 3-year period instead
of the 1-year period used in the one-half support test is precisely to reduce the
extent to which such tailoring would occur and such anomalous findings result.
Also, of course, even in those cases where an anomalous finding did nevertheless
occur, the "dual entitlement" provisions of present law would preclude the
payment of a spouse's benefit to an individual except to the extent that it exceeds
the individual's own social security benefit based on his or her own earnings.

The noncovered pension offset approach would result In far more dependents'
benefits being payable than the proposed new dependency test would. Compared
to a pension offset approach, the proposed new dependency test would be a much
more effective way of providing that social security spouses, and surviving
spouses' benefits would be paid in a manner consistent with the dependency basis
of those benefits.

HOSPITAL INSURANCE TAX TRANSFER,

Question. As I understand it, your proposal to transfer some of the scheduled
* increases in -hospital insurance taxes to the cash-benefits programs depends on

Congress enacting your hospital cost containment proposals. If those proposals
are not enacted, what alternative financing would you suggest for cash benefits?

Answer. The Administration's hospital cost containment proposals are, of
course, important proposals that should be enacted by the Congress on tlarlr
own merits, without regard to their relationship to the Administration's social
security cash benefits financing proposals. At the same time, though, the cost
containment proposals do have a significant relationship to the financing pro-
posals. The cost containment proposals help make it possible to shift part
(of the hospital insurance (ll) tax income to the cash benefits program without
adversely affecting the overall long-range financial outlook of the HI program.
It is not accurate, though, to characterize the Administration's III tax transfer
proposal as "depending" on Congress enacting the hospital cost containment pro-
posals. It would be accurate to say that if the Congress does not enact the cost
of the III and other health care programs and will have to raise the money
that would be saved by enactment of the cost containment proposals.
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COUNTERCYCLICAL GENERAL REVENUES

Question. The Administration calls its plan for general revenues for tile social
security program a "countercyclical" proposal. Isn't the traditional approach of
going into a recession with a large enough trust fund to ride It out even more
countercyclical? Won't your approach, without increasing outlays, wake social
security compete for scarce general revenues at exactly the same time we will
want to use general revenues for improved jobs programs and other counter-
cyclical measures?

Answer. Although the trust funds should be large enough to ride out a rec s-
sion without increasing social security taxes paid by employees, employers and
the self.employed, the size of the funds does not necessarily govern the extent to
which tile program may have a "countercyclicB" effect. Whenever outgo from the
trust funds exceeds current income (as it has since 1975), the securities held
by the trust funds are redeemed in order to meet the excess of outgo over income.
li re(leeming these securities, the necessary monies will be rnised either from
general tax revenues or by Federal borrowing from other sources. If the defhil
in tIme sochil security program Is to lie offset by an equivalent surplus in the
general fund, there either will have to be increases in general fund taxes or
reductions in other government programs. If the deficit in the social security
program is not to be offset by a surplus in general reserves, there will have to
be increased borrowing from the public. This situation exists Ioday and would
exist in any future year when social security outgo exceeds income.

The Administration's countercyclical proposal, which is temporal ry, would
neither reduce the general tax revenues available for other programs nor re-
quire additional Federal borrowing from the private sector. Instead, when
unemployment exceeds 6 percent. Federal securities representing countercycli(.ci
general revenues would Ibe deposited in the trust funds in order to maintain tie
funds at an adequate reserve level during recessionary periods and help to avoid
iny tax increases until economic recovery is well under way. This proposal would
have no real economic effect tUlless those speciile securities are redeemed aind
used to pay current benefit'.. In this case. of course, the effect would le the same
as if other trust fund securities representing social security taxes paid in tit, past
were redeemed to meet benefit payments.

GENERAL REVENUE FINANCING AND OJZE OF TRUST FUND

Question. You propose to calculate the amount of general revenues that would
go to the cash-benefits program as it would ie calculated by using Okun's law
to determine what social security taxes were lost as the result of high unenploy-
meat. Robert J. Myers, the former social security actuary, has calculatedl the
actual loss for the years 1975 and 1976 and the loss its it would le calculated
under Okun's law. Under Okun's law the amounts were $5.2 billion and $6
billion. Myers, however, calculated the actual loss at $1.8 billion and $1.7 billion.
Is his methodology more accurate?

Answer. As you know, Mr. Myers questions the validity of Okun's law in
general ill(] its specific application to estimating the loss of taxable payroll and
therefore social security tax revenues-Iis reservations are based in large part
on the idea that if taxable payrolls were to Increase 3 percent for every I perceiit
decrease In the unemployment rate, average wages of all employed workers would
be significantly higher. This suggests a basic misunderstanding of the theoretical
foundation of Okun's law.

Okun's law recognizes that when unemployment increases, the gross national
product (ONI') will Ibe reduced not only because of a loss of employment but
also because in a recession hours worked fall and productivity is reduced. The
3-for-1 ratio Is a statistical estimate of the total loss of GNP from all factors
arising from a 1 percent increase in unemployment. The 3-for-1 relationship may
vary as the size of the recession increases and(l as labor markets (an increase in
part-time employment) conditions change. Moreover, the relationship may not
strictly hold between employment and taxable wages. To jump from these con-
silerations to Mr. Myers' conclusion that the tax loss is "strictly proportional to

The comparisons that Mr. Myers has made of estimates of revenues that were
projected to occur actual revenues that did occur assumed an "other things
equal" world which cannot hold true. For example, actual revenues in 1975
departed from projected 1975 revenues (in the 1974 Trustees' Report) not only
because of higher-than-anticipated unemployment but also because of higher
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Inflation (9.1 percent Instead of 6.4 percent) and lower produetivlty (-3.6
percent instead of +2.3). It should be emphasized that It Is precisely the decline InI
productivity during a recession that ()kun's law seeks to take account of.

In short, while one might wish to flne tune the 3-for-1 ratio, which might
change it margially, there Is no basis for assuming strict proportionality, its
Mr. Myers suggests.

LONG-RANGEi ACTUABIAL SOUNDNESS

Question. The social security program Is said to be soundly financed in the
long run If Its Income i.s projected to cover Its outgo over the next 75 years.
Obviously, we cannot expect the predictions of income and outgo to always
be in exact balance. What does this Administration consider to be maxi-
mum tolerable deficit before you would have to say that you were not iI a
sound long-i-ange situation?

Answer. When tinancing provisions are enacted, the goal should be to ensure
that the projected income and expenditures are in balance based on the best
avaiible economic adl actuarial assuzptiois. Since projections cannot be made
on an exact basis, and since expectations about the future are subject to
change, over time the program will undoubtedly beg!n to develop a long-range
surplus or deficit. Consequently, there should be an acceptable range within
which the program would be considered in actuarial balance. In the past, the
Plbri:gram wIts considered to be within acceptable limits of long range actuarial
I ci, i - If future Irincome was expected to be within 5 percent of program ex-
licndlittire over the 75-year valuation period. If the projected deficit exceeded
this limit, It was considered desirable to provide for additional financing (or
to lower benefits) in order to eliminate the deficit.

The Administ ratloll financing proposal was designed to balance lacome and
outgo over the next 25 yvars and, in fact. over this period the proje-tions
show a slight surplus. Many of the prols)sed financing provisios (and decou-
pling) have a long-range effect its well; under the 1977 Trustees Report inter-
mediate assumptions, during the second 25-year period (2002-2026) the deficit
is re(luced to an average of 1.54 percent of taxable payroll and over the third
25-year period (2027-2051) the average deficit Is 4.70 percent of payroll. (The
dellei(t over the entire 75-year period is reduced from 8.2 percent of payroll under
present law to 1.9 percent under the proposals.)

These remaining delhels are due largely to the anticipated shift in the popula-
tion age distribution which will occur as a result of the h!gh post-World War
Ii fertility and low current fertility. Considering the distant nature of this
problem 1111d tile extent to which it is a product of such diftliult-to-predlct fac-
tors as fertility rates and labor force participation rates, hasty action would he
Ill-advised. Time Is available to consider all possibilities, to evaluate emerging
demographic trends, and to choose the most effective and equitable methods of
briuigiing Income anid expendit ires Into balance over the long range.

SIIORT-RANOP. GOAL

Question. Apart from the question of general revenues, you have Indicated
that trust fund equal to htalf it year's benefit payments is an adequate short-
range goal. Formerly It was generally believed that there should be about a full
year's benefits in the fund. What Is the basis for your comchislon that a smaller
fund is n1ow acceptable?

Answer. The purpose of a emitingency reserve Is to provide a source of funds
to assure benefit payments during temporary periods when program outgo ex-
ceeds hicome, such as (Wring a recession, for example. low large a reserve
turns out In the end to le needed for this purpose depends of course on how
hlng andl how severe the recession is.

The decision as to the appropriate level of trust futds to have for contingency
reserve purposes. is In large part an arbitrary ome. The 1971 Advisory Council ott
Social Security did ecmnmiend a level equal to about one year's expenditures.
This seerned a reasonable level and was, inclentally, about the size of the
trust funds at the time the recommendation was made. Also, for some thne prior
to) the Council's reomtnendations long-range cost estates had been made otn
the assumption that the reserve would be equal to the following year's outgo
at fihe nd of the 75-year valuation period. Nevertheless, the choice was essen-
tially all arbitrary one.
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The selection of a proper level for a short-range reserve target Is a delicate
task. The reserve must be large enough to insure the security of benefits yet
small enough to prevent an excessive drain on the economy during its recovery.
We think that in the absence of the provision for countercyclical general reve-
nues, which would make a lower level sufficient, a level of 50 percent of a
year's outgo would be adequate for the short range because it would be an am-
ple guarantee for benefit payment until the economy recovers further and ad-
ditional study gives us a clearer idea as to the proper long-range reserve level.

A preliminary study of trust fund adequacy indicated that a level of 50 per-
cent is the minimum level that would have been necessary during the recent
recession to prevent the total depletion of the trust funds. As shown in the at-
tached table, a 50-percent reserve level (or a 35-percent level with counter-
cyclical general revenues) would have preserved the trust funds until 1979, by
which time unemployment is expected to be below 6 percent.

In the longer run, a higher reserve level might be desirable. 'However to with-
draw money from the economy for the sole purpose of reaching a relatively high
reserve level in the near term could seriously impede economic recovery follow-
ing a recession.

SIMULATED BEHAVIOR OF THE OASDI TRUST FUNDS, 1974-79

(Billions of dollars]

Tax and
miscellaneous (, eneral Fnding Reserve

Year revenue revenues Interest Outgo balance ratio'

50-percent reserve with.
out counter-cyclical
general revenues:

1973 ............. --------------------------------------------------- 3..............1974 ............... .$59............ $1.8 $60.6 30.9 ------- 501975 ............... .64.8--------------1.9 69.2 28.4 45
1976 ............... 72.3 -------------- 1.7 78.2 24.2 36
1977 --------------- 79.6 -------------- 1.4 87.7 17.5 281978 --------------- 8.6 -------------- 1.0 97.5 9.5 18
1979 ............... 98.0 ............... 4 107.4 .5 9

35-percent reserve with
counter-cyclical
general revenues:

1973 ----------------------------------------------------------------------- 21.2 --------------
1974 ............... 59.4 -------------- 1.3 60.6 21.3 35
1975 --------------- 64.8 -------------- 1.3 69.2 18.2 311976 ............... 72.3 $4.6 1.1 78.2 18.2 23
1977 ............... 79.6 3.7 1.1 87.7 14.8 21
1978 ............... 88.6 2.6 .8 97.5 9.3 15
1979 ............... 98.0 .8 .4 107.4 1.1 9

'Reserves at beginning of year as percent of year's outlays.

STATEMENT BY JosEPH A. CALIFANO, JR., SECRETARY OF HEALTH, EDUCATION',
AND WELFARE

Mr. Chairman and members of the subcommittee, during the 1976 election
campaign, President Carter promised the American people that, if elected, he
would restore the fiscal integrity of the Social Security System.

This morning it is my privilege to testify before this Subcommittee in sup-
port of the Administration's Social Security financing proposal which fulfills
the President's pledge to the nation. As the President indicated last week, re-
financing the Social Security System is one of the top legislative priorities of
this Administration.

There is little doubt why this is so. Guaranteeing confidence in the financial
structure of Social Security is of vital importance to the 33 million American
presently receiving benefits and the 104 million working Americans whose pay-
roll taxes support the system.

As outlined in the Social Security message sent to Congress on May 9th by
the President and as detailed further in the 1977 Annual Report submitted by
the Board of Trustees of the Social Security System, there are, at present,
strong reasons why there has been an erosion of confidence in Social Secu-
rity's financial stability.
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Expenditures from the Social Security Cash Benefits Program have ex-
ended Income since 1975 and will continue to do so unless corrective action Is
taken. This year alone the income shortfall will be more than $5 billion.

Without changes, the disability insurance (DI) funds will be exhausted by
1979 and the funds supporting the old age and survivors insurance (OASI)
program will be completely exhausted by 1983. Only by raising additional
revenues can we restore the integrity of programs on which the aged and the
disabled depend.

But, as the distinguished members of this Subcommittee know well, even
after the short-term financial problems are solved, the cash benefits program
would still be plagued by two additional and continuing long-run problems.

First, a faulty mechanism for adjusting benefits for inflation Is causing tile
payments to future retirees to rise more rapidly than their preretirement
wages. This is producing unintended benefit Increases and driving up costs
without providing financing. Eventually, many retirees' benefits will exceed
their preretirement earnings.

Second, the recent decline In the birth rate will cause the ratio of bene-
ficiaries to workers to rise In the 21st century, adding-dramatically to long-
term unfinanced costs.

Over the next 75 years, the deficit in the cash benefit program is estimated
to be 8.2 percent of taxable payroll. Payroll taxes would have to almost double

* starting today in order to finance the benefits that are provided for by present
law.

The continuing short and long-term problems are Intolerable in programs
which provide support to millions of aged and disabled Americans.

The Administration proposals for dealing with these alarming difficulties are
comprehensive. They Include measures that will eliminate short-range annual
deficits, assure full financing through the end of the century, and reduce the
long-range deficit to less than 2 percent of payroll.

Devising appropriate solutions has been a difficult and demanding task. But,
it Is Imperative that action be taken now if we are to preserve the Social Se-
curity system as we have known It and put that system on a sound financial
footing for the rest of this century.

We believe that our package Is both reasonable and equitable. In my judg-
ment, it is the only proposal which adequately and responsibly solves the
financing problem.

Before our plan was announced, the President and 1, and our staffs, care-
fully reviewed all of the alternatives which were available to us for refinanc-
ing Social Security.

Examining these alternatives-and their deficiencies-places the advantages
of the President's proposal in sharp relief.

First, there's the quick fix approach; preventing the immediate exhaustion
of thee DI trust fund but postponing consideration of the rest of the Social
Security financing problem. The quick fix does nothing to reduce the current
revenue shortfall in Social Security. We rejected this approach for the follow-
ing reasons:

This alternative only serves to postpone making the hard decisions
about financing Social Security.

Postponement of remedial action either will make the solution to our
present problem more painful or will further jeopardize the soundness of
the Social Security System.

Any postponement increases the risk that remedial action cannot be
taken In time.

Failure to take comprehensive action now will cause anxiety among
older and disabled Americans who want a Social Security System that is
secure, not just tomorrow but in the years to come.

Second, there are proposals based on conventional tax increases that do not
provide adequate financing.

One such proposal was suggested by former President Ford in his last ludg.
et submission. That proposal relied on a phased increase of 0.55 percentage
points each In the employee-employer tax rate and a restoration of the tradi.
tional relationship (1% to 1) between the tax rate paid by the self-employed
and that paid by the employed.

As compared to the proposal submitted by President Carter, the Ford plan
would have imposed greater tax Increases on every category of worker, placing
an added burden on many of those who are the least able to pay.
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Moreover, under the Ford plan, trust fund reserves at the beginning of
1983 would have equalled only 30 percent of 1983 outlays. We believe this to
be an inadequate reserve level under conven-tlonal financing mechanisms. Had
the OASDI funds held only 30 percent reserves at the beginning of the 1974-75
recession, they would have been exhausted either at the end of this year or
early in 1978.

An even less adequate variant of this proposal has been suggested by some
business organizations. Tile new financing contained In this plan comes exclu-
sively from a tax rate Increase of 0.3 percentage points on both employers
and employees. In addition, under this plan benefits for future retirees would
be about ten percent lower than they would be under President Carter's
proposal.

Since the tax rate increases in this plan are even smaller than those in the
Ford plan, the Social Security reserves produced by this plan are even less
adequate. We estimate that under this plan tle Social Security system would
continue to run annual deficits indefinitely. By the beginning of 1953, reserves
would equal only 18 percent of expenditures; by the end of 1986, the trust
funds would be exhausted.

We have rejected both of these alternatives because:
They place exclusive reliance on increases in the relatively regressive

payroll tax to produce additional revenues-a tax which bites sharply
into the paycheck of the average American worker.

They fail to give the Social Security System adequate protection
against unforeseen contingencies.

Finally, there is the alternative of using conventional tax increases that do
provide adequate financing.

t(inder traditionIal methods of Social Security financing. there should be a
trust fund reserve in 1983 of NO percent of expenditures. We base the need for
a 50 percent reserve on the belinvior of the tr.3t funds during the recent
recession. A 50 percent reserve is about the minimum level which would have
been sufficient to allow Social Security to weather that recession without
running out of money.

Achieving a 50 percent reserve through conventional taxing requires sharp
increases in the Social Security earnings base, the payroll tax rate, or both.
We estimate that a conventional approach that produced adequate reserves
would require additional OASI and DI financing of $80 to $85 billion between
1978 and 1982, and would require roughly twice the payroll tax increase pro-
posed in the Administration plan. Moreover, a standard conventional ap-
proach would cost this nation's employers $4 billion more than the proposal
suggested by President Carter.

The use of conventional tax Increases was rejected, in essence, because:
Increases in tihe payroll tax rate are regressive; and
Increases in the employee earnings base create large additional long

term costs for the Social Security System.
Thus, we strongly believe that all other proposals for- lnancing Social Se-

curity advance unacceptable solutions.
We cannot accept a proposal which results in inadequate trust fund

reserves.
We cannot accept a proposal which raises revenues by taxing those least

able to pay.
We cannot accept a proposal which does not ensure on a long-term basis

that America's senior citizens will receive the benefits to which they are
ent itled.

Tie President's plan not only restores the financial integrity of the Social
Security System. but does so in a manner which costs employers and emi-
ployees billions of dollars less than any other responsible alternative.

TIE PRESInENT'S PROPOSAL: SHORT TERM FINANCING

Our short-range financing plan would provide the $843 billion that will be
required for the cash benefits program between now and 1982 through the
following six measures:

The teiiporary use of counter-cyclicnl general revenue to he deposited
in the OASDI and Hospital Insurance trust funds. This measure, retro-
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active to 1975, would produce additional revenues of $14.1 billion by
1982. In addition, we calculate that, with the counter-cyclical general
revenue mechanism, reserves equal to 35 percent of expenditures provide
the same protection against recessions as would reserves of 50 percent
without the counter-cyclical device. By avoiding the need to rebuild re-
serve levels to 50 percent of expenditures, the use of the counter-cyclical
device removes the need to raise $24 billion in new taxes. The counter-
cyclical device thereby reduces the new financing needed from $83 billion
to $59 billion and together with the $14.1 billion in revenues produced,
reduces the financing needed from other sources, to $45 billion.

The removal, in three stages (1979, 1980, 1981), of the ceiling on the
amount of an Individual's wage or salary on which the employer pays
Social Security taxes. This measure would produce additional revenues
of $30.4 billion by 1982.

The restoration of the OASDI tax rate for the self-employed to the tra-
ditional level of one and one-half times the rate for employees. This meas-
ure would produce additional revenues of $1.2 billion by 1982.

An increase in the employee wage base in addition to the automatic
adjustments under present law. The increase would be $600 in each of
four future years: 1979, 1981, 1983, and 1985. This measure would pro-
duce additional revenues of $3.5 billion by 1982, and also provide future
increases in benefits.

The shifting of tax rates now scheduled in present law between the
OASI program, the DI program, and the HI program, to avoid the exhaus-
tion of the DI trust fund and to provide additional funds for OASI.

The institution of a neff eligibility test to determine whether an indi-
vidual may receive dependents' benefits, to conform to Supreme Court
decisions requiring equal treatment of men and women. This measure
would reduce expenditures by $2.6 billion by 1982. We propose, in addi-
tion, to do away with distinctions based on sex which appear in several
other provisions of the Social Security Act.

In the short run, these proposed changes would achieve the following bene-
fits:

They would prevent the exhaustion of the disability insurance trust
fund which would otherwise occur in 1979.

They would prevent the exhaustion of the old-age and survivors Insur-
ance trust fund which would otherwise occur in 1983.

They would avoid any increases beyond the ones already legislated for
1978 and 1981 in the tax rates on employees' earnings.

They would achieve adequate balances in the trust funds by the end
of 1982.

The following table illustrates the means by which our short-term propo-
sals will generate the funds needed to prevent the depletion of OASDI.

Shorirun financing proposals, social security cash bcnefil programs

[1978-82 aggregates excluding interest earnings] Biltona

Additional financing needed under conventional payroll tax a1 proach----- 83

Sources of new financing under administration proposal:
Countercyclical general revenues:

Additional revenues l)roduced I ------------------------------ 14.1
Savings from lower reserve ratio ---------------------------- 24. 1

Tax employer on full earnings of employee I (phased in over 3 years) - - 30. 4
1,200 increase in employee earnings base ($600 in 1979 and*$600 in

1981)1 ----------------------------------------------------- 3.5
Shift of medicare tax rate ----------------------------------- 7. 2
Increase in self-employment tax rate ---------------------------- . 2
New eligibility tea for dependents' benefits ---------------------- 2. 6

Total new financing provided------------------------------83
I Includes new revenues initially goirg to io: pital inmulame (111) tu;d but ieallo(alt(d to ca,,h benefit

funds through transfers of the I I tax rate.
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The first two recommendations for dealing with the short-term financial
problems outlined above are crucial elements of the Administration's plan.
Questions have been raised about them, and they warrant discussion in greater
detaiL

FINANCING FROM GENERAL REVENUES DURING TIMES OF HIGH UNEMPLOYMENT

The proposed new countercyclical financing mechanism is designed to com-
pensate the Social Security System for tax receipts that have been lost as
the result of an unemployment rate in excess of 6 percent. An amount equal
to the difference between the Social Security taxes that were actually paid
and those that would have been collected for the year if unemployment had
been no more than 6 percent would be transferred from general Treasury
revenues to the Social Security trust funds.

Under this proposal, the transfers would cover the taxes that have been
lost because of high unemployment starting in 1975. The transfers would
actually be made in 1978, 1979, and 1980, but would reflect the revenue short-
falls of the years 1975-78. Unemployment Is expected to fall below 6 percent
in 1979.

Using general revenues to make up Social Security taxes lost because of re-
cessions avoids raising the taxes during a recession-an action that would
delay economic recovery. Because the Social Security trust funds would be
protected against the risk of losing income during times of high unemploy-
ment, this special financing device will also make it possible safely to main-
tain a lower reserve level of 35 percent in the trust funds.

The traditional argument that financing Social Security out of general rev-
enues creates a temptation to raise benefits to excessive levels does not apply
to this limited form of general-revenue financing. First, the general-revenue
funding would be available only for those years in which unemployment ex-
ceeded 6 percent, and thus could not be used to finance permanent higher
benefit levels. Second, the amount of general-revenue financing would not be
open-ended because it would be fixed by a formula.

In addition, the use of countereyclical revenues has no immediate effect on
either the economy or the budget deficit because the general-revenue payment
would not be spent during that period but would only be used to increase the
level of reserves.

Such a mechanism, while innovative, is nonetheless a fiscally prudent meth-
od for helping to guarantee the future of OASDI. Because it is a change from
past practice, however, we recommend this proposal as only a temporary
measure. We will ask the 1977-1978 Social Security Advisory Council to study
whether countercyclical general revenue financing should be made a permia-
nent feature of the Social Security System.

TAXING EMPLOYERS ON THE ENTIRE EARNINGS OF EMPLOYEES

At present, both the employer and the employee pay Social Security tax only
on the first $16,500 of the employee's earnings, a figure that under current
law, would rise in stages to $23,400 by 1982.

Our proposal would eliminate the ceiling on the earnings on which em-
• ployers pay Social Security taxes (usually called the "wage base") in three

annual steps. The base would be increased to $23,400 in 1979, to $37,500 in
1980, and to the entire amount of wage or salary paid in 1981.

Increasing the amount of earnings on which the employer is subject to tax
brings vitally needed additional revenues into the Social Security trust funds
without requiring an increase in benefit levels since benefit levels are tied to
the wages on which the worker must pay Social Security taxes.

The increased cost to employers-a total of $30.4 billion in the 4 years
1979-82-is, as noted, about $4 billion less than they would pay under con-
ventional Social Security tax-increase plans in which both tax rates and the
earnings base would be increased.

This proposal effectively increases from 87.8 percent to 100 percent the
proportion of the nation's Social Security payroll subject to employer taxes-
an increase in employer Social Security tax liability of about 13.9 percent. Of
course, under a conventional financing plan the increase in the employer Social
Security tax liability would have been greater-over 15 percent by 1982.
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With respect to the last point, It is important to stress that for the vast
number of small businesses who have few, if any, workers earning more than
$16,5 0-the President's proposal will have little or no effect on their Social
Security tax. The truly small business and business person-the corner grocer,
the shoe store, the drug store, the gas station, the small town clothing and
gift store, the dry cleaner-are already paying tax on 100 percent of payroll.

OTHER IMPLICATIONS OF TE ADMINISTRATION SHORT TERM PROPOSALS

Our plan would restore the financial Integrity of the Social Security System
and the faith of the people In the viability of that system. The table below
Indicates that under the present system, the OASDI trust funds would have
deficits In every year, rising to a level of $14.9 billion in 1982--only 5 years
from now. Under the President's plan, annual deficits would be eliminated by
1978. Our reserve balances would be built up to $53.6 billion by the end of
1982, establishing a reserve ratio of 35 percent as the countercyclcal general
revenue approach requires.

STATUS OF THE SOCIAL SECURITY TRUST FUNDS-RECENT HISTORY AND PROJECTIONS OF CURRENT LAW USING
PROPOSED 1977 TRUSTEES REPORT ASSUMPTIONS

Old-Age, Survivors, and Disability Insurance, Combined

Endin BiCombined Change In trust fund Beginning
tax rate, Earnings trust funds balance reserveYear percent base (billions) (billions) ratio'

Historical:
1974 ........................... 9. 9 $13,200 +$1.5 $45.9 73
1975 ........................... 9.9 14,100 --1.5 44.3 66
1976 ........................... 9.9 15,300 -3.2 41.1 57

Projected under the present system:
1977 ......................... 9.9 16,500 -5.6 35.5 47
1978 ........................... 9.9 17,700 --6.9 28.6 36
1979 ............................ 9.9 18,900 -7.9 20.7 27
1980 ............................ 9.9 20,400 -9.1 11.6 18
1981 ............................ 9.9 21,900 -11.5 .1 9
1982 ............................ 9.9 23,400 -14.9 -14.8 0

Projected under the administration's
proposed OASDI financing plan:

1977 ............................ 9.9 16,500 -5.6 35.5 47
1978 ............................ ,10.1 17, 700 +.6 36.1 36
1979 ............................ 10.1 It 19, 500 +1.4 37.6 34
1980 ............................ 10.1 21000 +3.9 41.5 32191t 10. 3 1:s 23' 47.6 32
1981 ................. ......... '1. 4323,100 +6.1 4763
1982 ........................... 10.3 24,600 +6.0 53.6 34
1983 .................................................................................... 36

I Beginning of year balance as a percent of year's expenditures.
2 Increase due to reallocation of 0.2 percentage points of hospital insurance tax rate.
a Elimination of employer's earnings base phases in beginning in 1979. Earnings base for employee would have been

$18,900 without ad hoc increase.
Plus $600 ad hoc base increase.

6 Earnings base for employees would have been $22,500 without ad hoc increase.
Note: Projections based on intermediate assumptions for 1977 trustees report.

Moreover, our proposal would accomplish this without Increases in already
scheduled future tax rates and with minimum economic impact and disrup-
tion of the present recovery. Thus, the Administration's short-term proposals
have the following additional advantages:

Use of countercyclical general revenues has, in itself, no immediate eco-
nomic or budgetary effect.

Countercyclical general revenues would have little Inflationary Impact
Once the mechanism would not affect budget outlays.

Eliminating the employer's wage base does not conflict with current
efforts to reduce unemployment levels since It would not Increase taxes
paid for any new or old workers earning less than the maximum. The
conventional approach, it should be noted, would have Increased those
taxes.

Eliminating the employer wage base over a 3-year period will allow the
Impact to be absorbed gradually and thereby mitigate further any limited
short-term Inflationary Impact.
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INTERMEDIATE- AND LONG-TERM FINANCING

Even with the short-term changes contained in the Administration's pro-
posal, Social Security will, as noted above, be significantly underfinanced in
the long run. Our long4erm proposals both assure the operation of the Social
Security program well into the next century and do not impose an undue tax
burden on any particular segment of society.

Specifically, we recommend:
Advancing the planned OASDI tax rate increase from 2011 to 1985 and 1990

This tax increase, which is scheduled for 2011 and which amounts to one
percent each on employer and employee, would be moved forward. One-quarter
of the increase would be imposed in 1985 and the remaining three-quarters
in 1990. By adjusting the timing of this tax rate increase which is already
contained in current law, we are able to ensure the soundness of the Social
Security trust funds up to the year 2000, solving a financial problem which
would otherwise develop in the mid-1980's. The system would be actuarially
sound-In balance-for the next 25 years. In addition, by accelerating these
tax increases we would reduce the long-term deficit by 0.0 percent of taxable
payroll.
Decoupling to correct the inflation overadjuetment

The flaw in the present automatic-adjustment provisions is one of the prin-
cipal causes of the projected long-run Social Security financing deficit. Under
the Social Security benefit formula written into law in 1972 an unintended
escalation in benefit levels for future retirees exists that is generally referred
to as overindexing for inflation.

Under the present system, future benefit amounts are affected by Increases
in the Consumer Price Index as well as Incerases in the worker's earnings.
This coupled approach to determining future benefit amounts tends to over-
adjust for inflation and, as a result, the initial benefit amounts for future
retirees will rise faster than the wages on which they are based. Thus replace-
iwent rates-Social Security benefits as a percentage of final-year earnings--
will rise in the future. If this situation is not corrected, many future retirees
would get benefits that exceed their highest preretirement earnings.

We recommend that the present "coupled" benefit structure be "decoupled"
in a way that would stabilize replacement rates at roughly current levels.
The computation of initial benefit amounts for workers retiring in the future
would be separated from the automatic adjustment of benefit levels based on
increases in the Consumer Price Index for people already on the rolls, le-
placement rates will remain stable at today's levels; workers, therefore, will
continue to share in the growth of our economy.

The decoupling proposal which I have presented will reduce the projected
net 75-year deficit by almost half. Together with the rest of our package, the
long-term -deficit will--be reduced from 8.2 percent of taxable payroll to 1.9
percent. It will also ensure both current and future retirees that the annual
cost of living increases authorized in present law will continue undisturbed
and that the benefit amounts that future retirees receive reflect the increase
in the standard of living that occurs during their working lifetime. In addi-
tion to the proposals I have outlined, we will ask time 1977-1978 Social SIe4-
curity Advisory Council to consider the full range of structural and substan-
tive questions that face Social Security.

Finally, together with the hospital cost-containment program which we have
already presented to the Congress our Social Security program will also as-
sure the financial integrity of the hospital insurance trust fund in the short
run. The cost containment legislation is thus an important piece in the new
financial structure we are proposing for the Social Security System.

THE IMPACT

The President's proposal restores the financial integrity of the Social Seci-
rity System by building reserves back to acceptable levels. In order to achieve
the same goal, the conventional approach-increasing the tax rate and the
taxable wage base-would increase the tax burden even more on nearly every
segment of society.
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As compared to the conventional approach, the President's proposal costs
low-income workers-those earning the minimum wage-over $40 less a year
by 1982.

The self-employed lndivi,lual earning at the maximum level would pay over
the next five years $2,185 less under the President's plan than under a con-
ventional financing plan.

Professionals-higher income workers-also stand to save if the President's
plan rather than a conventional approach is adopted-paying at least $587
a year less by 1982.

As I stated earlier, employers in general, while bearing a $30 billion cost
under our proposal, would have been faced with an even higher burden-$34
billion-under the conventional approach.

Obviously, the precise differences in effect between our proposal and al
adequate conventional alternative varies from one employer to another. For
instance, the increased burden under our proposal is significantly smaller
than that under the conventional alternative for all firms engaged in retail
trade, hospitals, most educational institutions, and state and local government
in general. The burden under our proposal is somewhat larger than the burdoln
of the conventional alternative for wholesale trade and certain service firms.

Our proposal also imposes less of an increase on the smaller firms in most
industries than does the conventional alternative. For firms employing fewer
than a thousand workers, our proposal involves a smaller increase than a
conventional approach. This is true in agriculture, forestry and fisheries, mlin-
ing and manufacturing, construction, transportation, communication, public
utilities, retail trade, among nonprofit institutions, and in government.

In some cases, the differences are quite dramatic. We estimate that under
the Carter proposal the taxes paid by small state and local government units
would increase by 2.5 percent, but under a conventional financing alternative
such taxes would increase 10.5 percent.

Among smaller hospitals, taxes would increase 2.7 percent under the Presl-
dent's proposal, but under a conventional financing alternative comparable
taxes would increase 10 percent.

In agriculture, taxes would increase 4.8 percent under the President's pro-
posal, but under a conventional financing alternative similar taxes would rise
11.5 percent.

In retail trade, taxes would increase 9.8 percent under the President's pro-
posal, but Under a conventional financing alternative comparable taxes would
Increase 12.4 percent.

For more than four decades, the social security system has been one of the
great successes of American government, protecting the old, the infirm, and
the needy. That success-which is now a basic element of the lives of millions
of Americans-must be continued. The proposals presented to you today will
reverse the period of adversity into which the system has fallen and restore
it to its proper place-a Government program upon which all our citizens
can rely.

Mr. Chairman, the President has meticulously kept his pledge to the Amer.
lean people that he would propose legislation that would restore the fiscal
integrity of the social security system without imposing undue burdens on
those least able to bear them.

The administration looks forward to working with you, and with members
of your distinguished subcommittee, as you begin the critical task of con-
sidering much needed reforms in the social security system.

Thank you very much.
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OVERVIEW
SOCIAL SECURITY PROGRAMS

(1977)

CASH BENEFITS BENEFICIARIES PAYMENTS
OLD-AGE AND SURVIVORS

INSURANCE (OASI)
Cash benefits to retired workers and to

survivors of deceased workers 28,600,000 $73.3 bil.

DISABILITY INSURANCE (DI)
Cash benefits to disabled workers and

dependents 4,800,000 $11.5 bil.

33,400,000 $84.8 Wi.

MEDICARE

HOSPITAL INSURANCE (HI) and
SUPPLEMENTAL MEDICAL
INSURANCE (SMI) 25,100O0 $22.2 bE.

4 S 4
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SOCIAL SECURITY FINANCING

PRINCIPLES

* Pay-as-you-go Financing

-Ordinarily, each year's revenues finance that year's benefits

* Trust funds serve as contingency reserves

PROCEDURE

* Four separate trust funds

* OASI, DI, and HI financed through separate earmarked payroll taxes

* SMI financed by monthly premiums and general revenues



SHORT-TERM FINANCING PROBLEMS

* Annual deficits in cash programs since 1975,

.deficits projected to continue
--Dl trust fund exhausted in 1979

-- OASI trust fund exhausted in 1983

* Additional revenue needed now in OASI and DI
-to end deficits

-to maintain trust funds at a sound reserve level

#44
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SOCIAL SECURITY TRUST FUND RESERVE
UNDER CURRENT LAW

o RESERVES AS PERCENT
OF ANNUAL OUTLAYS
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OLD-AGE AND SURVIVORS INSURANCE

DISABILITY

1976 1977 1978



SHORT-TERM FINANCING OBJECTIVES (1978-1982)

., -No increases in present law tax rates on employees

-Do not impair economic recovery

-Eliminate annual deficits beginning in 1978

-Help reduce the long-run deficit

-Adequate trust fund reserves by 1982

-Fulfill President's campaign promises

*
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SHORT-TERM (1978-1982) NEEDS

OA$DHI NEEDS OVER AND ABOVE REVENUE
FROM 1977 TAX RATES

LESS: REVENUE FROM SCHEDULED HI TAX
RATE INCREASES

EQUALS: OASDI NEEDS

$117 billion

-34 billion

$83 billion

Iv
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APPROACHES REJECTED

1. "'QUICK-FIX"

2. TAX RATE INCREASES.PRODUCING
iNADEQUATE RESERVES

3. CONVENTIONAL PLAN WITH
ADEQUATE RESERVES

a 4 a
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"QUICK-FIX"

*SHIFTS PRESENT REVENUES AMONG TRUST FUNDS

* POSTPONES DECISIONS ON NEW FINANCING FOR

ONLY A FEW YEARS

* MAKES FUTURE FINANCING CHOICES MORE DIFFICULT

* ENDANGERS SOCIAL SECURITY BENEFIT PAYMENTS
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TAX RATE INCREASES
PRODUCING INADEQUATE RESERVES

* RELIES ENTIRELY ON REGRESSIVE TAX RATE INCREASES
-0.55 PERCENT FOR EMPLOYEES AND EMPLOYERS UNDER 1977 FORD

ADMINISTRATION PLAN

-0.30 PERCENT EACH UNDER ALTERNATIVE PLAN

* PRODUCES INADEQUATE RESERVE LEVELS
BY 1983, RESERVES WOULD BE

-30% OF OUTLAYS UNDER 1977 FORD PLAN

-18% OF OUTLAYS UNDER ALTERNATIVE

*IN LAST R CESSION OAS3DI TRUST FUNDS WOULD HAVE RUN OUT
-IN ABOUt 48 MONTHS WITH 30% RESERVES

-IN ABOUT 36 MONTHS WITH 18/ RESERVES

4 0
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.-CONVENTIONAL PLAN
WITH ADEQUATE RESERVES I

*e EMPLOYSMIXTURE OF RATEAND BASE INCREASES.

TAKES $38 BILLION FROM ECONOMY

* * INCREASES TAXES ON EMPLOYEES BY $31 BILLION'
MORE THAN ADMINISTRATION-PLAN-\

*INCREASES TAXES ON EMPLOYERS BY $4 BILLION!
*MORE THAN ADMINISTRATION PLAN.1

* INCREASES TAXES ON SELF-EMPLOYED BY $3 BILLION
MORE THAN ADMINISTRATION PLAN

01 It



SHORT-RUN (1978-1982) FINANCING PLAN

OASDI NEEDS $83 bil.

MEETING OASDI NEEDS

COUNTERCYCLICAL GENERAL REVENUES
- Additional revenues produced $ 14 bil.
-Savings from lower reserve requirements 24

TAX EMPLOYER ON FULL EARNINGS OF EMPLOYEE 30
$1200 INCREASE IN EMPLOYEE EARNINGS BASE 4
SHIFT Hi TAX RATE TO CASH BENEFITS 7
INCREASE SELF-EMPLOYMENT TAX RATE 1
NEW ELIGIBILITY TEST FOR DEPENDENTS' BENEFITS 3

TOTAL NEW FINANCING PROVIDED $83 bil.

9 
4 U
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ALTERNATIVE TAX RATES AND EARNINGS BASES'

1977 1978 1979 1980 1981 1982

CURRENT LAW

RATE

BASE

5.85%

$16,500

6.05%

$17,700

6.05%

$18,900

6.05%

$20,400

6.30%

$21,900

6.30%

$23A00

ADMINISTRATION PLAN

RATE

BASE

5.85%

$16,500

6.05%

$17,700
6.05%

$19,500

6.05%
$21,000

6.30%
$23,100

6.30%
$24,600

CONVENTIONAL RATE/BASE FINANCING PLAN

RATE

BASE

5.85%

$16,500
6.05%

$17,700
6.45%

$21,300
6.45%

$23,100
6.85%

$29,100
6.85%

,$31,200

Q q



TAXES PAID BY WORKERS

UNDER ALTERNATIVE FINANCING PLANS
(dohrs)

1978 1979 1980 1981 1982
WORKER EARNING AVERAGE WAGE

Wage 10,873 11.721 12.553 13.357 14,125

Tax payment: Present law 658 709 759 841 890

Increase: Administration plan 0 0 0 0 0

Increase: Conventional plan 0 47 50 74 77

WORKER EARNING MORE THAN MAXIMUM

Tax payment Present law 1.071 1,143 1.234 1.380 1A74

Increase: Administration plan 0 36 36 76 76

Increase: Conventional plan 0 230 256 613 663

6 4J
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ADDITIONAL REVENUE FROM EMPLOYERS

Conventional Plan Administration Plan

$ 5.3 bil.

6.3

10.7

11.9

$ 34.2 bil.

$ 2.6 bil.

6.1

10.3

11.4

$ 30.4 bil.

1979

1980

1981

1982

TOTAL



LONG-TERM FINANCING PROBLEMS

" 75-year deficit equal to 8.2 percent of payroll

* Almost half of deficit due to faulty method of adjusting
benefits for inflation

-Need to decouple

* Rest of deficit due to shifting age of population
-Three workers per retiree now
-Two workers per retiree in 2030

4 ,&



C s

NEED FOR DECOUPLING

* Retirees' benefits adjusted by increases in the
consumer price index (CPI)

* Same CPI adjustment also made to future benefits
of workers

* Workers' wages rise with inflation, further
increasing their future benefits

* Result is that future benefits increase more rapidly
than wages of workers

BENEFIT ADJUSTMENTS FOR RETIREES AND
WORKERS MUST BE SEPARATED-"DECOUPLED"



NEED FOR DECOUPLING

Initial Computation

After Inflation Adjustment
(6% Inflation)

WAGE

$10,000

$10,000

BENEFIT
FORMULA

x .400

x .424

BENEFIT

= $4,000

= $4,240

After Wage Increase $10,600 x .424 -=

BENEFIT ADJUSTMENTS FOR RETIREES AND
MUST BE SEPARATED-DECOUPLED'"

$4,494

WORKERS,

0~ a '5 *

"to
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ADDITIONAL FEATURES OF
ADMINISTRATION PLAN

* FURTHER ACTION IS REQUIRED TO
-Bring the cash benefit )rograms into financial balance through at least

the year 2000
-3

-Reduce the remaining long-term deficit to manageable proportions

*ADMINISTRATION PLAN:
-Fully fund the program through the turn of the century and reduce the

long-run deficit, by moving scheduled tax rate increase from 2011 to
1990 and 1985

-Ask the 1978 Social Security Advisory Council to recommend action for
dealing with the reduced long-term deficit that remains
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EFFECT OF ADMINISTRATION PLAN ON
MEDIUM-RUN (1977-2002) DEFICIT

25-year deficit under present law

Effect of short-run financing

Effect of decoupling plan

Effect of tax rate shift

Resulting 25-year surplus

S

-2.3%

plan +1.3

+0.4

+1.1

+0.5%

a

i

!
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EFFECT OF PLAN ON
LONG-RUN (1977-2051) DEFICIT

0

Long-run deficit under present law

Effect of short-run financing

Effect of decoupling plan

Effect of tax rate shift

- 8.2%

plan +1.7

+4.0

+0.6

- 1.9%Deficit remaining



THIS PLAN FULFILLS THE PRESIDENT'S
CAMPAIGN PROMISES

IT RESTORES SOCIAL SECURITY TO A SOUND FINANCIAL
POSITION BY:

-Solving the short-term problem without a tax rate increase.
-Bringing the cash benefit programs into actuarial balance through the

turn of the century. t
-Reducing the long-term deficit to manageable proportions without

reducing the benefits of future retirees.
[Thereupon, at 12:45 p.m. the subcommittee recessed to reconvene Thursday, June 167 1977, at 10 a.m.]

* 0 
'

4"1b



SOCIAL SECURITY FINANCING PROPOSALS

THURSDAY, JUNE 16, 1977

U.S. SENATE,
SUBCOMMITTEE ON SOCIAL SECURITY,'-

OF THE COMMITTEE ON FINANCE,
Washington, D.C.

The subcommittee met, pursuant to recess, at 10:10 a.m. in room
2221, Dirksen Senate Office Building, Hon. Gaylord Nelson (chair-
man of the subcommittee) presiding.

Present: Senators Byrd, Jr., of Virginia, Nelson, Curtis and Dan-
forth.

Senator NELSON. Today, the Senate Finance Subcommittee on So-
cial Security holds its second day of hea;.ings on proposals to resolve
the immediate and long-term financing problems of the social security
system.

Last Monday, Secretary of Health, Education, and Welfare Joseph
Califano testified in support of the administration's social security
financing proposals. In the subsequent hearings now scheduled by the
subcommittee, the panel will be soliciting the advice of social security
experts, economists and l)ublic and private interest groups. Each of
these individuals dr groups has a special knowledge of the social
security system and their testimony will be helpful to the subcommit-
tee in consideration of the social security system's financial problems.

The subcommittee welcomes today three expert witnesses on the so-
cial security system: Mr. Wilbur Cohen, former Secretary of Health,
Education, and Welfare and currently dean, School of Education,
University of Michigan; Mr. Robert Ball, former Commissioner of
Social Security and currently senior scholar at the Institute of Medi-

-cine, National Academy of Sciences; and Rita Ricardo Campbell,
senior fellow, Hoover in-stitution on War, Revolution, and Peace,
Stanford University and a former member of the Social Security
Advisory Council.

Our first witness this morning will be Mr. Wilbur Cohen.
Senator CuRTIS. Mr. Chairman, I would like to have the record

show that the ranking minority member, Senator Laxalt, wanted to
be here for this testimony but he has to preside over the Senate,
which is now in session, and he wanted the record to so show.

Senator NELSON. The committee is very pleased to welcome you
this morning, Mr. Cohen-not only because of your expertise in this
field-we always like to have the benefit of the great knowledge of
anybody who comes from the State of Wisconsin.

(77)
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STATEMENT OF WILBUR I. COHEN, FORMER SECRETARY OF
HEALTH, EDUCATION, AND WELFARE AND DEAN, SCHOOL OF
EDUCATION, UNIVERSITY OF MICHIGAN

Mr. COHEN. Thank you, Senator Nelson. I am glad to be here in the
same room and table again, and particularly to see my good friend,
Senator Curtis, whom I have al)peared before on numerous occasions
and I am always delighted by his careful cross-examination of me in
the past.

Senator CURTIS. You are not suggesting that we are having a
rematch?

Mr. COHEN. I am willing, Senator. I-rather expected it. May I
say you have always asked me very penetrating questions. I will be
glad to try again today.

Perhaps, Senator, in order to save your time, if you wish you may
put my full statement in tie record. I will be glad to summarize it
so that you could save time, or read it in its entirety.

Senator NELSON. Proceed however you wish. Your statement will
be printed- in full in the record. If you wish to speak extemporane-
ously to the points that you consider of greatest importance and dis-
cuss them, fine.

Mr. COHEN. If you will l)ut it in the record, I will go over it. If any
members of the coinmittee want to ask me alx)ut anything that I
have skipped over, I would be pleased to do so.

Social security has become an institution which has widespread sup-
port. In an era of skepticism, doubt, and criticism of Government
programs and policies, it should be heartening for Members of Coi-
gress to know of the general acceptance which their efforts over the
past 42 years have wrought.

Our responsibility today is to maintain and preserve l)ublic con-
fidence in the program am io locate the necessary revenues to assure
the programs financial soundness. The Congress acts as the board
of directors of this vast system.

Over the years, it has acted in a resl)onsible mauer to maintain a
financially sound and accel)table benefit l)rogram. You are in a posi-
tion to extend that excellent performance record this year.

Senator NELSON. The point that you made about insuring the in-
tegrity of the fund so that those who retire will receive the benefits
that they are entitled to is, in my judgment-and I think probably
the judgment, of everybody in tie'Congress-the most inl)ortailt l)art
of the exercise in which we are engaged.

All of us know froni comments that have been made by those who
are covered by the system and those who have retired under the
social security system that there is great concern in the country about
the integrity and security of that fund. I think the most important
aspect of what the Congress is addressing itself to is that aspect of
assuring the public and guaranteeing that fund. And, in my judg-
ment, there is no doubt at all that the approl)riate taxes and funds
will be raised, from one source or another, to assure those who are
retired and those who are going to retire that sufficient money will lie
there to pay retirement benefits.

Although there may be, and is, all kinds of disagreement about
what is the best approach, everyone is in agreement-the administra-
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tion, the Congress, and everybody else who is cmcerned about the sys-
tem-that we must assure that the funds will be there.

I am satisfied that there is no doubt whatsoever that Congress will
guarantee that the money will be there. We may reach a resolution
of compromise about where they come from, but the funds, in my
judgment, are going to be there.

Mr. CoHEmN. I might say, Senator, that I associate myself fully
with your statement and over the past 2 or 3 years when there has
been a lot of talk about bankruptcy, or the alleged future bank-
ruptcy of this system, I have made publicly the exact same statements.

A number of former Secretaries and Commissioners have, a couple
of years ago, issued a public statement to that effect, and I want to
also say-and I am very happy. to say it while my friend Senator
Curtis is here-irrespective of who has been chairman of the Finance
Committee or the. W1 ays and Means Committee, irrespective of what
political party has been in power, in my 42 years of association with
this program since the beginning there has always been a great sense
of responsibility on the part of the members of these two committees
about assuring the financial inegrity and soundness of the system.

I know of no partisan political effort that has ever been made in
these 42 years that in any way attempted to violate the financial in-
tegrity of tie system. I think that is a very commendable historical
fact and one which I hope, and I know, will be continued.

Social security recentlyy involves current disbursements of over
$So billion annually, 33 million beneficiaries, 100 million individual
contributors, and over 5 million business enterprises. In the long run,
everyone in the Nation is affected by social security contributions
and benefits.

I strongly support the general thrust of the President's proposals.
However there are other alternatives to achieve the same overall
result of restoring the financial integrity of the system. There are
advantages and disadvantages of every method of increasing revenues
to the system. The weighing of these advantages and disadvantages
involves not only economic and fiscal considerations-including the
incidence of taxation-but social psychology as well.

I do not think it is possible to make decisions on these complex
factors as they could be made on some scientific basis.

The most important criteria in determining the measures to be
adopted is that the general public and the media should-be persuaded
that the congressional decisionsassure the financial integrity of the
system and that. there is an equitable sharing of the costs. There is a"conventional wisdom" about the concepts of financial integrity and
equity in relation to both the contributions and benefits of the system
which is shared by the general public which is substantially different
than the views expressed by Mi1ton Friedman and economists from
the Brookings Institution alnd elsewhere. While I believe full and
thoughtful consideration should be given to the views of macro-
economists, I believe the Congress should be guided by balancing all
the factors involved.

President Carter's recomnmendations for restoring the financial in-
tegrity of the social security system are important, responsible, and
urgently needed. His proposals will produce: (1) additional income to
the social security system over the next. 5 years; (2) provide addi-
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tional income to the system beginning in 1985; and (3) eliminate the
flaw in indexing for inflation enacted in the 1972 amendments which
will reduce the ongrun cost by about 4 percent of payrolls.

When enacted as I hope they promptly will be, I hope they will
alleviate the widespread public anxiety about the potential "bank-
ruptcy" of the program.

Moreover, their adoption should make it possible subsequently for
the executive branch and Congress to consider eliminating the in-
equities and some of the inadequacies in the present system.

Let us look at the short-range need before examining the individual
components in the administration's proposals. !t is desirable to sepa-
rate out some of the different elements to determine the net amount
of new revenues needed.

One, the overall OASDI needs are estimated vt $83 billion for the
period. About $7 billion ill be shifted from the HI contributions
yield to the OASDI program resulting in a $76 billion net yield
required for OASDI.

Two, by reducing the reserve requirements from about 50 percent of
a year's benefit payments to 35 percent, a saving of $24 billion is ob-
tained over this period. This reduces the net yield required for
OASDI to $52 billion.

Three, about $3 billion during this period will be saved if a new
eligibility test for dependents' benefits is enacted to offset the effect
of the Goldfarb decision by the U.S. Supreme Court. Thus, the pro-
posals assume the raising of $49 billion in new income of which $14
billion would not result in any immediate new taxes and $35 billion
would be in new taxes.

Four, the $35 billion in new taxes during 1979-82 would be raised
as follows: increase in the self-employment contribution rate, $1
billion.

Senator NELSON. That proposal is 1.5 percent?
Mr. COHEN. One and one-half times. I will discuss those in more

detail later.
The increase of $1,200 in two steps in the employee earnings

base-
Senator NELsoN. In addition to?
Mr. COHEN. Yes. That would raise about $4 billion more during

this period.
The third, and of course, what is the biggest part of the whole

p oposal, is taxing employers on the full earnings of the employee
without giving the employee any benefit credit for any amount above
the employee earnings base. That raises about $30 billion under their
estimate.

That makes it about $35 billion, which really are the main pro-
posals that you have to deal with in terms of the macroeffect on the
economy of the niew legislation.

Now, let us take up first this issue on the reserve fund ratio, because
that is basically related to the administration's proposal for the so-
called $14 billion in the countercyclical idea related to triggering a
general revenue contribution when unemployment exceeds 6 percent.

First, we have to decide, before we look into that, what is the de-
sirable reserve ratio that the system ought to have, and if you decide,
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as I shall discuss, that the reserves have to be larger, then you have to
raise more money: If you decide the reserves could well be smaller, you
do not have to raise as much income to move the reserve up.

A key issue in determining the amount of new revenues to be raised
in the short run is the level of reserve to be established in the four
separate funds which are now maintained.

There are four separate trust funds, or accounts, for social security.
First is OASDI, the old age survivors insurance benefits, which is a
trust fund in which the income and outgo and the reserve are sepa-
rately maintained by law; and the disability insurance fund, which
separate fund was created by the action of the Senate Finance Com-
mittee in 1956 to separate it.

Then, the hospital insurance trust fund and then the supplemen-
tary medical insurance for physician's coverage. Although we talk
about social security and about the trust fund and the amounts in the
trust fund, they actually are four separate ones for which the ac-
counting is maintained.

That is an important point, because, although there is a total
amount available in the four funds, the disability insurance one is
going to go broke next year, according to the estimates, before the.
others do, so you really have an imminent problem, even though there
is money in the other three funds, the disability fund will be ex-
hausted next year. There fore, you inuit do something by next year to
enable the disability benefits to continue to be paid.

Senator NELSON. For clarification, when you say it will be ex-
hausted, what we are really saying is the outgo or the demand on it
will be larger than the income?

Mr. CoHEN. The outgo has been larger these last few years than the
income, thLts reducing the reserve that already existed, and the reserve
will be completely eliminated next year.

Senator NELsON. There still will be money coming in?
Mr. COHEN. Still money coming in, and still money that potentially-

is to be paid out. So some people could be paid, but not everybody
could be paid, because there will not be enough coming in.

Senator BYRD. May I ask a question at that point, Mr. Chairman?
Senator NELSON. Yes.
Senator BYRD. At what level is your reserve now ?
Mr. CoHEN. I can give you the different reserves. As I was trying

to noint out, there are four different reserves, Senator Byrd.
senatorr BYRD. Are you speaking of the disability fund?
Mr. CoiEN. The disability fund, I think you will find it in the blue

book, page 34.
Senator BYRD. I an wondering what percent that is of the total.
Mr. CoiHEN. You can see here, in 1977-
Senator BYRD. At 48 percent now?
Mr. COHEN. At 48 percent?
Senator BYRD. This book gives it at 48 percent.
Mr. COHEN. Yes; and in 1978-
Senator BYRD. It is 28 'percent.
Mr. COHEN. As you see, by 1978, 1979, right in there, according to

the estimates, there will not be any more money in the reserves.
. Senator BYRD. What do you retard as an appropriate level?
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Mr. COHEN. I am going to discuss that. now. I think that is a rather
difficult question, Senator Byrd, but I am going to try to do my best
in discussing what J think it ought to be. But I think that has some
difference of opinion.

I will try to historically tell you-I can also tell you what you and
your father and I agreed-that is, your father and I agreed some
years ago--on what the reserve has been, but the committee has
changed what your father and I agreed upon.

Senator BYRD. I believe that I would agree with my father and
you.

Mr. CortEN. I think you had better reserve judgment on that. I
think at that time we were much more conservative about what we
thought ought to be done than what Congress has done in the
meantime.

Senator NEISON. He would still agree with you.
Mr. COHEN. You have to keel) in mind, Senator Byrd, as I was

saying, the larger you make the desired reserves, the more revenue you
have to raise on employer and employees to build that reserve up.
The smaller you make the reserves, if you can, the less revenue you
have to get from employers or employees or the general revenue to
bring them to the desired result.

On the one hand, there is the scientific problem of what is the re-
serve; on the other hand, there is time political one of how much you
want to tax employers and employees to get that reserve.

During the early years of the system, when Senator Byrd, Sr., was
the chairman of this committee, we wrote into the law that the Board
of Trustees was required by law to report immediately to the Con-
gress whenever, in the ensuing 5 fiscal years, either of the trust funds
will exceed three times the highest annual expenditures from such
trust fund anticipated during that 5-year period, and whenever
either of the trust funds is unduly small.

That was at a time when Congress was very -concerned about the
future liabilities and felt. that a much larger trust fund ought to be
built up so that if there was something like what occurred during this
recent stagflation period, Congress would have enough time to do
whatever it wanted to without being pushed under the gun to do
something about raising taxes during a period of unemployment.

I think that was a major concern at that time; namely, give Con-
gress enough time to turn around. Do not push us into a situation
where we have to raise taxes so quickly that it might have an adverse
effect on business.

However, by 1960 that section was repealed, because generally
people felt that that required you to build Ul) too big of a reserve anl
you were taxing employers and employees a little too much.

In recent years, the appropriate reserves have been thought to be
equal to about 1 year's benefit I)ayments.

I would say, until the present time, that was sort of the general
conventional wisdom-have at least a reserve that each of the trust
funds that equal 1 year's benefits, so that if an unfortunate economic
situation or all error in the estimates or a change in the fertility
rate, whatever, occurred then, with the money coming in, as Senator
Nelson has said, and the money going out, 1 year's reserve, it would
give Congress 2 years to make any necessary change.
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I think that was the philosophy up until now-1 year's benefits
payments gave you about 2 years to change the law if you had to.

Senator NElSON. It. probably would give you quite a bit more than
that because it would be presumed that nothing was going into the
fund.

Mr. CoiHEN. That is correct. What I meant was-you are quite correct
that it would give you a little longer, but Congress at least would have
2 years to enact something which might be effective in the third or
fourth year. That is, you would not necessarily assume that a new
tax, if Congress--as i recall many times in appearing before this
committee, particularly when Senator Williams was here, he always
wanted to be sure if we were putting a new benefit in that the new
tax went in at the same time that the new benefit went in to get the
two closely together.

Usually you could not lut a new tax in before the beginning of the
next calendar year, at a minimum. If you want to give labor and busi-
ness, which hiis collective bargaining contracts, notice, sometimes this
made it a year or more away. I think that was the philosophy as best
I can explain it, of 1 year's benefits as the benefit ratio.

Senator Byit. Am I right or wrong in thinking-it seems to me
that is reasonable, it seems to me about what you ought to have.

Mr. COHFN. I always thought so, before we got into the l)resent
situation. That was my objective.

However, in recent years, because the reserve went down, people-
and many of the economists who are worried about the impact of a
payroll tax on both business and labor, particularly in relatonship to
the problems of competition and the overseas situation about the
effect of the payroll tax, one of Senator Long's concerns--I have
talked to him many time about that. People have begun to say well,
maybe we could get to the point where the reserves would be 50 per-
cent of 1 year's benefit )ayment and still give Congress enough time
to turn around in a year, year and a half.

So, that attitude, I think, has been discussed for two, three years.
Now, the Carter administration is suggesting that it is possible to

reduce the reserve ratio to about 35 percent of the average for the
period 1978 to 1983, and in the President's prol)osals, combined with
this financing out of general revenues, they go to a 35 percent on the
average for the funds, and they estimate that if you do that, it will
save about $24 billion in revenues which otherwise would have to be

* raised during that period if the fund were at 50 percent.
So that I think, Senator, my view today is, while I would, in gen-

eral, favor 1-year benefit payments, maybe temporarily, at this par-
ticular moment when we happen to have high employment and high

0 inflation rates, teml)orarily I think we could well go to 25 or 35 per-
cent for this short period of time, and then raise the reserve ratio after
1981, when we are going to have a balanced budget. That is something
you do have to consider.

Senator CuR'is. Mr. Chairman, if I could ask a question at that
point.

I am pleased to know that in the passing of time and the addition
of a few pounds, your optimism has not faltered. Now, this so-called
saving by reducing the reserves, that is a one-time saving, is it not?
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Mr. COHEN. It is a one-time saving for this period of time, yes.
It would not be a saving if you restored it later.

Senator CuRirrs. Unless we change the law as to how we finance
social security, every dollar that is paid out has to be collected from
employers or employees or the self-employed?

Mr. COHEN. At the present time, yes, sir.
Senator Curris. If we go to a 4-month reserve, the only difference

between 4-month and zero reserve is the zero reserve is definitely a
hand-to-mouth existence.

If the experts get surprised and our economy takes a dip or some-
thin or other there is not any money. I think that we are over-
emphasizing what would be gained by lowering the reserve from 6
months to 4 months. All we are saying is let's spend some money out
of the reserve deliberately and get along with a 4-month reserve,
really not any saving.

It is dipping into the existing reserve to lessen the problem now.
Lowering the reserve does not lessen the demands to be paid, does it?

Mr. COHEN. Not for the future. I find myself in this difficult posi-
tion. I would like to build the reserve back to a larger point because
I think it gives the beneficiaries a greater degree of security about
being paid, not an economic matter, but more of a psychological
matter.

But if you build the reserve up you either have to tax employers or
employees more now to bring that money in to build that reserve
higher or you have to put some general revenue obligations in the
fund, or some combination, to get it back up there.

Senator CURTIS. That is very true. The reason the reserve went
down was because Congress deliberately decided to spend out of the
reserves rather than tax.

Mr. COHEN. Yes you are correct. President Ford did send up, on at
least two occasions, other proposals for increasing the revenues which
Congress did not adopt. Congress did decide to let the reserve drop
down rather than raising more money.

Senator Cuirris. The House of Representatives passed a bill in-
creasing social security benefits by 5 perceIt in 1972 and made some
adjustments in the tax program, and then it was subsequently raised
to 20 percent on the same tax features as they originally provided
for the 5 percent. Is that not true?

Mr. COHEN. I do not recall the details immediately, so I cannot
verify that offhand.

Senator Curris. Now, this $83 billion that the administration says
they are going to raise, I believe I understand your testimony that
$35 billion of that would come from increased taxes?

Mr. COHEN. That is correct, sir. That is my understanding of the
administration's proposal.

Senator Curis. Out of that $35 billion, $30 billion would come out
of the employers' tax?

Mr. COHEN. Yes, sir.
Senator CURTIs. The increase on the employees would be zero on

87 percent?
Mr. COHEN. Yes, because of your point about the increase and the

earnings base on the employee without a change in the rate.
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Senator CumRrs. When we decide to get more money by raising the
base upon which to apply the tax, we also incur a greater obligation
for paying benefits, by raising the base, do we not?

Mr. COHEN. On the employee, yes, but not on the employer, by this
proposal of the administration.

Senator CuRris. The employer doe3 not draw benefits.
Mr. COHEN. Taking the base off of the employer tax does not in-

crease the employee benefit liability.
Senator CumRis. Raising the employees' tax will increase the lia-

bility.
Mr. COHEN. Yes, you are correct.
Senator CuRTis. Inl this tabulation, no allowance has been made

for that has it?
Mr. OHEN. That liability comes in the future. It would show up

in whatever the actuarial statement of the fund was, 20, 30, or 40
years from now, because most of that would not be paid out in the
near future.

Senator CuRTIs. You do generally support this $83 billion package
for the next 5 years of the administration?

Mr. COHEN. I would say, while I generally support it, I do not
think you need, as I am trying to develop here--you do not raise all
of that money, of course, from the employer, because you can change
the reserve ratio, as I am trying to develop.

Thus, the big point would be the $35 billion. If I could proceed on
one further point, I think I could explain this to you, Senator.

My answer to your question is yes.
Senator CuxRTs. You generally support it?
Mr. COHEN. Yes.
Senator CURTIS. What factor in their package accounts for benefit

increases? They tell the country, this is going to make the fund whole,
but how many increases in benefits are they estimating will be made
in the next 5 years?

Mr. COHEN. Under this proposal, the only increase in the benefit
that is in their proposal is the increase of $600 in two steps in the
employee earnings base, which is the only provision that improves
benefit obligations or liabilities.

Senator CURTIS. Do you believe that the Congress is going to go 5
years without raising social security benefits Mr. Cohen?

Mr. COHEN. Five years? No, I do not think that is possible.
Senator CURIs. You have left that out entirely.
Mr. COHEN. Let me say first there is an automatic increase in the

benefits in the existing law, as you know, that is related to both the
cost of living and, in effect, to the changes in wages that was enacted
in 1972 at President Nixon's recommendation. I supported that pro-
posal then; I support it now, that there be in the law an automatic
increase in relation to wages and prices.

However, I would like to say this. There is nothing in the law
that prevents Congress substituting its own judgment every 2 or 4
years, as it sees fit as a substitute for those automatic increases. I
think I will be back here at some time suggesting that Congress do
that, because I think an- automatic increase just in prices does not
deal with many of the internal inequities and inadequacies in this
system.



86

My answer to your question is yes, I think the problem of future
benefit changes is important. In my paper, I recommend that the
advisory council on social security be required by law to be appointed
to look into those and give their recommendations in the next few
years to the Congress.

Senator Cunrs. Who was Mr. Okun?
Mr. COHEN. He was a member of the Council of Economic Ad-

visers during the Johnson administration. He is now a member of the
staff of Brookings Institution.

Senator CURTIS. It is his formula and analysis that causes you to
arrive at this $14 billion.

Senator NELSON. What $14 billion?
Senator CURTIS. The countercyclical general fund financing. It is

on the chart.
Mr. COHEN. I did not know that Mr. Okun was the originator of it.
Senator CURTIS. I do not know if he originated it. I know that is

the only thing that you can justify it by, that it is not in conformity
to the facts. That is sort of a back door idea of financing social se-
curity out of the general fund.

The difference between-in other words, the loss to the social se-
curity fund say, in calendar 1976, the advisory committee estimated
unemployment at 4.9 percent. It actually became 7.7. The actual loss
of social security taxes was only $27 billion.

Mr. COHEN. That is another way to look at it.
Senator CURTIS. Is that not the right way?
Mr. COHEN. You are way ahead of my paper here, in which I

discuss this at some length.
Senator CURTIS. I would like to have you explain. I am not ques-

tioning it, I just do not understand this new eligibility test for de-
pendents.

Mr. COHEN. I will discuss that, too.
Senator CURTIS. All right.
Mr. CoHEN. However, let me say this while we digress, because we

will come to it on this matter of the $14 billion which is for the short-
term, is called the countercyclical proposal. The idea is to pay into the
trust fund what it lost by excess unemployment. I call it the excess
unemployment rationale.

There are two things to be said about it, when you consider it. One
is that it is a self-limiting device. It is not an open-ended proposition
like other proposals for general revenue financing. Even if you are
opposed to general revenue financing, as I am sure some people in
Congress are and will be, this device was suggested by various econo-
mists because it was self-limiting. By that, I mean it is not open
ended.

It was a measurable mathematical device which had no relation to
benefit liability. Therefore, it could not become an argument for an
increase in benefits.

So, number two to keel) in mind on the advantage side, it does not
-require any money from the budget during this period of time. It does
increase the national debt, but it does not require the Congress and the
budget committee to add, during that period of time, $14 billion to
the budget estimates.
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That is the part of the ingenuity of this system.
Senator CURTIS. Are you coming up with a plan to finance the So-

cial Security with government bonds?
Mr. CoHEN. The genius of the idea is to put Government bonds into

the system that would show up as an increase in the national debt, so
it is a liability of the Government, but it, would not show up in the
budget.

Senator CURTIS. Why not put in a few more carloads of bonds and
cut the taxes?

Mr. CohEN. The trouble with that is, you can put mQre-bonds in
if you want, but when you come to need the money and you have to
cash in the bondL then you have to go into the open market with
other bonds to raise the money.

It is not intended-let me say this, so you understand the adminis-
tration's proposal. It was not intended that we would ever cash in
these bonds. They would be in the reserve.

The idea was the bonds would not be cashed in, be a debt of the
Federal Government, but not show in the annual budget.

Senator NELSON. As you know, there is much concern among many
members about going to the general fund, directly, indirectly, or how-
ever. Why could you not avoid the $14 billion bond question from
general revenues by letting the reserve go to 25- percent then building
it back up to 35 l)ercent, or wherever you want to go for a longer
period of time, and avoid the whole question?

Mr. COHEN. You could. I would suggest, if I may say one other
thing, and that is that I would like to put back in the law the Van-
denberg amendment which was in the law from 1944 to 1950.

Senator CURTIS. Until I made a motion to take it out.
Mr. CoiiEN. I think you did, in 1950. May I say, I think that was

unfortunate. I was a party to it, too. I recall Mr. Mills and Senator
Byrd, Sr. in conference, and the rest of us, taking it out, all because
it was not needed. It was never needed during that time, but it gives
a tremendous psychological supl)ort to the system to say that.

I think we had better explain it for Senator Danforth. He prob-
ably does not know what we are talking about.

In 1944, Senator-
Senator DANFORTH. I did come somewhat later than 1944.
Mr. COHEN. It is a strange circumstance for me to be an old-timer

here, but I gu~ss that is what it is.
In 1944, Senator Vandenberg was much concerned, and so was

Senator Byrd, about increasing the tax rate that was supposed to go
up during the war and so they did not want to raise the social security
contribution, on the grounds that it was not necessary and we had a
lot of other )roblems.

So the. issue came up, which was the same issue today. If you did
not raise the tax now, you had to raise it later on.

Senator CURTIS. It was to freeze taxes against automatic raises
automatically in the law.

Mr. CoHEr. That is correct, sir.
The point was raised by Senator Murray that you either have to

raise the tax on employers and employees later on or get money from
general revenues, and Senator Vandenburg said yes, you are right.
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They said, what are you going to do when the time comes, if they do
not raise the payroll tax enough to finance the balance?

Senator Vandenberg said, then you would have to raise it from gen-
eral revenue. Senator Murray says, why do you not put such a pro-
vision in the law?

Senator Vandenberg said on the Floor of the Senate yes, I will
support such a provision. So we had the so-called Murray-Vanden-
burg amendment from 1944 to 1950 that said if the reserve fund ever
ran out of money, there could be a direct appropriation to the fund.
It was never used.

But in my opinion, I would strongly hope that that could be put
back in the law, because it says to the media, the newspapers, the
magazines, the columnists, something which is hard to say now, that
if the fund ever did come out that people are going to get their
benefits.

Senator DANFORTH. Mr. Cohen, I am very surprised at your extraor-
dinary optimism, your rosy view of the future.

Mr. COHEN. I did not think that I had said that.
Senator DANFORTH. It came across to me, well, gee we will never

have to do that, but let's tell the public that maybe we can tap
general revenue. We are going to temporarily reduce the reserve,
but everybody knows in 1981 we are going to have a balanced budget.
Then we can restore it agin.

I think that the probem here is a' -ery real problem-
Mr. COHEN. I do too.
Senator. DANTFORTIT [continuing]. On how to finance social security,

not in a temporary, short-term aspect type of approach, but what is
going to happen in the long run.

It is my understanding that we not only have a problem with the
high rate of unemployment that we have had in recent years, which
has created the immediate problem, but that we have a demographic
problem as well. That is, my understanding of the ratio of those who
are over 65 to those who are on the work force is growing, and is go-
ing to continue to grow at a very rapid rate between now and, say, the
year 2020 or 2030.

It is my further understanding that medical science is not static,
that people are now doing research on the process of aging, that there
is at least some possibility that life expectancy is going to be sub-
stantially increased in the foreseeable future. And yet now we tell

* ourselves, well, we can reduce the reserve ratio and then restore it,
maybe at some later date. You cannot reduce the ratio too many times.

We are told we can have countercyclical spending from general
revenue. That countercyclical spending from general revenue, the
way the administration has proposed it, simply goes to the shortfall
of social security revenues caused by unemployment exceeding 6
percent. It does not go to the demographic problem at all.

I think-maybe I am all wet about it, but I think that we have cot
to face up to the seriousness of the problem, and it is fine to say that
it is not going to go broke that fast, it is not going to go broke. One
way or the other, Congress is going to keep social security afloat.

It is too important. But to think that decoupling is going to solve
the problem, or that we can have some minor tinkering with the
program and that is going to solve the problem, to me is just whistling
past the graveyard, and what I would like to know from you is, do
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you not think that we had better begin thinking very seriously about
the long range problem and whether we should not rethink the whole
system and find out if there is not something we can doI

Maybe we should go entirely to general revenue-I do not think so,
but maybe we should. Do you not think we should at least start sweat-
ing a little bit about this problemI

Mr. COHEN. Yes, sir, I agree completely with you. We have not been
addressing that question, we were only discussing the first part, the
short range.

Senator DANFORTH. Maybe I have not been looking at the right
things, or reading the right things, but I have not heard any recent
discussion about the demographic problem and I have looked through
your statement and I have not seen it.

Mr. COHEzN. No, but I am prepared to discuss it. I would be glad to
do so.

There are three issues, if I can identify them, Senator. The short-
range problem of these 5 years which I am speaking about, and if
S you will see later on in my testimony there is a middle-range problem
between 1982 and the year 2000, and then there is a longer range one
from the year 2000 to 2050 in which most of the issues that you are
talking about are related.

In order to get to that Iong-range problem, we have to live through
the first 5 years. I was merely discussing that.

My answer to your question is "Yes.' To some extent, the Presi-
dent s proposal deals with all three of them. They deal with the
short range. For the middle-range problem, they advance the contri-
bution rate on employers and employees from the year 2011 to 1985 and
1990 and then the decoupling, of course, decreases the longrun costs
4 percent.

There still is a deficit, though, under the existing law because of two
things, not merely the demographic, which is related to it, the lower
fertility rates and the other situations affecting the population 50 to
75 years from now.

On that latter point, I agree with you that there ought to be a
basic consideration of a number of elements, not merely the financing
of the system but the benefit structure in relation to that demographic
situation.

If I may give you a kind of conceptual view of it, it is entirely
possible that 50 or 75 years from now, based upon such factors as the
extent of individual savings, the extent of private pension plans,
that the replacement rate in the present law and/or the age of re-
tirement ought to be different than they are today. -

I do not have an answer to that, but if you are concerned about that,
I think you should make a suggestion that the advisory council on
social security be required under the law to be set up now to make a
report to you and you should amend the statutory provisions in this
law to require them to do so, because I agree completely with you. I
do not have a glib answer to that. I do have some ideas as to how it
could be done.

They involve two basic considerations. Now, let me make one other
point, which might substantiate your view that I am optimistic.

When you look at that longrun situation, while the number of aged
increases from the present 22 million age 65 and under, the estimates
for something like nearly 50 million in the year 2050, according to the
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actuarial estimates, and the proportion of the aged in the population
increases, the proportion of children in the population declines.

When you are talking about this demographic shift, what my
grandchildren probably will be faced with'is a very heavy increase in
financial liability for older people, but a decline in financial obli-
gations for education and raising children.

When you look at the total of the children and the aging-which
might be classified as the dependents in the population-related to
the people aged 20 to 65, the dependency ratio 50 to 75 years from
now is less than what it was during the last 10 to 15 years.

Yes; you are correct. If you only look at the aged side you would
find a very pe simistic situation. But if our economy were to con-
tinue to grow in terms of gross national product as it has during
the last 75 years and the dependency -population declines, we will
have to make the internal shifts in the way that we handle the financ-
ing of children and aging.

The overall burden may not be very much different than it is today.
I would argue in support of your view that that has to be very

carefully studied.
Senator CURTIS. Is it not true if we cut down on the number of

children we are cutting down the number of taxpayers?
Mr. COHEN. The population still continues to grow under these

estimates. I do not think-
Senator CURTIS. Every time the birthrate cuts dowhi, you cut down

the influx of wage earners and taxpayers.
Mr. COHEN. That might. be also decrease the extent of unemploy-

ment in the future, too, because what we have been having is very high
unemployment rates among young people and if there are internal
shifts in the way that we handle education and placement and we have
increased productivity, it is entirely possible, Senator, that this situa-
tion might not be as bad as we sometimes think.

That is an optimistic view, I grant you. If you are going to take
your postulate about the demographic changes and fertility rates and
demographic considerations generally, I think you must bring into
consideration the whole business of where .people are employed, what
their earnings are, how much private savings they have, how much
private pension plans they have. If you wanted to reconsider the role
of social security, I would not be adverse to that.

Senator DANFOriJ. If life expectancy were increased by 10 years-
Mr. COHFN. Ten years. You mean at birth?
Senator DNFORTH. Life expectancy.
Mr. CoiEN. Which is now 70 at birth. Were it changed to 80?
Senator DANFORTH. Yes.
Mr. CoiEN. I could not even begin to tell you what, under present

circumstances, those problems would be. They would be tremendous.
Senator NEmsox. You underestimate the ingenuity of Congress.

We will raise the retirement age to 80.
Senator DANFORTH. I do underestimate.
Mr. COiiEN.. Let me say this. You have one problem right now. -

You do not even have to worry about that so far in the distance.
The life expectancy of women over the life expectancy of men is

increasing and has increased since 1900, and you can have your own
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reason why that is occurring. I have my own nonscientific reasons, but
tile fact is, we are going to have nore and more widows and women
living much longer than men, their spouses, which means a very
special set of considerations has to be develol)ed as to how men will be
sure that their widows will be taken care of duringg the period of
possible increased inflation.

If you assume that, where they live on the average soifictimes 10
veal's More, on the average, tlan their men, that is a very serious-
that is not a future problem.

Senator CUnRIs. Is that what is called the survival of the fittest?
Mr. CoHEN. I think you are correct, yes, sir. Women are the stronger

and certainly the more. persistent ani" certainly the better of the two
Sexes in my Opinion.

Senator ), NFOWITL. May I ask you a couple of philosol)hical ques-
tions. )o you think it would be ain unacceptable departure from the
philosophy of social security to raise tim l ase O employees for the
purpose of taxation but not for the purpose of payout.

Mr. CohNm . I would have to define my criteria. I think it would be
very unacceptable from a social l)syhology point of view to say you
have to explain to employees why you are paying a tax on a payroll
on which yoh-iare not getting any benefit.

I think that votlhl ibe v'erv dilicult. 'ITherefore, if you are going to
do that, my suggestion wvo'ull be a different one to achieve it. I would
have an eu rmarked income tax (on the system. If that were your idea,
that the employee should pay more for whatever economic reasons
that you want, and that you did not wvanit to raise it from the payroll
tax, then I would earmark one percentt age point, on either the income
tax for eml)loyees or tle corPoration, :11(d define that as a contriblu-tion to the social seciur'itV s"stemi.

You can eit her explaiii hat as gen r I reveme, or as I develop later
in my laler, iII some otler way. 0n 1I balance, 1 would not do it. I
think it would be very difficult (;) explain, and justify, even though it,

- has some economic, I have to admit, has some economic basis-but
not sufficient for me to enmourage you to do it.

Senator I)ANroIITII. You would make it a )rogYressive tax?
Mr. COhEl",N. I suggest if you are going too (1 0 it, through the

income tax.
Selator DANFomRTHm. You think that would he a mistake, too?
Mr. CoiEN. No, I (10 not, thilik that would be a mistake. I think

that would be more po.;sible to sell, more rational to sell.
On one. of the arguments that I defined later in my pal)er-in this

l)aper, as you will see, I give you different kinds of rat ionale for gen-
eral revenue financing than the one that the administration gives.
They may be equally umnaceptable to people. I wanted to define that
there are ways to jilstify making flie system more progresive, if that
is what you wanted to (10, and I would be glad to discuss that with
you her.

Senator DNFORTI. I would like to differentiate the question of
general revenue financing, which is dippJing into a big bin and financ-
ing social security from earmarking a specific tax for social security
but having that be at least a somewhat more progressive tax than
what we have now.

95-197-77-7
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Mr. CoiiFN. On that point, I agree with you 100 percent. As I say
in my paper here, if there is a general revenue contribution, in my
opinion I would not make it "dip into a general bin." I agree with
the opponents of general revenue financing that that would be unwise.

If you decide to go to general revenue financing then I would
finance either a specific benefit or finance a specific element, a specific
element that would be definitely earmarked so Congress would have
the control and the focus on it. Let me give you an illustration.

In 1965, Congress did vote for general revenue financing in the
social security system. It is usually overlooked, but when we came
to the solution of the medicare problems and the coverage of physi-
cians under the SMI program, Congress voted that half of that cost
should 1)e borne out of general revenus, and today that is something,
like $5 billion out of general revemes that you are now putting into
the social security system, except it is for an earmarked benefit. No-
body has argued in these 10 years that that has subverted the system,
made Congress more willing to add benefits or to distort the system, or
anything like that. Most peoplee (1o not even know there are general
revenues in the part B.

Therefore, following the logic of your argument, if general revenue
financing were to be put in, I would (either e.,rmark it as a tax or
earmark it as a benefit, but not (lip inito a big J)ill, as you say.

Senator ).N-oWrii. I want to imakte it Clear that I am not proposing
it. iam just asking about it.

Secondly, if Federal employees, as von mimention in your )al)er, may
be brought within social se(.uritv, could d this a(hninistratively be done .?
It would be politically im1 )ossible and prol)a)ly legally imi)ossible to
taie away frora Federal vmnl)oyees (,ste d rights they have in the
existing pension programs. Onu apl)roaeh would l)e, given the benefits
that presently exist for Federal emn)loyees, a part of that total
benefit would be transferred into social security benefits. Then, siml
lar to people from the private sector, Federal employees would have
a pension )lan whi ch is integrated with social security.

Administratively, could this kind of thing be accomplished?
Mr. CoiEN. There ha\ve been proposed to this committee over a num-

ber of years several different kinds of plans for bringing Federal em-
piloyees into the system. They have ranged all the way from what I
would call a basic'plan, which assumes social security would go under
the Federal system and the Ie(leral system vould' be built on top,
just like a private systein, or t %vo systenus in which Federal employees
would only be covered for certain areas where it, was coordinated
with survivor's benefits and disability benefits.

Every one of those proposals that have been submitted to this
committee and the Ways and Means Comnmrttee have been criticized by
-someone as not being the proper solution and, as I said in my paper,
I think that you should ask the Social Security Administration which
has been working on this for at least 25 or 30 years, to give you now
the best plans that they lhave Ie'eared, and you ought to adopt one
of those, because I tl;ink-I speak now as a former Federal em-
ployee, I served in the Federal Grovernment for 30 years. I have a
Federal pension, an:l I au,,1 contributin, currently under social se-
curity for the past fewv years because I work for a university.
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I believe that Federal employees should be covered under social
security. To the extent it is feasible to work out a plan, my answer to
your question is yes, it is administ rativrjy feasible to work out a plan
that would be legal, that would ie al)l)roI)riate, but I think you would
have to work out one that is a little different for Federal employees
in view of the nature of the Federal system.

Senator D.xFoirir. And which would be fair to the employees
so that they would not be any wN orse off than they are ow.

Mr. CoHxN. I do not think you couI(1 ever get a lan through that
did not meet that condition. ln fact, they wou|l be better off, for some
people. Some people would be worse oil'. Some who can work 35 or 30
years in the Federal Government and I lien work just 10 years in social
'security, they get the best of the two l)laas. '[ hat is really the best of
the two plans.

You would correct some o'erhlil). You wo1(uld also correct. some
l)eople who fall through the sieve, and therefore, inl the long run,
they would be better oil.

f strongly suggest in my pl)aper that if you take any of these sug-
gestions, you must bring State anid local coverage -mandatorily to
social security, and you must extend if t, the Federal employees, be-
cause it will become more and more of a discrepancy in the contrihu-
tions and in the 1)enlfits if vo do not (1o that.

Senator ).tNon-rr. Here niay he a constutionality prol)lem; wit-
ness the wage and hours case.

Mr. CouiJ:x. On the St ate riid local employees? Yes. I have a solu-
tion for that, though. I think you can get around the constitutional
question. I will be glad to discuss that with you and indicate how
it might, be done.

Senator DANFoI'rJH. I have tnmli u) too much time already.
Mr. ColN.:. I think yout haie raised an extremely important point.

As you increase the rate on the employer and the employee, you are
going to encourage State a(l local governments to withdraw from
the social security sei ')lce they have 5 to 10 years in, and they
luve the cream of I le actuarial advantage.

Mayors and Governors are going to say, we have given you 60 to 70
percent of the advantage at 20 l)ereent of the cost, let's move out of
the social security system. Five years or ten years from now, every-
l)ody (-an have it: It you retire at age 60. you can always get 5 more
years on Social Security, et cetera, ct cetera.

If that is going to happen, Colngress has to close that (oo1', be-
cause it will not only be a finaieial disadvantage to the system, but
yoff will eventually their have to raise contril)ution rates from the
enl)loyers ar-l eniplov'es wvho stay in the ssten more than I-oil
otherwise would have. 'hat is unfair.

Senator NET~sox. Could you please complete your statement. We
have two more witne sses.

Mr. COIIN, I think we have touched on quite a number of things.
I will only deal with one il hing. You did ask me the question on the
Golfarb decision. I would be glad to talk about that.

Senator CU'rTIs. I did not vant to take undeserved time. What does
the chairman have in mind? I am not a member of this- subcommittee.
I did want to ]Tear this testimony today and I have to keel) another
engagement.
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Senator NELson. My plan was to run until we finished because I
have a conference on ihe youth employment and training bill begin-
ning at 2, so we will run right through the noon hour. We will have
to.

Mr. Cot;N-m. I think if I deal with the Ooldfarb decision, I have
touched on every major aspect.

There are, of course, other kinds of issues that are not. discussed here
]lilt we ought to talk about. On the Gold/arb decision, in my opinion,

Senator, there are tree ways to handle the Supreme Court decision
in the Goldfarb case continue to apply the present law without any
dependency' test for either men or wotlmel. 'flhat is really what the net
result is of the Goldfah decision. This will add $7 billion in addi-
tional costs to tile systelt1 that Congress did not anticipate when it
passed the law previously.

If this policy were to'be coutiue(l, consideration should be given
to paying these anti ipated veosts, lpossilly from general revenues. I
do not favor this alternative.

Alternative two is to provide a (lepeu(lency test for men and women
in order to meet the ComrCs decision. As I interl)ret it, we only had
the dependency test we had before, the ease for men and not for
women. If you had dependency tests for the two of them, that would
be constitutional.

This would increase adilinistrative costs, iin may opinion, terribly,
to ask every wonian, e cry spouse, to i(leniify ]er dependency. In
)rol)ably 80 or 90 jer(ent of the :a,,es slhe would automatically be

ruled eligible.
It seenis 1o me to bIe a waste of adiiii istrative time and sul)ject

women to a test that, is nuot iieveisar*v. )'oiou have to bring iuformaiio
about tle husball (s income, what the ir i u'oie was, a ndso on.

I believe, while tait nmav be what iiav, be submitted to you by the
administration, I aim equll unha py with that. I think it, would
involve uiniecessary'v adlinitrativye N\wok, particularly delayed pay-
iments, and subject Awome i tlie kilid of havilig to brilig ill ifornma-
tion which tiev liy mnot be conlpletely familiar withl, particularly
after the husailld lhas (died.

Senator C'mjris. Is t hat \\ here t lhe say t hey were going to pick up1
b31illion ?

Mr. Coill;Nx. Yes, sir.
AMv third is another wa v tat I llope you will have the staff look

into.' Request the Social Seeurity Adniinistration to present a l)lall for
taking into account retirement ()r lensioll payment nder Federal,
State or local public plan, wh'hiicli is not supl)leflielitary to the basicc
social security svsNem, where t le male spouse receives a pension from
a public plan w hieh is : subustitlte for the basic social security plan,
such pension shold]h be treated as if tile 1lisioll was a social security
llenefit. Under existing law, the inldividlal receives whicever is th1e
higher.

This joli'cy wolhi also e ,illorI, u ,e 11)velage o f l,'ederal, Stat e amd
1(111 p) )lic eml)hoees who woull then liit lhme this dlual benefit iro-
visioi al))lied to tleilj.

If yoll re('IlI lie (O(/f, vip/ ,se, tie o(/l arb case Wis at (11e
whele the malli was rece i'g ii liii h'ioulii f i public employee plan,
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Whether it was Federal, State, or local, I do not remember. Of course,
that was in the case where social security was not applicable. If he
had been under social security, why he would d have gotten his social
security benefit. Therefore, th re would not have been any discrimina -
tory treatment.

You really ought to look at this third alternative. I am not clear
how much money it would save, but it is a better one than making
every woman have to stilmit material on (lel)eidency.

1A el, Senator, in conclusion, 1 would say this. There are various
other proposals that are pen(liig, aid I ol discuss o1We ill my paper,
because I did not want 1-o submit a 100-1age paper with all of the
things that I thiiik should )e chlange(d.

But there is one bill tlhat is )ending I1 cfore tile ('ougress which I
feel is imlportant.

This is S. 114, by Semtor (Climrlt. and I thiink 50 Senators have
joined, to restore the Social Security Administration to a Board, as

* it wits originally, when M&..Altntever- was the C'hairman of the Board.
When social security was first 'created it was created as an inde-

pendent board of three I people. not more than two could be from any
political )art'y. 'hat rteinained until a)out 1946. y[v view is that
social security is getting so big, it involves so many employees, it in-
volves so many peop1)le in the cmumtrY, employees an(l employers, it
should be. as 'far as h manly Imssil'le. ill suhated from changes in
political administration with regard to tle operation of the program.

In other words, nv view is I hat (C'u)!gmess should designate three or
five members of tle Board, witIl ov)erh:ijl)ing terms o)f 6 years. I
think Mr. Church's bill says I yeai's. '[lhell you should isolate the
Board from the political pro'ess'and the rec()mmnwdations that come
to you through the 'r(sidellt should be Ilile recommendations of the
Board so that as far as possible thi-, I)rOgii whi'h roughly is at the
$100 billion level itow alid is goillg to $125 billion, $150 billion, is
going to ii\ivly\e ,) or G iper(,et 7 lwIvevdt f tolw gross national product,
would, as far as possil)e, 1w iw-uhate(I t ('f ctemplorary changes
and utilizing file benefits sste,*z ill a Ipolitical way.

I recognize that it cali ot do it ri,1irely. '['There is no way to elmi-
iate political considratiitl. 'l'le s*st('ivi is getting so big. so important,

.4o l)e'i'sk'e, that onle of' till, Ihings you mught to ,.oisiler is try to find
a way from insulattiiig it front j ust sheer political nanihpnlat ion.

Senator Nj:,sox,. Are there ti iiy quett i1(s1?
Thank you ver numi, mr. (coliei. We a-I1)re 'iate you taking the

time to cole Ile re.
[The prel)pared statement of Mr. Cohen follows. Oral testimony con-

tinues (ott I. 101.]

STATEMENT OF WILBUR J. {.'OHIEN

SUMMARY

1. Supports the general thrust of the President's proposals to restore thl-
financial Integrity of the social security system.

2. Supports "decoupling" aiendmient.
3. Supports transfer of some Hospital Insurance Income to Cash Benefits.
41. Supports increase in self-etmployment contribution rate.
5. Endorses future increase in empIloyer awl employee rate increases in 1985

and 1990.
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0. Presents considerations for lowering the reserve ratio and reenactment
of the Murray-Vandenburg amendment to assure payment of all benefit lia-
blilities if needed from general funds.

7. Presents various rationales for any future general revenue financing.
8. Recommends further increases in employee maximum earnings base.
9. Recommends stretch-out of elimination of employee earnings base for

employer contributions.
10. Suggests further consideration of mandatory coverage of state, local,

and federal civilian employees.
11, Endorses Church-Vanik bill to restore Social Security Board.

STATEMENT

I am pleased to appear before this Subcommittee today to discuss the Presi-
dent's recommendations to strengthen--the financing of the social security
system.

As a former member of the Board of Trustees of the social security system,
I have a deep interest in safeguarding the financial integrity of the program.
As an individual soon to become 65 years of age, I have more than an aca-
demic interest in this matter. But an even more personal factor is that the
early training I received at the University of Wisconsin under the guidance
of Professors John R. Commons and Edwin E. Witte, and later from Arthur J.
Altmeyer, has reinforced my commitment to the institution of social security
as a continuing compact between the people and their government.
General Considerations

Social security has become an institution which has widespread support. In
an era of skepticism, doubt, and criticism of government programs and poli-
cies, it should be heartening for members of Congress to know of the general
acceptance which their efforts over t.he past .12 years have wrought. Our re-
sponsibility today is to maintain and preserve public confidence in the program
and to locate the necessary revenues to assure the program's financial sound-
ness. The Congress act as the Board of I)irectors of this vast _ystem. Over the
years it has acted in a responsible manner to maintain a financially sound
and acceptable benefit program. You are in a position to extend that excellent
performance record this year.

Social Security presently involves current disbursements of over $80 billion
annually, 33 million beneficiaries, 100 million individual contributors, and over
5 million business enterprises. In the long run, everyone in the nation is af-
fected by social security contributions and benefits.

I strongly support the general thrust of the President's proposals. However,
there are other alternatives to achieve the same overall result of restoring the
financial integrity of the system. There are advantages and disadvantages of
every method of increasing revenues to the system. The weighing of these ad-
vantages and disadvantages involves not only economic and fiscal considera-

-tions (including the incidonce of taxation), but social psychology as well. 1
don't think it is possible to make decisions on these complex factors as if they
could be made on some scientific basis.

The most important criteria in determining the measures to he adopted is
that the general public and the media should be persuaded that the Congres-
sional decisions assure the financial integrity of the system and that there is
an equitable sharing of the costs. There is a "conventional wisdom" about the
concepts of financial integrity and equity in relation to both the contributions
and benefits of the system which is shared by the general public which is
substantially different than the views expressed by Milton Friedman and econ-
omists from the Brookings Institution and elsewhere. While I believe full and
thoughtful consideration should be given to the views of macro-economists, I
believe the Congress should be guided by balancing all the factors involved.

President Carter's recommendations for restoring the financial integrity of
the social security system are important. responsible, and urgently needed. His
proposals will produce: 1) additional income to the social security system
over the next five years; 2) 1)rovid-aldditiona1l income to the system beginning

'in 1985; and 3) eliminate the flaw in the indexing for inflation enacted In the
1972 amendments which will reduce the long-run cost by about 4% of pay-



97

rolls. When enacted, as I hope they promptly will be, I hope they will alleviate
the wide-spread public anxiety about the potential- "bankruptcy" of the pro-
gram. Moreover, their adoption should make it possible subsequently for the

_ Executive Branch and Congress to consider eliminating the inequities and
some of the inadequacies in the present system.
The Short-Range Nccd

Before examining the individual components in the Administration's pro-
posals, it Is desirable to separate out some of the different elements to deter-
mine the net amount of new revenues needed.

1. The overall OASDI needs are estimated at $83 billion for the period.
About $7 billion will be shifted from the III contributions yield to the OASDI
program resulting in a $76 billion net yield required for OASDI.

2. By reducing the reserve requirements from about 50% of a year's benefit
payment to 35%, a saving of $24 billion is obtained over this period. This
reduces the net yield required for OASDI to $52 billion.

3. About $3 billion during this period will be saved if a new eligibility test
for dependents' benefits is enacted to offset the effect of the Goldfarb decision
by tile U.S. Supreme Court. Thus, the proposals assume the raising of $49 bil-
lion in new income of which $14 billion would not result in any immediate )ow
taxes and $35 billion would be in new taxes. -

4. The $35 billion in new taxes during 1919-82 would le raised as follows
(in billions) :

A. Increase in the self-employment contribution rate-$1.
B. Increase of $1200 in two steps in the employee earning base-$4.
C. Taxing employers on the full earnings of the eniployee-$30.

Thc ReservC Fund Ratio
A key issue in determiing the amount of new revenues to be raised in the

short-run is the level of reserve to lie established in the four separate funds
which are now maintained: OASI, Ill, 111, and SMI. The larger the desired
reserves, the more revenue which is needed to build them to the required size;
the smaller the reserves, the less revenue is needed to build them to the de-
sired amount.

During the early years of the system, the Board of Trustees was required
by law to report immediately to lie Congress whenever the "ensuing five fiscal
.ears either of the Trust Funds w1ill exceed three times the highest annual
expenditures from such Trust Fund anticipated during that five-year period."
and whenever either of the Trust Funds is unduly small (Section 201() (3),
repealed in 1960).

In recent years, the appropriate reserves have been thought to be equal to
about one year's benefit payments. The current reserves for OASI and DI are
much less than that at this time. In fact, the reserves for DI are estimated to
be exhausted by next year. This is the reason why legislation is needed this
year.

The Carter .1dministratloll's proposal assumes that it Is appropriate to re-
(uice the reserve ratio for OASDI combined to about 35% on the average for
the period 1978-83. They estimate that this saves about $24.1 billion in rev-
enues which otherwise would have to be raised during this period.

* Temporarily the reserve funds coul be reduced even lower than the $36.1
billion figure estimated by the Administration for 1978 and the $37.6 billion
figure estimated for 1979.

It would be possible to support even a lower reserve figure as long as the
Congress replaced in the law the Murray-V\mudenburg amendment which wvas

* in the law from 1944-1950 which stated:
"There is also autlhorized to be appropriated to the Trust Fund such addi-

tional sums as may be required to finance the benefits and payments provide(]
under this title." (Section 201 (a), last sent(-nee. repealed in 1950.)

Should for technical reasons the Secretary of the Treasury need some mini-
mum level of reserves to handle his cash-flow and refinancing problems, this
could be met by statutory authorization of either repayable loans or advane
payment of amounts due for military service credits and the Medicare subsidy
for the ensuing two years, or both. This would temporarily handle any short-
run emergency which would enable Congress to have sufficient time to remedy
the situation.
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'The Four Major Reve u o 1ssue8
Four major revenue Issues are presented in the President's recommendations

pending before you:
1. How far and how fast is it desirable to Increase the rate of employers

and employees equally?
2. How far and how fast is it desirable to increase the maximum earnings

base on employers and employees equally?
3. Is it desirable, and if so, hlow fast should be maximum earnings base be

eliminated on employers?
4. Is it desirable, and if so, to what extent, and on what rationale, should

general revenues be utilized for linancing cash benefits?
:ontribution Rate Chanuee
The Administration's proposal involved two Increases in the rate of the

payroll contribution on employees (and employers). The first involves accept-
ance of the rate increase already incorporated in the existing law for hos-
pital insurance benefits In 1977 and 1981, a rate increase of two-tuWthls of oe"
percent on employees and an equal rate increase on employers in 1977 and a
further increase of a quarter of one peveent each in 1981. (There Is a further
increase of 0.15% each scheduled for 1986.)

The other rate increase involves moving forward the rate increase scheduled
for the year 2011 to 1985 and 1990.

I support both of these rate increases,. In part, they are feasible In my
opinion in view of the enactment of the earned income credit in the federal
income tax law which provides for the refund of an amount equal to 10%
of earnings up to $4,000 a year for a person with dependents. The refundable
amount is reduced above $4,000 until it disappears at $8,000 a year. I suggest
that consideration be given to amending the law so that It will apply to any
individual and that the basic amount be Increased from $4,000 to $4,50) hi
1978, $5,000 in 1979, $5,500 in 1980, and $6,000 in 1981. These changes would
give assurance that the payroll contributions would not have an adverse fin-
pact on the expenditures, consumption, or standard of living of low-incomne
receivers.

lint passing, I should like to point out that many low-income taxpayers are
not aware of the earned income credit in the tax law. Nor is the public gen-
erally aware of its existence or purpose. I urge that both the Treasury De-
partment and the Social Security Administration publicize it more wlely.
Maximum Earnings Base

I would have preferred Increasing the employee maximum earnings Ihase y
$900 each in four future years: 1979, 19S, 1983, and 1985 instead of the $00)
each recommended by the Administration.

I believe that a $30,000 maximum annual earnings base by 19S2 is a desir.
able objective in terms of the objective of the 1939 law. Te Admniistratioll's
proposal is estimated to reach $24,600 by 1982.

1 would also suggest stretching out the repeal of the maximum earnings
base on employers over a longer period than the three years recommended in
the President's proposal.

In evaluating the impact of increased contributions on employers and em-
ployees and the justification for requiring employers to contribute on the enm-
tire earnings of employees, it is important to keep in mind the federal tax law
on contributions and benefits.

Employer contributions to the social security system are deductible as busi-
hess costs when paid. From fni economic point of view, they are treated as
deferred wages. (The exclusion of employer pension contributions and earn-
ings is estimated to produce a revenue loss of $9.940 billion for individuals in
1978 not counting a $1.535 billion loss for self-employed and other plans.)

Employee contributions to the social security system are not deductible.
Hence, ninny employees pay federal Income taxes oi tte income used for soelial
security contributions. However, the benefits paid are not taxable.

(The exclusion of OASI benefits for the aged is estimated to produce a loss
of $3.460 billion for 1978.)

In general, then, employers are encouraged by the federal tax laws to pro-
vide deferred wages for pensions, health, and welfare benflts since for most
corporations approximately one-half of the contributions are pald for by time
U.S. Treasury.



99
Thus, under the tax laws, employer contibutions for pensions are given

greater encouragement than employee contributions.
Self-Employed Qontribution

The Administration proposal restores the self-employed contribution rate to
one and one-half times the contribution rate on employees. This was a rea-
sonable compromise between considering the self-employed rate as an employee
rate only or a combined employee and employer rate.

If the one-half of the employee rate is considered as an, employer contribu-
tion, then this portion could be considered as deductible from the self-employed
person's income. This might make the higher cost to the self-employed person
more acceptable.
General Revenue Financing

I wish to make it clear that I would be opposed to any change in the fi-
nancing of the program which would result in the introduction of any general
income and/or resources test for benefit eligibility. I do believe that some
general revenue contributions can be Justified without Impairing the con-
tributory earned-right character of the system. There are several different
ways in which this might be accomplished.

1. The excess unemployment rationalc.-This is the proposal in the Admin-
tinstratlon's recommendations. The proposal utilizes 6 percent as the trigger
but a good Justification also could be made for 4 percent or some other figure,
such as 5 percent or 5 percent so as to reduce the need for additional pay-
r(,ll contributions.

2. The accrued liability rationale.-Under this rational a general revenue
contribution would be justified for the payment of the benefits during the pe-
riodl when the full cost over a 40-year period was not borne by the contributors.
Trhis approximates about one-third of the long-range costs.

3. The excess inflation rationalc.--Under this justification any automatic
Increase in benefits above a long-range price increase average, such as 1, 2 per-
cent or 2 percent a year, would be borne, in part or in whole, from general
revenue contributions.

4. The loss of revenue rationale.-Senator Vandenburg's endorsement of gen-
eral revenues in the 1944 amendment was due to the freezing of the contribu-
tion rate during World War- II. This loss could be identified and reimburse-
ment made from general revenues. Other revenue losses could be Identified.

5. The minimum benefit rationale.-Under this justification, general revenues
would be utilized to pay the difference between the actuarial value of the
contributions of those receiving the minimum benefits and the actual minimum
benflis received. Thus, for illustration, if the individual received a minimum
benefit of $100 a month but the actuarial value of the individual's contribu-
tions were $30, the $70 difference would come from general revenues.

6. The Medicare rationale.-At present, one-half of that part of the Medicare
benefits relating to physicians' services (Part B of Medicare) is paid for from
general revenues. This policy was included in the program when it was first
enacted in 1905 and has been in effect for the past 12 years. It has not im-
paired the insurance or earned-right principle of the program. If this same
policy were applied to hospital insurance (Part A) it would result in about
$10 billion being made available for cash benefits under OASDI.

7. Other benefit-payment rationales.-Under this rationale, general revenues
could pay part or all of a specific benefit cost, such as the cost of any benefits
mandated by the U.S. Supreme Court, or benefits paid to students between
ages 18-22, or for rehabilitation of disabled persons, etc.

S. The savings in Old Age Assistance co8t8.-If Congress had not enacted a
social insurance program, the federal revenue cost for Old Age Assistance
(1935-1973) and Supplemental Security Income (beginning in 1974) would
have been several billion dollars a year more than it has been. Without a
OASDI program, it is likely that one-third of all aged persons would be
eligible for some supplemental income and possibly one-half of all permanently
disabled persons.

9. The Government Loan Device.-Some contingency reserve is needed for
the system to take care of short-run economic variations and to enable Con-
gress to have sufficient time to consider alternative ways to meet unexpected
developments. Instead of requiring employers, employees, or the government
to make contributions to assure such a contingency reserve, the federal gov-

95-197-77-8
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ernment could loan the amount needed or there could be some combination of
contributions and loans.

In considering the general policy issue of general revenue financing, It should
be pointed out that both the 1938 and 1948 Advisory Councils on Social Se-
curity unanimously advocated use of general revenue funds for cash benefits.
In addition, the 1971 Advisory Council recommended that one-third of the com-
bined cost of the Medicare program (both HI and SMI) be paid from general
revenues, and four members recommended general revenues for the cash
OASDI benefits. A majority of the 1975 Advisory Council decided against the
use of additional general revenue financing in the cash benefits program but
recommended that the full hospital insurance contributions be shifted to the
OASDI system (in 1978 a combined total of 2.2 percent, rising to 2.7 percent
in 1981, and 3 percent in 1986) and that the total cost of Medicare be paid
out of general revenues.

Among the outstanding business, industrial, insurance leaders and social
security experts who supported general revenue financing were the following:
1938 Council:

Marion B. Folsom, Treasurer, Eastman Kodak Co.
Walter D. Fuller, President, Curtis Publishing Co.
Jay Iglauer, Vice President and Treasurer, Ialle Brothers Co.
M. Albert Ilnton, PFesident, Provident Mutual Life Insurance Co.
E. t. Stettinius, Jr., Chairman of the Board, U.S. Steel Corp.
Gerald Swope, President, General Electric Co.
J. Douglas Brown, Princeton University
Henry Bruere, President, The Bowery Savings Bank
Paul 11. Douglas, University of Chicago
Edwin E. Witte, University of Wisconsin

1948 ('ouncil:
Edward It. Stettinius, Jr., Rector. University of Virginia
J. Douglas Brown, Dean of the Faculty, Princeton University
Malcolm Bryan, Vice Chairman of Board, Trust Co. of Georgia
Adrien J. Falk, President, S & W Fine Foods, Inc.
Marion B. Folsom, Treasurer, Eastman Kodak Co.
M. Albert Linton, President, Provident Mutual Life Insurance Co.
S. Abbott Smith, President, Thomas Strahan Co.
Delos Walker, Vice President, R. II. Macy & Co.

Long-Range Aspects: Dccoupling
There is general agreement on the necessity of decoupling the provisions

enacted in 1972. In decoupling the benefits I strongly urge you not to reduce
the existing old age benefit replacement rates as has been suggested in some
(Iluarters. One argument that has been advanced for a "simple" decoupling
which would reduce the existing replacement rates is that there would be a
substantial reduction in the cost of the program. But this result would simply
open up the system to other proposals. Such a simple decoupling is too Simple
for political reality. Moreover, President Carter campaigned on retention of
the existing replacement rates. It wouhl be unwise to tinker with existing
replacemnent rates and open up a new set of anxieties for the millions of aged
persons as replacement for their present anxieties.

Eligibility Tcst for DelpenldotR' Ihacfits

The I.S. Supreme ('Cort in thit (told(farb decision rulbd that the requirement
for proof of depledency of ia iIulle spouse or widower wis invalid \whei there
wIs DO ('0p1 'lel II]P (helViKdency test for the feunile spose or widow.

Therp are three general ways to handle this situation:
1. ('ontilnw to apply the present law witlioit iiny dependency test for either

inle or f.,mith, spouses. This will 1dd additional costs to tie system. If this
policy were to be continued consideration should Ibe given to paying these on-
ali ielpated Costs frol general revewues. I do lnot favor tills alternative.

2. Provide for a dependency test for both neui and women spouses. This will
tirese administrative costs and payments in many cases primarily where
i woman is the spouse or widow.

3. Request the Social Security Administration to present a plan for taking
into account a retirement or pension payment tinder a federal, state or local
public plan which is not supplementary to the basic social security system.
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Where the male spouse receives a pension from a public plan which is a sub-
stitute for the basic social security plan, such pension should be treated as if
the pension was a social security benefit and under existing law the individual
receives whichever is the higher. This policy would also encourage coverage
of federal, state, and local public employees who would then not have this
dual benefit provision apply to them.
Somc Related Issues

Raising the rates and the maximum earnings base on employees and em-
ployers may encourage state and local governmental units to withdraw front
the system. I urge that coverage of state and local employees be made manda-
tory under the program. Moreover, federal civilian employment should be in-
cluded under the system (Just as military service is covered). I hope the
Advisory Council will present recommendations on these matters.
Conclusions

The financial problems facing the system can be divided into three time
periods:

1. The short-range problems of the next year and the next three-to-four
years. These are Immediate, pressing problems which necessitate legislation
this year.

2. The middle-range problems of the period some ten to 25 years ahead. It
would be desirable to try to meet some of these problems as soon as possible.

3. The long-range problems of the period 25 to 75 years from now. Part of
this problem must and can be resolved immediately by "decoupling" the prihe-
wage benefit formula and thus substantially reducing the long-run cost of the
program.

The package plan submitted to you by time President aims to do something
about each of these. I believe lit is highly desirable. The tendency of the
press to characterize the situation facing social security as "bankruptcy" has
created anxiety and worry among the 33 million beneficiaries and the 100
million contribulors. To the extent that ('ongress can resolve both the shorter
and longer problems at this time, it would be all important contribution to
restoring public confidence in the program.

There are other changes which need to be made In the program such as
removing discrimimation against working women and some divorced women.
and financing longer-range costs on a more eq 1mtable basis. But first things
must come first. A prompt decision by Congress to rectify the current finanial
difficulties will enable an Advisory Council on Social Security, required by law
to be established by the Secretary of Health, Education, and Welfare, to make
the studies and recommendations during the next 18 months which, if past
experience is any guide, will lell) to sort olt the Innmerable and expensive
options and present some consensus on next steps which so vitally affect the
economy and the private sector.

Social Security is a large and growing enterprise. Cash expenditures mider
the program are estimated to reach $100 billion in a year or so. Such a large
program should in my opinion be placed under a nonpartisan Board as it was
during the formative period 1935-46. Legislation has been introduced in Co.-
gress to accomplish this objective: ,1. 11 -i hy Senator Frank Church and1(
II.R. 5900 by Representative Charles Vanik. co-splonsored by a number of other
influential members. Social Security should lie removed from any implication
that it may be utilized for any partisan political objective or any economic or
fiscal theories or the unified budget. The Board of Trustees which submils the
actuarial and financial reports should be broadened to include two nongovern-
mental persons.

Despite specific financial, constitutional, managerial, and policy proldems.
social security is still one of the most successful, efficient, and accel)table gov-
ernimental programs initiated in the past 45 years. Its present shortcoings
shoul not be used to perpetuate myths about the failure of "all" soci j
programs.

Senator Brat). Our next vitiless is Mr. Robert Ball, former Com-
missioner of the social security sytt' m alld ,'urrently senior scholar at
the Institute of Medicine for the National Academy of Sciences.
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STATEMENTOF ROBERT BALL, FORMER COMMISSIONER OF SOCIAL
SECURITY AND SENIOR SCHOLAR, INSTITUTE OF MEDICINE,
NATIONAL ACADEMY OF SCIENCES

Mr. BALL. Mr. Chairman, I have a very long statement here. With
your permission, I would like to have it included in the record, and I
could, then, perhaps read some parts of it and summarize others. .

I find myself, Mr. Chairman, a little bit at a loss in making sure
that I use the time of the committee to the best advantage and not
repeat the same discussion that you had with Mr. Cohen. Perhaps the
best way to start is to say that I find myself less flexible than he is,
and I support somewhat miore COiIlletely the individual recoin-

endations that the administration has come u) with.
I have struggled for some time with this problem of how best to

met both the short- and long-run financing proldems of social secu-
rity, and Ihere are lots of alternatives---no question about that. But it is
my conviction that the administration has conie up with a well bal-
anced plan that does an extremely good job of meeting not just the

;shortrun I)roblem l)ut of producing an ex('cess of income over outgo
-vach year for the next 35 vears and in addition to that, reducing the
long-lrange actuarial imbalance from the 8.2 per,'ent of payroll it is
now estimated to be to less than 2 percent. All of the remaining deficit
would occur after the end of the next century.

I would like to testify, Alr. Chairman, primarily, on the reasons
why I believe the administration plan is worth the committee's sup-
plort. Of course, there can be modifications in it, but basically it seems
to me that, it is a very sound plan.

Now, the short-range problem, as the committee knows, arises pri-
miarily because high umenmlloyment rates have reduced income at the
same time that benefits have had to be increased to make up for the
rising cost of living.

The long-range problem arises from two factors: one, an automatic
adjustment provision which can result in protection for current
workers rising at a faster rate than average wages; and, two, because
of an aging population, an expected decline in the proportion of
people paying into the system in the next century as compared to
those taking out.

The first part of the administration's proposal would "stabilize the
replacement rate"-that is, the relationship of benefits to recent
earnings. This change cuts the actuarial deficit in half. It seems to
have such widespread Support that there has been little discussion of
it. It is the same plan basically as Senator Bentsen's bill of last year
and the year before. The Ford administration introduced a similar
proposal. It has the sul)l)ort of the insurance industry and other
business groups, and of labor, and of senior citizens. But in s|)ite of
this widespread support, I think it is worth spending a little time on
the proposal because you will have before you a different recom-
mendation of a consultant group appointed by the Congressional Re-
search Service. This group recommends a declining replacement rate
as the major part of their solution to the long-range financing
problem.

This seems to me an unwise solution. Over the years, ever since I
have been connected with the social security system, we have tried
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to operate on the theory that whatever level of benefits was decided
on-in terms of the relationship of benefits to wages--that the same
relationship would be more or tess continued on into the future. This
has been true at least since the days of the 1948 Advisory Council.
And the financing of the system has been set up with this objective
in mind.

If you start assuming that you are not going to keep social security
up to date in terms of the so-called replacement rate-the relationship
of benefits to recent earnings at the time people retire-you make th
program look very inexpensive.

As a matter of fact, if you take the so-called "simple decoupling
plan" that has been mentioned, the system is not in any long-range
actuarial trouble at all. It turns out to have a huge actuarial surplus
of 3.8 percent of payroll. This is the result of keeping benefits up to
date with prices for those on the rolls, but letting the benefit table
in the present law stay the same for those people who are still con-
tributing. As wages rise, benefits at the time of retirement become less
and less significant and you end up with a system in the next century
that pays benefits equal to only about 10 percent of what the worker
has been getting. In other words you end up with a completely use-
less system.

But if you make cost estimates on that basis--assuming you were
going to have static benefits but rising wages-you make the system
look very cheap.

Then as a matter of fact, the system is not allowed to deteriorate.
The Congress intervenes to keep the benefits up to date with rising

wages and the earlier cost estimates turn out to have greatly under-
stated the cost of the system. This situation makes it very easy to
move into overcommitments. I think this is a dangerous concept from
the standpoint of conservative fiscal responsibility for the program.
In addition, such an approach causes concern in private pension plan-

ning because no one knows exactly what is going to happen. The un-

certainty would also be a matter of concern to young workers now
contributing. , ,

To my mind, it was a great victory, a very important advance in

social security to adopt in the 1972 amendments an automatic pro-

vision that kept the benefits up to date, not only with prices for those
on the rolls but with rising earnings for the people who are still con-

tributing.
This is what had been done on an ad hoc basis by individual legis-

lative action before 1972, but in the 1972 amendments, the intention

was to make this result automatic.
What went wrong is not the objective. That is a sound objective-

to have people get in the future the same proportion of their earnings

as people who are retiring today.
What was wrong was the estimating assumptions. Instead of as-

sumng, as was done at that time, that wages and prices would move
as they had during the previous twenty years-assumptions which

would'have resulted under the automatic provision in a more or less

constant replacement rate-it now seems much more reasonable to
project much higher rates of inflation for the future.

I agree with this, but wheii you project into the future high rates
of inflation and comparably high increases in wages, and you apply
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these new assumptions to the automatic provisionss as they are now
written, you get a situation which is completely unacceptable. You
get a situation where benefits are rising, not as wages rise-which is
a desirable objective in my view-but benefits rising much faster
than wages, so You get people in the next century theoretically getting
benefits that are higher when they retire than any wages they had ever
earned. That is obviously contrtrv to the intent of the amendments,
contrary to the object of the program, and it has to be changed.

M y suggestion is that in making the change you do what both the
Carter and Ford administ rations have l)ropoed and relate the bene-
fits to indexed wages so that benefit protection keeps Ul) to date with
rising wages for people still contributing, hut doe:1 not exceed in-
creases in wages. This change cuts the actuarial imbalance in half.

The alternative is to change the system so that you have a de-
clining replacement rate. ,You can l)Iance the long range cost very
easily by just promising people in the future--instead of 45 )ercent
of their recent earnings, as the worker earning average wages now
gets-only 20 or 30 percent. The consultants report says 23 or 24
percent.

A declining replaeneent rate makes the system look cheap, but in
practice it unlerstates the real cost. It will liot be a real solution, be-
cause the protection will be kept ill) to (late on an ad hoe basis.

I am spending so much time on this point because it is my impres.
sion that, few other witnesses have addressed this issue in detail.

Also, I would like to stress tlie long-range cost aspects of the system
in my discussion with you, although I would also be glad to respond
to questioning about the short run. But again, it seems to me tile
major focus has been on the next 5 years, which is very understand-
able. At the same time, it seems to me terribly important. that the
remedies adopted not be focused just on a relalively shor-t-terin soln-
tion. That will not be enough to restore the confidence of the countr-y
in the fimlancing of social security.

The administration's l)roposals carry tle system up to about the
year 2010 and then leave, in terms of the pre.eiit deficit, a relatively
small deficit-1.9 percentt of covered payroll. I would urge that their
recommendations that are designed to nearly this system all the way
into the next century be a part of your plan. Moving the contribution
rate increase of 20il to 1K85 and 1990 is an important way of re-
assuring people al)out long-range financing.

I would also like to turn vour attention to the question of whether
we ought to be concerned about the remaining 1.9 l)ercent of payroll
deficit. Mr. ( 1hairman, I think that we should be conceriled. I think
that, the possibility of there being a deficit in the next century-even
after all of these things have )een ildone that should be done now to
carry us through the next '35 years-is a real ome.

The most, important part of the remaining problem is related to the
question of the participation of older workers in the labor force. We
know for certain-there just is not any (loubt about it-that we are
going to have a very large increase in the number of older people in
the next century.

Senator Danforth, it is not so much that there is a steady increase
from now on. What happens is that there is a relatively small increase
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in the number of aged between now and the year 2005. Then, when
the baby boom generation reaches retirement age, in about a 20-year
period, we get a huge increase in the number over 65 all at once. The
number leaps from about 31 to 52 million in a period of about 20
years. Such a sudden and major increase is quite certain.

What is uncertain is the size of the work force, the group that are
aying in, and if that, of course, grew 1,roportionately there would

no social security population l)roblem in the next century, but the
chances are that the age group 20 to 64 -will not grow prol)ortionately.
The chances are that the fertility rate will not rise above replacement
rate levels-the 2.1 children per woman adopted by the trustees in
their last report. Under these circumstances we will have a decline in
the number of 20-to--year-olds just at the time in the next century
when we have this huge increase in the number over 65.

What possibly can be done about the l)eo)lem? This is a funda-
mental economic question, not just a social security question. If these
are the demographic facts, whether we try to support the elderly en-
tirely through priN'ate pensions, or old age assistance or SSI or'chil-
dren" taking care of their parents, there is no way out of the fact
that, with this changed populationn distril)ution, more of the goods
and services )roduced in the next century will have to go to the elderly.

It seems to me that what we need to l)e thinking about between now
and then is how to develop I)olicies that will encourage rather than
discourage the participation of older people in the labor force. We do
not have to think of a fixed group of workers age 20 to 64. As we con-
sider] how to support an adequate social security system, private re-
tirement benefits, health insurance for the elderly, it is a very differ-
ent matter if we assume people will retire on the average at 65 or 68,
or if we assume they are going to retire at 60 or below.

The basic issues involved in the emlployment of more older l)eoples-
modifying the institutional factors that lead to early retirement,
modifying concepts of compulsory retirement, the ability of Federal
employees to retire at a very early age and draw full pensions without

reduction-require some tlhinking about now. It is very hard to get
action in this area. It is not, a big problem now. It will be a big prob-
lem 20 or 30 years from now.

Mr. Chairman, I think I have selected those things from my state-
ment which are not duplicative of Mr. Cohen and other witnesses
that you have had. I will just, conclude by reading the conclusion of
my statement and then I will be very hapl)y to respond to any in-
quiiries that the committee may have.

I say in conclusion: Now, what does this all add up to? I believe
the wise policy would be to take action now that would fully supl)ort
the system over the next 35 years or so.-The administration's )lan
is the best plan I have seen for accomplishing this purpose. The ac-
tions also reduce the long-range actuarial imbalance to an estimated
1.9 percent.

To help further reduce this estimated imbalance, I believe we should
work toward policies that l)romote emnploymnient opportunities for the
handicapped and for older people.

Whether after these actions an imbalance would still develop in the
next century is uncertain. We will know much more about that 10
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or 15 years from now after we have had a chance to observe the
developing trend of fertility rates, disability rates, and other un-
certain factors that governt long-range costs.

In any event, because of the possibility of some remaining long-
term deficit, I believe it would serve to underline the Government s
determination to meet all future social security obligations as they fall
due to put back into the Social Security Act the guarantee that was
in the act from 1944 to 1950 as follows:

There is also authorized to be appropriated to the trust fund such additional
sums as may be required to finance the benefits and payments provided in
this title.

The administration plan carries the system for 35 years. This kind
of guarantee, I think, in addition would be a useful reassurance.

Attached to my statement are the demographic figures that go to
some of the points you were discussing with Mr. Cohen-the fact that
the number of children declines under the same assumptions that re-
sult in fewer people age 20 to 64. and that therefore the total burden
of support on active workers in tie next century is not as frightening
as if you look just at the aged alone.

Thank you very much, Mr. Chairman.
Senator NELSON. With respect to utilizing the 1944-50 Vanden-

berg statute or adopting the administration proposal on )rotecting
the fund against excess unemployment beyond 6 percent by using the
general fund contribution, you are well aware that many people are
concerned that once you establish the principle it will go beyond that,
and, when additional benefits are added, you put pressure to finance
them out of the general fund rather than increasing social security
taxes.

Mr. Cohen made the point, as you have, that it gives some assurance
to the beneficiaries of the integrity of the fund, and I am not saying
that is unimportant. But I can't imagine the situation wherein the
Congress, with or without previous assurances, would not go to the
general funds if the integrity of the social seci system
jeopardy. y we

If we had 10 percent unemployment and a disaster situation con-
fronted the trust fund, and it would be unwise to dralnatically in-
crease the taxes on employer and employees, Congress would not let
the trust funds deplete completely

Why bother with it if, in fact,'the assurance is there already, and
when establishment of such a princil)le brings with it the risk of
futi.re atteml)ts to use general funds to pay for increased bIenefits.

I think that in the beginning some of the original designers of the
plan argued for one-third, one-third, one-third. Is that not correct ?

Mr. BT,!.,. Yes.
J. Douglas Brown, who worked on the staff that helped develop the

social security program before it became law-lie is now dean of the
faculty emeritus of Princeton-had a letter in the New York Times
just recently where lie pointed out that the 1938 Advisory Council
argued for a long-range pne-third, one-third, one-third division.

My own view, Mr. Chairman, at the moment, for the time being. is
that there are so many other demands on the general funds of the
Government, so many other needs for general funds that personally
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I think that it would be better to solve social security's financing
problems without resoi t to the use of general funds other than in the
sense of a residual guarantee. I don't believe you have to appropriate
money or actually use general revenues.

The only point of tie administration's proposal, as I understand
it, is to issue bonds to the funds that would make up for the loss of
income because of the excess of unemployment beyond 6 percent in the
limited period of 1975, 1976, 1977, and 1978.

Their estimate is that that would be about a $14 billion promise to
pay. it would never need to be used if everything works out all right.
It is a reassurance to people that the fund is there if needed, but
it is not an appropriation. The bonds would be cashed in only if the
estimates were way off and the fund dropped to below $14'billion.

The administration recommends that the next Advisorv Council look
at the question of whether that sort of device should become a per-
manent part of law. To me, that is very similar to writing back into
the law a general underwriting of the program in the event that the
actions designed to finance social security do not quiteo work out.

But I am for putting into the law itself the provisions that raise
the money to pay for the next 35 years. I would limit the role of gen-
eral revenues, at this point, to ani underlying guarantee-and to the
administration's proposal for some $14 billion on bonds--which you
say is probably not realistically necessary-the Congress would use
general revenues in any event if they were needed. ButI think that
it would be reassuring to people to be able to point to it in the law.

Senator NELrso-,. You would do it, or you would have a new
Congress?

Senator CURTIS. Would you yield for me for a unanimous consent
request?

Senator NELSON. Yes.
Senator CURTIS. I must leave. I am sorry, Dr. Ball, that I have to

leave. I cannot be here for Dr. Campbell's testimony. She is one of the
very fine accomplished women in our country and :I would like to ask
unanimous consent that I might submit some questions sometime
later for Dr. Campbell based upon her testimony, so she might
respond.

Senator NELSON;. Surely.
As a matter of fact, I think that we will have questions that we

would like to submit to the expert witnesses once we have completed
our hearings. In fact, we may wish to ask you back to discuss some
details and other questions you raised, such 'as the disability of bene-
fits question.

There are some problems there that we ought to address and I
would hope that you would all be available to make your own recon-
mendations on those questions and to comment on tle administration
proposal.

Mr. BALL. I would be very happy to, Mr. Chairman.
Senator NELSOx. Do you have any questions, Senator Danforth?
Senator DANFO~rrH. I just have one.
If you are trying to encourage people that are over 65 to continue

to- rk, you do not assist that goal by taking away social security
benefits i they make over $3,000 a year.
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Would removing the earnings limitation do more harn to the sound-
ness of the system than helping it?

Mr. BALL. I do not think that that would help, Senator Danforth.
Let me say first that the problem that I spoke about is a problem

for the next century. I think we have to plan now how to meet it.
We have to prevent the extension of policies like compulsory re-
tirement age and these other institutional factors that make it seem
acceptable for people to retire at 60 or 62, but that is because the real
problem is going to occur down the road 2005, 2010 and so on.

You have a very difficult and delicate balance to work out on the
question of the so-called retirement test that you raise. We have two
objectives that are somewhat conflicting and a3 so often happens in
public policy, there is no one right way to go.

One objective is to conserve the funds of the social security system
for people who have had a loss of income. The system is "income in-
surance." You want to make up for part of their loss of earnings on
retirement. You do not want to just give a bonus to the people who are
lucky enough to keep a job past 65. If you were to abolish the retire-
ment test, then having more people work in old age would not be a
way of saving much money. You would be paying them benefits while
the'v were working anyway.

6n the other hand, an equally valid objective is to have social se-
curity interfere as little as possible with the individual's motivation
to work. I think the present cest does quite well on balancing these
two things.

You can earn quite substantial amounts under social security today
and still get some retirement benefit. There is a $1 deduction in bene-
fits for $2 above the $3,000 exemption. Even a person earning as much
as $10,000 a year can get a few hundred dollars in benefits.

Senator DANFOIrrIL Has any connotative analysis been done on the
disincentive effect of people continuing to work by the retirement?

Mr. BALL. I am not aware of anything that is worthy of that label.
Senator D.,,FOR'l''I. I would just question, not seeing any figures,

your conclusions. Obviously you cannot extrapolate from individual
experiences that you have great sociological principles, but I doub't
that it does not have a very substantial effect of providing a dis-
incentive to continue working.

I just know too many older people who, at the age of 65, want to
continue working and feel that there is absolutely no point in it.

Mr. BAr.T,. I would say it does have some. disincentive effect. I did
not mean to give the impression that it did not.

I meant to say that we are trying to balance two things. I think the
fact that only $1 in benefits as'(leluction for $2 in earnings above an
exempt amount means that you always gain more by working than
not working. That does not mean that you would not have even more
of an incentive if you continued at your regular job after 65 and
got social security too.

One of the things that always surprises me in these arguments is
that nobody makes the same point about private pensions. It is a
disincentive to continue at your job as an official of the U.S. Gov-
ernment if you can only get a pension by retiring. Of course it is a
disincentive.
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You would not retire unless there were a pension there. But in
private pensions and in government career plans it is always assumed
that the pension will be payable only if the individual retires.

Senator DANFOrrii. I thiik it is entirely different. It is different for
a private eml)loyer or a private employee's pension system, in effect,
to tell people that the, should move on or retire than for the Govern-
ment of the United States to tell people that they should retire at
age 65.

Mr. BALL. Let me go at least part way with you, Senator.
I believe one of the worst things about the present retirement test

is that it seems to say to people-even after they have retired from
what may have been their regular job--the Government does not want
then to work, there is a penalty for work. That is the impression that
people have.

There is in the law now a very small increment for work after 65,
1 percent, a year more in benefits is paid for each year that you work.
I would raise that to 4 percent, so von would tell people they are not
going to get their 1eniits at the salme time they are working, but be-
cause they work longer, when they do retire they will get a higher
benefit, and a significantly higher benefit.

I think that might be hlpful.
Senator 1).'Ow'lr. It may be worth tlikin' about. I think the

present v.steni is unfair and just part of our national mentality, tell-
ing pl)eole when they reach the age of 65, we really want you on the
shelf. That is what Congress has done by the present system.

Mr. B.L,. Think about that, increment.
Senator D:NiFoRTH r. Thank you.
Senator NElsox. Than k you very much. We appreciate your taking

the time to come.
[The l)repared statement of Mr. Ball follows. Oral testimony coi-

tinues on p. 121.]

STATEMENT OF ROBERT M. BALL

Mr. Chairman nd members of the committee, my name is Robert Ball and
I am now a Senior Scholar at the Institute of Medicine of the National Acad-
emy Sciences. From April 1962 until March 1973, I was Commissioner of
Social Security and prior to that served for approximately 20 years in various
positions in the Social Security Administration and its predecessor organiza-
tion, the Social Security Board. I 111 testifying today as an Individual, and my
opinions do not necessarily represent those of any organization with which I
am associated.

SUMMARY OF MY POSITION IN SUPPORT OF THE ADMINISTRATION'S PROPOSALS

The social security system has both short- and long-range financing problems
that call for early congressional attention. The short-range problem arises
primarily because high unemployment rates have reduced income at the
same time that benefits have had to be increased to make up for the rising
cost of living. The long-range problem arises from two factors: one, an auto-
matic adjustment provision which can result In protection for current workers
rising at a faster rate than average wages; and, two, because of an aging
population, an expected decline in the proportion of people paying into the
system in tue next century as compared to those taking out.

President Carter has submitted several recommendations to the Congress
which taken together assure that annual income to social security will exceed
outgo well Into the next century. This plan also reduces the estimated long-
range-75 year-imbalance from 8.2 percent of the payrolls covered under
social security to less than 2 percent.
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The first part of the proposal would "stabilize the replacement rate"-that
is, the relationship of benefits to recent earnings. What this means is that
workers now young would get benefits at the time of retirement that were
the same proportion of their recent earnings as is true of workers retiring next
year-roughly, 56 percent for workers who have been earning the Federal
minimuni wage, 45 percent for those earning average wages, and 33 percent
for the hgher paid. Unless this change is made-under the wage and price
assumptions now being used to project the cost of the system-benefits in the
long-run future would be a higher proportion of wages just before retirement
than Is true now, a clearly unintended result of the automatic provisions
added to the law In 1972. Under the Carter proposal, as at present, after a
person starts getting benefits, those benefits would be kept up to date with
prices. This recommendatiDn for stabilizing replacement rates was also sup-
ported by the Ford Administration, by the 1974-75 Advisory Council on Social
Security, by labor and senior citizens' groups and by business and insurance
groups. The proposal reduces the long-range actuarial imbalance in the system
by one-half to a little over 4 percent of payroll.

The rest of the Administration's proposals are aimed at raising the money
to meet the remaining deficit over the next 35 years and to cut in half the
actuarial imbalance that is estimated to remain after replacement rates have
been stabilized. All of the remaining deficit, incidentally, Is estimated to occur
after the year 2010.

There are a limited number of possibilities. One can increase the contribu-
tion rates on all employers and employees; it would take an immediate 1 per-
cent increase in the contribution rate on employers and the like amount on
employees (more If postponed) to reduce the deficit as much as the adminis-
tration's-proposals do. Another possibility is to very substantially raise the
base for which the social security contribution rates are applied ($16,500.00
this year). Thirdly, one can turn to general revenues for a considerable part
,of the support of the system. What the President has recommended seems to
•me to represent a good balance of the various possibilities. Those who object
,to these proposals should be required to state how they would restore public
,confidence in social security financing, a goal which requires not Just getting
-through the next few years, but making sure that the money is there when it
is time for today's contributors to retire.

Beyond the proposal for stabilizing replacement rates, the Carter plan has
three major parts:

1. Taxing Employers on Their Entire Payroll.-During the period 1979-85
the base on which contribution and benefits are computed would rise In four
steps by $2400 more than under present law for workers. For employers, how-
ever, the ceiling would be gradually removed. While this represents a change
from the nearly equal employer-employee financing that has been characteristic

.of our social security system, it Is not a basic departure from social insurance
principals. There are many foreign systems in which the employers pay a
larger part of the cost than the employees' (including countries that apply

,the employer's contribution rate to time entire payroll).
While it is very important to the preservation of the self-help character of

:social security that workers make a significant contribution toward meeting
the cost of their protection, there is nothing magic about equal shares. The
-employer's tax does not need to be thought of as being tied to the protection
of any particular worker but can be thought of as helping to support the
system as a whole.

The administration's proposals change the division of financing from the
present division of about 48 percent by employers, 47 percent by employees,
and 5 percent by the self-employed to about 50 percent by employers, 45 per-
cent by employees, and 5 percent by the self-employed. The government now
pays, for specially defined purposes, about 1 percent of the cost of the system
and would continue to pay about this percentage under the administration's
plan. (This amount is so small that it is lost in the rounding of the figures
given previously.)

Inebidine Belgium, Denmark, France, Italy, Norway, Portugal, Spain, Sweden and
Great Britain.
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As compared to the more traditional approach of raising the base equally
for employees and employers, with consequent additional increases in benetlts
for higher paid employees, the Administration's plan leaves a greater role for
private insurance, private savings, and private pension plans.

2. The "Cotnt er-Cyclical" Use of General Revenc.-Under the plan, pay-
ments from general revenue woulh make up for the loss of social security
income caused by unemployment in excess of 6 percent. If the proposal be-
comes a permanent part of the law (the Carter Proposal is limited to the
1975-78 period) it would allow the maintenance of lower reserve levels than
would otherwise be the case because additional general revenue payments
would automatically cushion the decline in reserves during the recession pe-
riods. This is by no means a proposal for a broad-based infusion of general
revenues, and in fact would have no effect at all except on the size of the'
reserves unless some future recession caused the reserves to drop so low that
it was necessary to cash the bonds which under this plan would have beenw
Issued to the trust funds.

3. Contribution Rates Would Not be Increased Above the Levels Providcd in
Present Law but There Would be Some Redistribution of Income Among the
Various Social Security Funds and the 1 Percent Rate Increase Now Sched-
a iled for the Year 2011 Would be Moved Up.-Because of the larger payroll to
which contribution rates would be applied and beeaues of the controls pro-
posed on increasing costs of hospital care, part of the scheduled increase in
rates for the hospital insurance program could be moved over to the cash bene-
fits program. In addition, the 1 percent rate increase now scheduled for 2011
in the cash benefit program is rescheduled for a one quarter of I percent in-
crease in 1985 and a three quarter of 1 percent increase in 1990. The self-
employed rate would again be set at 11/2 times the employee rate; this is the
relationship established in 1910 when the self-employed were first brought into
the system and maintained until 1972.

In summary, the Administration's proposals would stabilize social security
benefit levels in relation to wage levels, provide for annual income in excess
of expenditures for the next 35 years, maintain reserve levels which when
taken together with the counter-cyclical proposal for the use of general rev-
enues would be sufficient to weather a mild to serious recession, and reduce
the long-range actuarial imbalance from over 8 percent of payroll to less than
2 percent.

SUMMARY OF TIlE EFFECT OF TME CARTER ADMINISTRATION PROPOSALS OVER THE

NEXT FIVE YEARS

The Carter Administration proposals during the period 1978-82 would raiso
$35.1 billion in additional taxes: $28.2 billion for the cash benefit program, and
$0.9 billion for hospital insurance. The breakdown is as follows: $30.4 billion
for the proposal to tax the entire payroll of employers, $3.5 billion for the
increase in the base for employees, and $1.2 billion for the increase in the con-
trilution rates for the self-employed.

These figures are divided by year as follows: in 1978, 0; In 1979, $3.2 billion;
in 1980, $7 billion; In 1981, $11.8 billion; and In 1982, $13.1 billion.

Since, about two-thirds of the covered payrolls are paid by corporation and
since the corporation tax on the average is about 43 percent, the additional
burden on taxpayers Il the next three years when there is need for particular
concern about sustaining the economic recovery is 1978, 0; 1979, $1.8 billion;
39SO, $4.3 billion.

S_ In adlIltion to the $28.2 billion increase In taxable income for the cash belle-
fit program, the cash benefit trust funds are helped in other ways by the plan.
There is $3.4 billion in reduced expenditures (another $10.2 billion in reduced
expenditures for hospital insurance) ; $16.1 billion in transfers from hospital
insurance; $8.8 billion from added interest (another $0.6 billion for hospital in-

surance) ; and $11.9 billion (another $2.2 billion for hospital insurance) in
bonds to the trust funds (future promises to pay if needed). This is a total
of $40.2 billion which when added to the $28.2 billion makes the cash benefit
trust funds during the ntext five years $KR.4 billion better off than they would
be under present law. The hospital insurance fund for the period would be
about $3.0 billion better off than under present law.
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INTRODUCTION

Mr. Chairman, I would now like to back up and give a rather full statement
concerning the present situation In social security financing and what steps I
think ought to be taken to meet the problem.

Social security today is of major importance to Just about every American
family. Practically every American is either a beneficiary, a contributor build-
Ing future protection, or is the dependent of a contributor. Today 93 percent
of the people 65 and older are eligible for social security benefits. Ninety-five
out of one hundred young children and their mothers are protected by the
life insurance features of social security, called survivors' insurance. Four
out of five people in the age group 21 through 64 have protection under social
security against loss of income due to severe disability. More than 33
million people, one out of seven Americans, receive a social security benefit
each month. About 108 million people will pay into the program this year.

The government through social security has promised future protection to
all these people in return for specific earmarked contributions, or premiums,
paid by the workers of the country, their employers, and the self-employed.
I have no doubt that these promises will be kept, but, as you all know, concern
about the financial security of social security Is growing among the millions
and millions who must depend on the system. An erosion of public confidence
is taking place, and unnecessarily. Although there i8 a short-fall in social se-
curity financing under present law, it is correctable. Steps can and should be
taken now to restore the financial integrity of the system and to assure people
that their social security protection is safe.

TILE NEXT FEW YEARS

Social security paid out $3.2 billion more than it took in 1976, and will pay
out about $5.6 billion more than it will take in this year. This would not be
a cause for concern if full economic recovery would restore the program to
balance. The Trust Funds exist for the purpose of seeing the program through
short periods of recession. However, a return to full employment and to much
lower levels of inflation, while, of course, very helpful to social security financ-
ing, will not alone be enough to fully solve social security's financial problem.
There would remain a middle range problem over the next 25 years or so and
the possibility of a longer range problem in the next century.

TIlE BACKGROUND OF TILE SOCIAL SECURITY FINANCING PROBLEM

Before discussing specific proposals for action, let me remind you how we
got to where we are. When the social security amendments providing for auto-
matic cost-of-living increases were signed into law in 1972, the system was
thought to be adequately financed. There is no truth to the notion that Con-
gress has been willing to vote benefits but not financing. Congress has been
very responsible about social security financing. The 1973 reports of the
Boards of Trustees issued shortly after the 1972 amendments showed an
imbalance over the 75 years for which estimates are made of about one-third
of 1 percent of covered social security payroll, as compared with an estimate
of exact balance at the time of the 1972 legislation. (What is meant by this is
that an increase in the contribution rate of one-sixth of 1 percent for tho
employee and a like amount for the employer would have brought the system
into exact balance.) Revised estimates made in the fall of 1973 showed alm
increase in the ibalance-to over three-fourths of 1 percent. In the 197:
amendments, the Congress not only speeded up the cost-of-living benefit in-
crease for 1974, but also brought the long-range imbalance down to a level (r
about one-half of 1 percent of covered payroll. This was an imbalance of about
5 percent relative to the cost of the whole program over the 75-year period.
This relatively minor degree of imbalance was considered acceptable by the
Congress, considering the major uncertainties attached to such long-range
estimates.

Moreover, under the estimates it was expected that, In any event, income
would exceed outgo year by year far into the future, and that any possible
adjustments could be made well before the time they were needed.

It now appears that because of the rapid rate of Inflation in recent year.4
which caused increases in benefits under the automatic provisions, while at
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the same time unemployment has caused a drop in estimated revenues, there
will be a need for more income to the system during the rest of this century
than had previously been thought to be the case. A contributing factor in this
deficit is that the disability insurance program is now estimated to cost sub-
stantially more than it was previously estimated to cost.

As already indicated, the deficit caused by the recession does not disappear
with economic recovery: All benefit payments in the future will be higher be-
cause of the inflation of the past, and the system cannot make up for lost
revenue because interest on the shrunken reserves will be lower than pre-
viously expected.

s WHAT SHOULD BE DONE

1. Change the autlomatic provision8 in present law so as to stabilize the re-
placement rcte

The Introduction of the automatic provisions in social security in 1972 was
a major accomplishment. Beneficiaries are now protected against inflation and
protection for current contributors is automatically kept up-to-date with
changes in wages and prices. There is, however, a problem in the design of
these automatic provisions. As they are written, under some wage and price
assumptions benefit protection rises proportionately as wages rise, thus keep-
lug up-to-date with the level of living as originally expected; under other as-
sumptions, in the long run, the benefit protection may rise less than wages
rise; or, under other assumptions-such as those assumed in the latest reports
of the Boards of Trustees-much more than wages rise, resulting in the com-
pletely unrealistic situation in the 2030 to 2050 period of many people then
becoming eligible for social security retirement benefits that are higher than
any wages they ever earned. It all depends on the happenstance of how wages
and prices move. (When these automatic provisions were adopted, it was as-
sumied that the wvage and price pattern of the previous 20 years would con-
tinue, and under those patterns, Ienefit protection over the next 25 years
would have increased approximately with wages. But under recent assump-
tions this is not the case.)

The automatic benefit provisions should be changed in such a way that bene-
fits paid in the long-run future are the same proportion of recent earnings for
those who retire at that time as benefits are today for those retiring today.
In other words, the "replacement rate" should be stabilized. This means th:at
benefit protection for contributors would be guaranteed to keep up-to-date with
Increases in wages but not allowed to exceed such increases. Once on tile rolls,
the purchasing power of the benefit would be guaranteed as under present law.

Such a change in the automatic provisions is desirable, in any event, because
it removes the gamble for current contributors and provides a level of protec-
tion they call count on. In addition, because of the specific wage and price
assumptions which have been used in recent cost estimates, such a change
would also have the effect of reducing the long-range (75-year) actuarial deli-
cit by about one-half.

Stabilizing future social security replacement rates and assuring that social
security benefits for current and future workers when they become beneficiaries
would replace the same percentage of pre-retrement earnings as workers re-

* tiring today is a fundamental element of President Carter's proposal for
rebuilding public confidence in the financing of the system. This proposal Is
squarely in line with the Intent of Congressional action over the years, the
1971 Social Security Advisory Council's recommendation to Increase benefits
automatically, the 1975 Advisory Council's recommendation to "decouple" tile
benefit structure, the proposal made by Senator Bentsen and the decouplingg"
plan recommended by the Ford Administration in 1976. The proposal has wile-
spread support among business, insurance, organized labor and senior citizens
groups.

Mr. Chairman, at this point, perhaps it would be worthwhile to digress
slightly in order to say why I d,. not believe that in changing the attomatic
provisions the Congress should give consideration to the possibility of reducing
the replacement rates in present law. It is true, of course, that if benefit levels
in the future were to be smaller relative to wage levels in tile future, the
system would cost less as a percent of cevered payrolls. In other words, the
financing of the system could be balanced by the device of reducing bellefits
relative to wages, but it would be at the cost of making the social security
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System inadequate for the young people contributing today. I bring this Ulp
because such a course has been suggested by a panel of consultants to the
Congressional Research Service.

I believe this approach would be unwise. Present replacement rates are cer.
tainly not excessive, and the ratio of social security benefits to previous earn.
ings more than anything else determines the income security of older peo-ple.
Even in the long run, probably 50 percent of the people over 65 will Ihe de-
pendent on social security alone for a regular retirement Income. Any reduh-
tlon In social security replacement rates would surely mean inadequate
protection for this group who will not have additional protection under private,
plans or career government plans, and probably also for many of those with
sipplementations. For others with supplementation, total protection could be
maintained only if pension plans were substantially liberalized to make up
for any cut-back in replacement rates under social security.

In mnny ways, the question of how best to modify the present automatic
provisions may be the most Important of the issues before you. Economic -e-
curity is not a matter solely of having enough income to buy a minihnmi
standard of living-a poverty or welfare standard-the same for all. It is also
a matter of replacing sufficient earnings so that people in retirement, the dis-
abled, or widows and orphans can, by a combination of social security aiuol
private protection, be able to maintain a level of living not too far below
what they had when they were dependent upon earnings. Thus the test of
adequacy in social security has to be primarily the level of replacement o'
past earnings. For those retiring next January, the replacement rate (the ratio
of benefits to recent earnings) will be 50 percent for the single worker who
ins been earning tile federal minimum wage and retires at 65, and 84 percent

for the couple. For the worker earning the median wage for nmale workers, the
replacement will ble 45 percent and 68 percent respectively, and for the worker
hearing the maximum covered amount, 33 percent and 50 percent. "Stabilizing
the replacement rates" means that approximately these replacement rates
would be maintained on into the future. Under the consultant's recommends.
tons previously referred to, the 45 percent rel)lacement rate for the average
worker retiring In 1978 would drop to 30 percent by 2010 and 25 percent by
2050. To bring this down to specific cases: A worker age 55 today earning the
average wage will get a benefit of about $660 a month at age 65 under an
approach that stalilizes the replacement rate. Under the consultant panel's ap-
proach, the same worker retiring at 65, ten years from now will get about
$510 a month.

In my opinion, any of these proposals to reduce the replacement rate would
constitute a major dellberalizatlon of l)resent law-a cutting back on the
promises already made to people who have been paying into social security.
For at least 25 years the implicit assumption In the way the program has been
financed has been that benefit protection would be Increased from time to time
to keel) up with rising wages, and contribution rates have been written into
tie law that, on the basis of the assumptions tised. were approximately sulii-
dent to make a constant replacement rate possible.'

I AR tile Advisory Council of 1948-40 observed:
"In setting the contrlhutlon rates for the system the essential question is prolalIv

not 'Wlint pi-rcentage of pay roll woiill he reqired fit some dlstant lime to pay iemu-lts
equn11I to tile noiney 1inoun it j)rovldei in the Counniil's re-omniendaitlObis ' lInther it Is
'What p1eentage of pay roll will he required to imv betrfits rcp-rcsentng anhout th
same proportion of future monthli Val-itfpis that tie bcieflts byetnhe,d 1.i# thr
Couicl represent of present monthly eartlims ' IREiihasls suplield.I If pnst trends
eCoitiliue, monthly wage earnilig, several decndes heti'e will le coilernaly larger
than tllose of today, and he -ints will probably le revised to tikt tle.e lieri'as,-.l
waget inito aeoint. Teie long-range estininte pIresli(, id lly tlii, Councll. however, (I.
regnrd tlip iposllillty of Increares It, wige let And st' le tile costm of tle iprovioti
b nelit S as a iierce igta of the pay rolls hiise-il oi ('Oilm lliilion ollf tile wil' ii'vt,- l of
the ilist few years, If InereiNlng wlge levis had hi-en si eil. It, cos t of tllesL,
henetits u n percentnge of pny rolls woul1 Ile lower thnn those trePented. UTse of flip
level-wage assuiptlon, therefore, hans4 the effiet of allows for trlirslittiongs of bii'e.
fits to keel) pare with aniy increase' in ages and pay roll& which may occur." fMInilia.
8ls sfupplhied. l

Tlie procedIure described iy the Coluncll in 194,4 wns followed in nUiking_ cost esil.
rntes Ind in setting contribution rates up to tile tile of flie adoption of tlii' auto.
matie provisions In 1972 which w-re designed to guarantee by law what had previously
been Implicit.
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This assumption was also reflected in the way ad hoe benefit increases were
designed. For many years, whenever benefits have been increased, the benefit
table In the law has been rewritten so that people on the rolls received flat
percentage benefit Increases-often a cost of living increase-while protection
for those still contributing was increased by the some flat percentage. When
combined with the increasing protection flowing from the higher level of wages
to be expected in the future, such a change in the benefit table kept benefit
protection roughly up-to-date with wages. When the automatic provisions were
adopted In 1972, the same procedure was followed.

The objective of the 1972 amendments and the objective of the ad hoe in-
creases made previously are valid objectives. What we know now Is simply
that given the current assumptions underlying the actuarial estimates-whilch
seem more reasonable now than the assumptions previously used-the attain-
ment of the objective is more expensive than it was originally thought to be.

Also there is a reason to doubt whether it would be prudent to adopt any
kind of a plan for a declining replacement rate. If, in practice, protection
under social security is not allowed to deteriorate but is kept up-to-date with
wages on an ad hoc basis, then the approach of estimating the cost of the
program as if there were going to be a declining replacement rate undertates
the true commitments of the system. For example, what has been called a
simple decouplingg proposal" in which benefits for those on the rolls are kept
up-to-date with increases in the cost of living but benefit protection for those
still contributing IF not adjusted, shows that for the long run the present sys-
tem has no financial problem but a major actuarial surplus.

If the costs of such a program are estimated for the long run, ol the as-
sumption of rising wages, the program, in fact has a large enough actuarial
surplus to provide a 30 to 35 percent increase in benefits. But, of course, this
is nonsense because the present increases are paid for out of the higher wages
of the future and replacement rates in the next century fall to 10 percent or
less. Additional ad hoe benefit increases would have relatively easy acceptance
under plans with a declining replacement rate because the cost would not
appear to be great. This is true because the estimates would assume in each
case that the new level of benefits would not be kept up-to-date with wages.

This is the kind of situation that we have always tried to avoid. We have
always assumed In the past, whether the changes were made oi an ad hoe
basis or whether tinder the automatic provisions, that Increasing the replace-
ment rates to any particular level was a commitment to maintain those re-
placement rates in the future. If we don't continue that assumption in the
future, I think we will be In considerable danger of making over-commitments.
Since the adequacy of benefits is a matter of replacement rates, it seems to
me likely that an approach that assumes a declining replacement rate could
well lead to excessive commitments, because under this approach the long run
cost of maintaining tile replacement rate would not be explicitly recognized.
0. The tna~ritnum amount of wages counted for benefits and contributions should

be gradually increased more than provided for by present laiv
I do not favor rate increase beyond those provided in the present law unless,

at the same time, the protection of the program is increased. A rate increase
falls on all wage earners, low paid as well as high paid, and no one gets addl-
tional protection for their additional contributions.

Instead, I favor a gradual increase in the amount of earnings counted for'
benefits and contributions. Only the 15 percent of wage earners who have earn-
ings above next year's nlaximum of $17,700 a year would pay more, and-over
tinme---they wouhl( also receive more in benefits.

President Carter's proposal for four $000 step increases in the maximunm
earnings base for employees seems to me a good one. Although this does ]lot
result In much long range gain to the system if the entire payroll is taxed on
the employer's side, it does help in short run financing and makes modest liim-
provements in protection for higher paid workers.

3. Removing the tnaximunm on, the base to which the employer contriibttion rae
applies

The employer's contribution does not need to be thought of as going to any
particular employee but can be thought of rather as a resource for the system

95--1T 77- 9
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as a whole. It is very important that workers pay a significant part of the
cost of their own protection through deductions from earnings, but there is no
particular reason why the employer share should not be somewhat higher.
Taking the system as a whole, employers now pay about 48 percent of the cost
and employees about .47 percent and the self-employed about 5 percent. Under
this proposal, the shares would be shifted to about 50 percent by the employer
and 45 percent by the employee and still 5 percent by the self-employed. The
government's share would remain at about 1 -percent where it is today. (These
are rounded figures so they do not add exactly.)

4. Shlft part of the scheduled increase in the hospital insurance contribution
rates to the cash program

One important result of the proposed base increases is that they also prb-
vide substantial additional income for the hospital insurance part of medicare
(HI). This increase in III revenues helps make it possible, tinder the Carter
administration plan to shift a part of future tax rate increases, now scheduled
to go to hospital insurance, to the cash benefit part of social security instead.
In addition, the implementation of controls on hospital costs would produce
very substantial savings to the hospital insurance programs. Altogether under
the proposal, out of tile scheduled 1980 and 1983 hospital insurance rate
increase, which total 0.45 percent for employers and employees each, 0.2 per-
vent each would be shifted to the cash benefits program. This would hell) to
provide additional revenues to the cash benefits program both in the short
range and over the long range future. The hospital insurance program, because
of the increase in incomes from the higher payrolls tax and because of tie
hospital cost controls is nevertheless left in a significantly better position than
it is tinder present law.
5. The contribution rate increase of 1 percent now scheduled for 2011 should

be made effective earlier
The present law contains a contribution rate increase of 1 percent schedulled

for the year 2011, a rate increase which was designed to deal with the problem
of a higher ratio of retirees to workers in the next century. The proposal
would move part of that rate tip to the point when, after the changes already
indicated, the outgo of the system would otherwise once again exceed income.
It is proposed that one-fourth of one percent of the rate go into effect in 1985
and three-fourths of one percent in 1990.
6. Appropriate reserved levels should be maintained

The social security trust funds currently represent about 47 percent of an-
unal (1977) expenditures and this percentage is expected to decline over the
ixt two years. Recent studies conducted by HtEW have indicated that trust
fund ratios of about 50 percent of the next year's annual expenditures would
be necessary to sustain the program in the event of another serious recession,
al thus avoid the need to raise taxes before economic recovery was properly
under way. It is clear that the reserve would not have to be so high if during
a recession-when income to social security falls off because of unemploy-
ment-there was a pledge by government to bolster the falling social security
reserves. The administration believes that a 33 percent reserve fund would be
sufficient with such a guarantee.

However, the specific recommendation of the administration at this time is
simply for a one time use of general revenues to make up for the social secu-
rity income losses because of unemployment rates in excess of 6 percent or
more for the years 1975-78. The purpose is to avoid the higher contribution
rates that would otherwise be necessary to build the present fund back up to
a 50 percent ratio and keep it there. The present proposal is for a one time
payment, with the idea that the statutory Advisory Council on Social Seci-
rity that will le appointed later this year will study the idea and consider
whether such a provision should be made a permanent part of the social
security system. No appropriations need to be made for the purpose of this
a(ition to the funds since the added bonds are essentially a promise on tie
ptrt of the government to pay should the fund drop to the level where It
would be necessary to cash in these bonds.

iII my Julgment. this prol)Oal in iot greatly different thanli a prvision that
was in the law from 1944-1950 as follows:



117

"There is also authorized to be appropriated to the trust fund such addl-
tional sums as may be required to finance the benefits and payments provided
in this title."
7. The traditional relationship between the contributions made to the self-

employed and the worker should be restabliahed
The rate to the self-employed was originally set at 1.5 times the employee

rate as a compromise, recognizing that coverage at the same rate as the em-
ployee would be disadvantageous to the system as a whole, while a rate equal
to the total combined rate might be an excessive burden for many self-em-
ployed persons. However, a limit of 7% on the self-employed contribution rate
lies been in the law for some time (they now pay at a rate of about 1.4 times
the employee rate). Restoration of the full 1.5 contribution rate for the self-
employed was recommended by the 1974-75 Advisory Council and is part of
the administration's proposal.
8. Windfall benefits to husbands and widowcrs should be prevented

The principle effect of the March 1977 Supreme Court decisions granting
benefits to husbands and widowers under the same conditions as those previ-
ously applicable to wives and widows (that is without a specific test of de-
lene(ncy) is to make eligible for social security benefits a substantial number
of men who have worked for the federal government or for those state and
local governments not covered by social security and whose wives have worked
under social security. Very few of these men are in any real sense the eco-
nonic dependents of their wives, and payment of benefits to thema as de-
pendents-in addition to paying then pensions earned in government eml)ioy.
mnt-costs money and leads to unreasonable results. If the men were covered
by social security as well as by the government retirement systems, the dual
benefit revisionss of the Social Security Act would almost always prevent
them front receiving husbands' or widowers' benefits. In the absence of tile
most desirable solution, the coverage of all government under social security
with appropriate modification of the government systems, the Social Security
Act should be amended to prevent payment of benefits in the cases described.
Any provision adopted would, of course, have to apply equally to wives nad
widows.

THE EFFECT OF TUE PROPOSALS

The combined results of the administration's proposals-increases in the
amount of earnings subject to contributions, shifts in tile hospital hisurame
contributions rates, moving up the contriliution rate already scheduled In
present law, and stabilizing replacement rates would result in an excess of
income over outgo over the next 35 years, and with the addition of the counter-
cyclical proposal would maintain adequate reserves throughout this period. It
would reduce the long range actuarial imbalance from over 8% of payroll to
less than 2%. This would be accomplished without increasing the contribution
rates over those already scheduled in present law.

I want to stress that two of the changes suggested for dealing with tihe
flnancing problem are desirable in terms of benefit protection, really without
regard to financing. The substantial improvement in financing is a by-product
of improving program protection.

It is desirable through "stabilizing the replacement rate" to guarantee that
heneilt protection will rise as wages rise, but it is not desirable to have auto-
imotic provisions that could result in social security protection rising at a
faster rate than wages. If such an improvement in the relative level of benefits
is desired, it should lie by specific congressional enactment. Increasing the
nount of earnings counted for benefits and contributions would make the
financing of tie system more progressive, and would improve protection under
social security for those called upon to pay more and who now have quite low
ratios of social security benefits to past wages.

''here are. of course, other possibilities for meeting the deficit. It would be
possible to do It entirely by increases in the contribution rates. Another possi-
bility would be to raise the wage base equally on employers and employees.
but since bemneflis of higher paid workers would also be increased by the move.

bhe base would have to be lifted almost entirely to reduce the long range
actuarial defi it as much as taxing the entire employer's payroll does.
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A still further possibility would be to Introduce a substantial general reve.
nue contribution Into social security in the near future. Many foreign systems
have such a government contribution in addition to deductions from workers'
earnings and payments from employers. I would favor a contribution front
general revenues in the long run if it turns out to be needed to meet the long-
range costs of the present program or of an Improved program. However, with
all the other current pressures on general revenues, It seems to me best for
now to meet the financing deficit in social security, without looking to gen-
eral revenues for more than the residual guarantee function proposed by the
Carter Adinistration-essentially a device for holding down the cost of
building up the reserves.

TIE EFFECT OF SOCIAL SECURITY CONTRIBUTIONS ON LOW WAGE EARNERS

I believe it would be a mistake to exempt low-income workers from social
security contributions or to base social security financing on progressive In-
come tax principles. Social security grew out of the efforts of people to help
themselves. Its roots go back to contributory plans in tile medieval guilds and
to trade unions, fraternal orders, friendly societies, and insurance plans-
self-help efforts. Although I support the use of general revenues for social
security to finance part of the cost of the system in the long run, if needed, it
seems to me that proposals to finance social security entirely from general
revenues or from-some kind of income tax surcharge which would completely
exempt low-wage earners are based on a failure to understand the strengths
of the self-help philosophy. If financing were related entirely fo ability to pay,
it Is very likely that benefits, in time, would be related to need. Thus, as a re-
suilt of a change in financing, we could find that social security had been
turned Into a welfare program designed to help only the very poor, and that
it was no longer a self-help program serving as a base for all Americans to
use in building family security.

Moreover, the security of future benefit payments is greatly reinforced by
the concept of a dedicated social security tax or contribution paid by the
people who benefit under the system. The moral obligation of the government
to honor future social security claims is made much stronger by tile fact that
the covered workers and their families who will benefit from the program
made a specific sacrifice in anticipation of social security benefits in that they
and their employers contributed to the cost of the social security system, and
thus they have built a right to expect a return in the way of social security
protection.

Although I believe that this right can be protected even though general
revenues share in the cost of the program, it is important to preserve the
principle that a significant part of the program be financed by direct deduc-
tions from the earnings of all covered workers. The general revenue contribl-
tion which might be needed in the next century (or earlier if benefits are
substantially improved) can well rest on the rationale of paying for that part
of the program which is not directly wage related-the social element in giv.
lng a weighted benefit to those with low wages, those with dependents, and
those who were no longer- young when the program started.

There is a real dilemma, though, as far as the low-wage earner is concerned.
Ile may be getting a "bargain" for his social security contributions-as lie is-
in terms of long-range retirement, disability, and survivorship protection, but
nevertheless questions can lbe raised about a social policy that forces him to
substantially reduce an already low level of current living in order to secure
this protection. A possible solution to this dilemma would be to make the
refundable earnings credit in the 1974-77 tax bill permanent and to broaden
Ihe crdlit to inlhuh low- 11(me workers wilbout children. I'oder tihe provi-
sioll. lw-iJncolle IQ((q)le get either n illo incoo lX credit. i'l t' they do ilot halve
to pay an Income tax, they get a positive payment offsetting a considerable
part of what they are required to pay for social security. Yet the provision
does not change the social security system. It Is a subsidy from.general reve-
lmies to low-income workers.

IS TIIERE A REMAINING SOCIAL SECURITY FIS.ANCINO PROBLEM IN TIlE NEXT
CENTURY?

If the recommended steps are taken, would there still be a deficit In social
security financing? The answer is that no one knows, but there is some possi-
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bility-even likelihood-that this will be the case. The reason is Pbat we may
have an increasing ratio of retired persons to working persons-more taking
out of social security as compared to those paying in. This is a situation that,
given recent trends, might begin to occur about 2005 or 2010.

While the growth of the population 65 and over since 1900 has been very
large and quite steady-rising from 3.1 million in 1900 to 23 million today,
all average increase of more than 30% every 10 years-future growth will not
be a straight-line projection of the past. After 1980, the rate of increase begins
to drop sharply, so that it takes over three decades for another 30 percent
increase, with the population over 65 reaching a total of about 32 million-
people in 2005. Then, as the generation born In the post-war "baby boom"
reaches retirement age, the numbers will shoot up from 31 million to 52 mil-
lion in 25 years. And this Is quite certain. This group has already been born,
and its size has been estimated on the assumption of relatively modest im-
provements in mortality rates.

Thus, the problems up to about 2005 are largely unrelated to demographic
factors, but after 2005 the key question will be the size of tie labor force,
the number paying in. On this point there is considerable less certainty than
there is about the number over 65, because the number in the labor force
depends most importantly on future fertility rates, and the extent to which
women, handicapped, and older people work.

Fertility rates have dropped steadily and dramatically since 1957.
In 1957 it was estimated that on the average, women would have 3.69 chil-

dren. '3y 1965 the rate was 2.88; by 1970, 2.43; and it is now 1.72. In other
words, women are now expected to have only half as many children -as they
were expected to have in 1957.

Therefore, recent trustees' reports have assumed for the long run that the
fertility rate in the United States will not be 2.5 as had been assumed in tile
1973 trustees' report, the last to show social security In approximate long-run
balance. In the 1977 report, it was assumed rather that the rate would rise
slowly and stabilize at 2.1, which is approximately the rate that, over time,
in the absence of migration, will produce zero population growth.

The results of changing from a 2.5 fertility rate to an ultimate rate of 2.1
are startling. In 1940 there were 77 million persons in the age group 20-64
and 9 million people over 65, a ratio of 11.7 aged persons for every 100 per-
sons of "normal working age", Comparable figures in 1975 122 million and 23
million, for a ratio of 18.9 aged for every 100 persons of "normal working
age". Under the changed assumption there are only minor increases in this
ratio between now and 2005, but at that time the growth in the age 20-64
population conies to a halt just at the time the number of people aged 65
and over shoots up from 32 million to 55 million in 25 years, resulting in a
ratio of about 34 people past 65 for every 100 persons 20-64. But how certain
I- the continuation of these low fertility rates for the long run?

If we look not just at the period since 1957, but, say, over the last 75 years,
there have been many iips and downs in the fertility rate in the United States.
It was high at the turn of the century, dropped sharply at the beginning of
the depression of the 1930's, began to rise during World War II, and remained
on the rise until 1957. If the fertility rate were to rise quickly to 2.5 again,
there would, of course, be no long-range social security financing problem of
the type now anticipated.

Population experts have, on the record, not been particularly successful at
predicting fertility rates, and in that sense everyone can take his choice on
the basis of past experience. Yet it may be imprudent to count on there being
a return to the fertility rates of the late 1960's and 1970, and In this way dis-
miss any long-range social security financing problem. The widespread knowl-
edge about, and availability of, inexpensive methods of contraception, the
tendency to prefer a higher level of living made possible by a smaller family,
and the widely recognized major social reasons for zero population growth
(ZPG). persuade me that it is reasonable to base projections of social sec-"
costs on a fertility rate ultimately producing ZPG. If we are going to have
such fertility rates, we ought to start thinking about the retirement policy
that makes sense under ZPG ,conditions, because the most significant social
trend causing higher than necessary social security costs In the next century
is the trend toward earlier retirement.

In the last trustees' report, the trustees have assumed a continuation of
this trend and have estimated a further long-range reduction in labor force
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participation on the part of people over 00. If we could, instead, have greater
labor force participation among older people in the next century than we have
today, there could be a significant saving for social security over what is
currently estimated.

There may well be a question whether a policy of earlier and earlier retire-
nient makes sense--either for the individual or for society-when one con-
siders the probability of more older people living somewhat longer and with
a high proportion of those in the younger part of the aged population being
in reasonably good health. One quite possible and highly rational response to
the change in the population distribution that will arise under the fertility
assumptions leading to ZPG would be for society to employ a higher propor-
tion of people over 00 rather than a lower proportion, as has been assumed in
the cost estimates.

The most fundamental determinant of the cost of pensions is the proportion
of the aged group that is productively employed. This is true because private
plans almost always require retirement from the particular employer or '-
dustry as a condition of drawing benefits, and social security reduces benefits
in proportion to earnings for those who earn more than relatively low exempt
amounts.

I believe if we want to continue retirement plans that replace wages to
the extent we have promised. Improve health insurance and long-term institiu-
tional care for the elderly, and add the services needed to allow older people
to be cared for outside of institutions if they prefer, we had better give high
priority over the next 30 years-before the crunch comes-to reversing the
trend toward earlier and earlier retirement. It is one thing to be able to
support good retirement programs and other programs for the elderly under
conditions of a rapidly increasing population over 65 if most people work
up to 65 or later. It is something else again if people generally stop working
at 60 or even younger.

It should be pointed out, on the other hand, that the increasing demand on
goods and services by the aged. which would result from these population
projections, will be offset by a decline in the number of younger dependents.
If we look not Just at the aged but at the combined number of people below 20
and over 65i and consider this combined group to be the number to be sup-
ported by active workers, we get a very different picture than when looking
at the aged alone. Even allowing a higher per person living cost for older
people than for children, it can still be said with considerable confidence that
the kind of population shift that may occur in the next century does not
represent any significant increase in overall economic burden on active work-
ers, but rather an increased obligation to support older people, balanced by n
lessening of the obligation to support children (table attached). Moreover.
it may be assumed that, with fewer children, a higher proportion of womeir
will work in the future as compared with today, a fact that improves thec
ratio of workers to retirees.

From the narrow point of view of the closed system of social security, how-
ever, there may well be some problem. Since about four-fifths of the cost of
the system is for the payment of benefits to older people, the somewhat lower
cost to the system of survivors' and dependents' benefits paid to children is
offsetting to only a minor degree, and-increases in labor force participation
by women have already been taken into account by the trustees. Looked at
strictly from the standpoint of the social security system in the nextp.centbry.
the issue could well become whether the "savings" from the lessened burden
of raising children can be translated into a willinngess to pay higher rates
for retirement protection.

CONCLUSION

Now what does this all add up to? I believe the wise policy would be to take
action now that would fully support the system over the next 35 years or so.
The Administration's plan is the best plan I have seen for accomplishing this
purpose. The actions also reduce the long range actuarial imbalance to ant
estimated 1.9 percent.

To help further reduce this estimated Imbalance, I believe we should work
toward policies that promote employmenlt opportunities for the handicapped
and for older people.
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Whether after these actions an imballance would still develop in the next
century is uncertain. We will know much more about that 10 or 15 years from
now after we have had a chance to observe the developing trend of fertility
rates, disability rates, and the other uncertain factors that govern long-range
costs. In any event, because of the possibility of some remaining long term
deficit, I believe it would serve to underline the government's determination
to meet all future social security obligations as they fall due to put back
into the Social Security Act, the guarantee that was in the law from 1944
to 1950 as follows: "There is also authorized to be appropriated to the trust

.fund such additional sums as may be required to finance the benefits and
payments provided in this title."

ACTUAL PAST AND PROJECTED FUTURE POPULATION OF THE UNITED STATES BY BROAD AGE GROUPS AND
DEPENDENCY RATIO

Population (in thousands) as of July 1 Dependency ratio I

Year Under 20 20-64 65 a:d over Total Under 20 65 and over Total

1930 ................... 47, 609 68, 438 6,634 122,681 69.6 9.7 79.3
1940 ................... 45,306 77,344 9,019 131,669 58.5 11.7 70.2
1950 .................. 51,295 86,664 12,257 150,216 59.2 14.1 73.31960................... 73,116 98,687 17,146 188,949 74.1 17.4 91.51970 ................... 80,637 112,500 20,655 213,792 71.7 18.4 90.1
1975 ................. 77,913 121,807 23,007 222,727 64.0 18.9 82.
1980 ................. 72,837 132, 397 25,394 230, 629 55.0 19.2 74.21990 ................... 70,274 147.985 30,044 248,304 47.5 20.3 67.8
2000 ................... 75,005 157,580 32,021 264,607 47.6 20.3 67.9
2010 ................. 75,583 166,980 34,898 277 461 45.3 20.9 66.2
2020 ................. 77.528 167,654 44,977 290, 160 46.3 26.8 73.1
2030 ................. 80,353 163,774 55, 050 299 177 49.1 33.6 82.7
2040 ................. 81,591 168,538 55,259 305,388 48.4 32.8 81.2
2050 ................. 84,203 174, 079 53, 254 311,536 48.4 30.6 79.0

I Defined as the total number of persons aged under 20 and/or over 65 per 100 persons aged 20 to 64.

Senator Nrr1SON. Our next witness is Prof. Rita Ricardo Campbell,
senior fellow, Hoover Institution on War, Revolution, and Peace,
Stanford University, and a former meniber of the Social Security
Advisorv Council.

We appreciate your taking the time to corn(- and present ymur tes-
timony. We are also very all)reciative of your patience in waiting to
testify.

STATEMENT OF RITA RICARDO CAMPBELL, SENIOR FELLOW,
HOOVER INSTITUTION ON WAR, REVOLUTION AND PEACE, STAN-
FORD UNIVERSITY, AND FORMER MEMBER, SOCIAL SECURITY
ADVISORY COUNCIL

Dr. CA-PBi:.r,. Thank von. For the record, I would like to be
referred to as Rita Ricarlo Campbell because my Imaiden hname is
Ricardo.

I, like the others present, have a long prepared statement which I
would like to submit for the record. I do not want to repeat and I will
try to extract, if you will accept for the record the longer statement.

There are several issues that disturb me. One, the financing by
decoupling; the second, the longrun demographic assume pt ion being
made by the 1977 trustee's report of a return to 2.1 Iirths per woman ;
and several other matters. actually, some misstatements of fact.

For example, at age 6.5 males 'live about 4 years less than do fe-
males. It changes. Once you are 65, you catch up a bit.

Senator NILsoN. I anm relieved to bear that.
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Dr. CAMPBELL. I would like to speak first to the financing. That is
a major issue, and to the proposed use of the countercyclical transfer
of funds from general revenues amazingly retroactively back to 1975,
whenever unemployment exceeAs 6 percent.

Now, I may have read the statements wrong. I live in California;
I received them 2 davs before I left. But on page 4 of Secretary
Califano's statement of May 10, 1977, before the House Ways and
Means Subcommittee, he says that $117 billion are needed between now
and 1982 to maintain OASDI benefits and an actuarial sound reserve
fund. And lie then proposes to transfer $34 billion from medicare
part A hospitalization trust fund and its future tax returns.

Secretary Califano also states that a $24 billion reduction in needed
reserve fuids is possible. Because of general revenue funding there
are needed only 4 months rather than 6 months. The Secretary also
would use $14.1 billion from general revenues but footnoted as "initially
going to Hospital Insurance Fund * * * ," (p. 6, May 10, 1977, testi-
mony). I have heard today Professor Cohen and Mr. Ball discuss in
great detail, as-though $14 billion were the only withdrawal from medi-
care part A trust funds.

I hope before this session is over someone will explain to me what
the difference is among the $34 billion, $14 billion, and $7 billion all
from medicare or from "a shift of the medicare tax rate."

When I add all of that up, I come up with $50-odd billion. That
amount is not in the medicare, part A, trust fund. I served on the
Health Services Industry Committee, phase 2, which was the tightest
period of price controls on hospitals and I have very little faith that
we are going to keel) down those prices and costs. The dollars are not
there in that trust fund, nor can they be anticipated to be there.

It look's to me like it is getting the camel's nose under the tent of
general revenues. That is one point.

I do not know how long you will stay in session. I would like to
make several points'

Senator NELSO.N. We will stay as long as you have something to
present.

Dr. CAMPBELL. Thank you.
The 1977 report on the trust fund actually changed back from the

1976 assumption of 1.9 births (intermediate assumption) to the 2.1
replacement rate. I am taking things out of order in order to speak to
those points made by others testifying today.

When I was on the Advisory Council on social security, the future
birth rate became one of the issues of great discussion and nonagree-
ment. May I suggest that on whatever Councils you appoint in the
future, you put more than one or two token women. The disagree-
ment between myself and the rest of the Council members mainly
stemmed on this matter of demographics which accounts for two-
thirds of the long run actuarial imbalance.

If you look at the vital statistics of today, there is a decline in
large families. That stands out. There are very few large families
today, that is more than two children, three children at the most.

The belief is, on the part of those who say we will go back to 2.1
children, ultimate fertility rate, is that the recent and current low
rates are postponements of births. Another group of demographers
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say that we will never go back because tlie technological method of
birth control has changed so that for the first time in history women
are deciding how many children they will have, not the male, and as
long as this is true, the birth rate will remain low.

If you look at other countries' data, the more women in the labor
force, which data have not been mentioned today, the lower the birth
rate. It is the two-couple family where the Wife works, which is in
the majority. One cannot just subtract out the 43 to 45 percent of
families where the wife works and state that in the remaining 57TPercent or 55 percent where she does not work, the wife is dependent.

1 12 percent of families neither husband nor Wife works. There are
other families that have other arrangements.

The majority of married women are working. I think that should
be taken into consideration when you are discussing what to do in
respect to the Goldfarb decision, the Supreme Court decision of
March 1977 that I predicted.

But to go back to the birthrate, if I may look through my statement
here a moment and find where my data are-in 1974 there were 68.4
births in the United States per 1,000 women aged 15 to 44 years.

Senator NELsoN.. 1974?
Dr. C.13,1rI LL. Yes, sir, 68.4 births.
In 1960-that is only 14 years earlier-there were 118. That is a big

change.
I will give you the citation on this.
[Source: U.S. HEW "Monthly Vital Statistics Report" v. 24 1976

No. 11, February 13, supplement 2, table 5, p. 8.]
Senator NELsoN. In 1974 there were 68.4 births? What did you say?
Dr. CAMPBELL. Women ages 15 through 44 68.4 births per 1,000.

This is a fertility rate. There are three types of birth rate data.
Senator NELSON. In 1960, what was the figure?
Dr. CABPBELL. In 1960 118.
The big decline is in the births of children, the third, the fourth,

the fifth and the sixth in the family. It is the big family that is
decreasing. I see no signs of this changing.

I am on a college campus. I have three daughters, two in college,
one a teenagrer, and my belief is that we are not going to go back to
2.1 births ultimate rate per woman. It went down to 1.7, has risen
very slightly to 1.8.

The birth rates now are 15 per 1,000 population. To me, it is incon-
ceivable that the 1977 trustees assumed in their reports 2.1 births
per woman when today the fertility rate is about the same as in 1974.

Senator DANFOIITII. You think there will be a decline in popula-
tion?

Dr. CAMPBELL. I think the birth rate will go up slowly to about
1.9 per woman and stabilize. Eventually this would stabilize the
population. I would not like to predict too'far into the future.

Senator DANFORTH. Per woman 1.9. You are talking about 1.9-
Dr. CA1PBELL. Births, ultimate per woman.
Senator DANFORTH. That is not the replacement rate.
Dr. CAMPRELL. No, sir.
Senator DANFORTH. We will have a lower population?
D1'. CAMPBELL. Yes, sir, eventually; many years hence.
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I realize that this is something you cannot predict with surety.
Only angels would not fear to tread into these areas of demographic
predictions of births and deaths. I do not think that when you
change the technological method and change the socioeconomic sur-
r'oundings, such as that many women are working today, more
women work than who do not work, that the historic trend line can
be followed. My major proposal which involves these data and which
my prepared statement covers includes the last chapter of my book
"Social Security: Promise and Reality" which will be out at the end

-the month.. Senator NELsoN. On the point that more women work than do not
work, are you saying that over 50 percent of the women in a specific
age group do work?

Dr. CA PBELL. The latest estimates of the Bureau of Labor Statis-
tics, September 15, 1976, which are projected estimates state that by
1990 there will be in the labor force 75 percent of women ages 20 to
24; 64 percent of women 25 to 34 years; 63 percent of women 35 to
44 years and 60 percent of women 45 to 54 years. In 1975, 64 percent
,of women 20-24, 55 percent of women 25-34 years, 56 percent of
women 35-44 years and 55 percent of women 45 to 54 years were in
'the labor force. As early as 1968 almost 70 percent of women were
entitled for a primary benefit based upon their own earnings. By
1990, which is less than 15 years from now, 80 to 90 percent of women
will be entitled to a primary benefit.

After all, to have a primary benefit, all you have to do is prove
that you have worked in covered employment for 10 years or 40
quarters over a lifetime. I agree with 'Wilbur Cohen that all jobs
should be covered; we should have universal coverage, everybody
covered. Then any jobs a woman holds would count for a benefit.

These labor force data are in point of time. It is well-known today
that about 90 percent of women have worked 10 years, 40 quarters,
earning $3 a week. However, not all earnings are covered earnings.
T he requirement of $50 a quarter means about 1 hour a week.

Over a lifetime all women except the disabled, very wealthy, or
women who may have had an extraordinary number oi children will
have worked that amount. If secondary spouse's benefits are phased-
out rather than taking the proposal initiated by the Advisory Coun-
cil in 1975 including the offset that Wilbur Cohen presented, then
thi Marci-,-1977, Supreme Court decisions would cost less. As long
ns some are covered and some persons are not covered, some people
will obtain undue advantage. If an individual is in Federal employ-
ment, or is working for the city of San Jose he would have a private
pension or a government pension of a different sort than social secu-
rity. It is the primary pension and should be offset against any
secondary benefit under social security.

I am in full agreement with Wilbur Cohen that the offset is second
best to universal coverage. This may not be viable. Then the prefer-
able solution, since you now have men and women entitled to benefits
equally, would be, over a 50-year period to phase out secondary
benefits. I would give a 10-year notice of phase-out over a 50 year
period to older widows and widowers; over a 30 year period, phase-
out of the retired spouse benefit.
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I would give notice to them. I do not think it is fair in any of
these items not to give notice. Individuals need the time to readjust
their retirement income plans. The Social Security Administration
priced out my proposal of the 30 year phase-out of retired secondary
benefit and the savings were almost 0.4 percent of long run payroll.

I think, under the present situation of the equal entitlement rights
being enforced in social security by the Supreme Court you might
even find savings close to 1 percent. I am not an actuary. Certainly,
under these circumstances, savings would be greater.

I would like to talk on decoupling. Bob B all brought that up in
great detail. I have been familiar with the system for a long time
,and it is true that the decoupling method proposed by both the Ford
and the Carter administrations is the same. It was also proposed by
the advisory council on social security and it would decouple, by
wage-indexing earned wages and also would maintain replacement
rat ios of benefits to earnings.

The consultant panel that was hired on a contract basis was made
up of actuaries and economists, and the chairman was Professor
Isiao. Its l)rol)osal printed August 1976 does not exactly do-I do not
think-what Bob Ball stated it would do.

What it does is index the earnings to the prices and then after one
retires, both of them do the same thing: index the benefits to prices
so that benefits keep up with the cost of living. Benefits at the time
awarded have not increased, however, with the entire growth in
productivity. It is a value judgment, whether you want the older
person to share in the growth of the real income as well as just main-
laining whatever status he had upon retirement.

This is a very much more complicated issue. I am in complete
agreement with the other two individuals who testified this morning.
It is important to decouple and to do it as fast as you can because
1he inflation is being counted (loul)le. I know that there is agreement
on decoupling, although maybe not in how you do it. Decoupling is
far less divisive than the other matters involved and it would save
about 4 percent of long run payroll under either method of indexing.
The Panel's method would save more.

So that is my first priority, to separate that out and get it through.
Senator NELSON. The way the administration proposes?
Dr. CAMPBFLL. I would *prefer it the other way. If you had to do

it the way the administration recommended, pass it just to get it
through. We are getting deeper into the hole today because inflation
is being counted double.

Also, deflation; that also would be counted double. If there is
added on $30-odd billion of increased labor costs upon employers
which is what the proposed separation of the tax rate on employers
and employees-this is an unique idea-would do, then you would
have a potential, in my mind, of deflation, because no employer pa y s
that out of his profits any longer than he hias to. HIe passes that
along.

le fires some people, if lie can. If lie cannot, he just does not rehire
when somebody quits. The next timely he comes up for wage. bargain-
ing he does not give as high a wage increase as he might without the
increased tax. It comes out of wages or employment or, the last
resort, lie will raise prices but the employer does not pay it.
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No economist that I know would argue that, in the long run, the
employer has not shifted the payroll tax on to the general public
either as a worker or as a consumer and, therefore, I think that
would be very deflationary.

Actually, the administration's proposal of May 9 admits this.
HEW's News Briefing states that "by postponing any form of in-
creased social security tax until 1979" we "avert the risk of impairing
the economic recovery this year and next." (p. 2) And the administra-
tion assumes that in 1979 unemployment will only be 6 percent or
less.

I would like to speak to the 6 percent trigger point because the
picture has changed.

If you look at unemployment data from 1947 on, in the United
States-

Senator NELsow. 1947?
Dr. CAMPBELL. 1947, because World War 1I upsets earlier data;

You have the armed forces, demobilization and labor force adjust-
ments.

Since 1947 there are only 2 years in that whole period in which
unemployment exceeded 6 percent.

Senator NEiSoN. From 1947 to?
Dr. CAMPBELL. 1975.
Those two years were 19.58 and 1961 and unemployment was- at

6.8 and at 6.7 percent, respectively. Those are decidedly lower figures
than today's. In 1975, it was 8.5 and 1976, 7.7 percent.

However, in 1958 the real gross national product had fallen
slightly. In 1975, the real gross national product had not fallen;
although it did not increase by much. In 1976, it did fall.

All the other data that an economist looks at do not point to as
high a level of unemployment as we are getting. The big question is
why?

Uniquely, we have been in a period of rising employment and
rising unemployment. Some people have argued that women entering
the labor force has caused a great deal of unemployment. If you loon
at the data, this is not so.

These women are being hired because the service industries are
expanding, and it is in the low-paid service industries where women
work.

Then others say, unemployment compensation benefits are a little
higher than they used to be, or let us say, their duration is slightly
unemployment rates are as high as the 8 percents and 7 percents in a
longer. That is true. That does not seem to explain entirely, why
period where there is not a substantial fall in economic expansion.

According to a recent article, the high measured rates of unem-
ployment may be explained, in large part, "by a new class of indi-
viduals who are either largely unemployable or have no need or
desire to work but who, to qualify for various welfare benefits must
officially register for work and therefore are not counted in official
unemployment statistics."

These benefits include those under the Food Stamp program, Aid
to Families with Dependent Children, general State welfare assist- -
ance, Railroad Unemployment Insurance, Trade Readjustment Al-
lowance, and other Federal programs.
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These carry an explicit work registration requirement as proof of
eligibility. I read in the newspaper recently that a congressional
committee is considering to make these requirements even stricter.
. If this analysis is true, then the 6 percent trigger point is not
defensible. Once you select any trigger point, 6 percent or 8 percent
or 5 percent, you inust continuously defend that trigger point.

Senator NmLsox. Who is the author of the article?
)r. CAmPBELL. The authors are Kenneth Clarkson and R. E.

Meiners. It is cited in my prepared statement. It apparently is not
pIblished yet. It is called, "Inflated Unemployment Statistics: the
effects of welfare work registration requirements" presented at a
Iuiiblic Choice Society meeting in New Orleans, March, 1977.

It looked to me as if it were a well-done study. It concerns mc. I
think it will concern you.

The problem of the employer paying on a different tax base and
thnus the eml)loyee does not receive higher future benefits has already
been discussed this iuornin. I do not want to go into this, beyond
stating that the two-worker family, both husband and wife each
earning the maxilium base, would pay annually over $3,500 in social
security taxes I)3 1985.

Senator Nm:Lso,. Under the administration proposal ?
1)1'. C.InrIPELL. Under t lie administration l)roposal.
Senator NELSON-. They do not increase t he ase.
Dr. C.AHI'BELL. The base would be u) to $30,300 )y 1985. If I

earnedl $30,300 and my husband earned $30,300, and I use the 11.7-
percent rate, one-half of it is 5.85 percent and that is a total of direct
taxes of $3,545 for both husband and wife. I use that rate although
,.ome pays for hospitalization at 65 years and older, because I cannot
choose what I pay. I have to pay the whole rate and my employer
also has to pay a matching 5.85 percent. The grand annual total is
$7.090.

I would like to select. some benefits out of the whole package. I
could get a better private annuity,/because I am entitled only to one
benefit, either a primary or a secondary benefit. As a married, work-
ing woman who has been paying in for well over 30 years, this lack
of return as compared to the nonworking married wonan bothers me.

If you accept the fact as do economists that this is a pass-along
tax and the employee pays it, I think that the rationale of the sepa-
ration of the two rates o tax, employer and employee, was not fully
explained by others this morning. An increase in the rate of the
emmplover's tax would not account for a future increase in the benefits.
I think that another rationale is the possibility that you might fool
the public to believe that they are not really paying it, if the em-
loyer pays it. In 1976, 16 percent of all houiseholds had incomes-

not. just earnings, that data are hard to get--of between $15,000 and
$20,000, 10 percent between $20,000 and $25,000. So therefore you

get the working, middle-income person who has children to raise,
who may not have many househo durable goods, definitely does not
own a lhome freb of mortgage as do many older persons, paying the
taxes to support the retired aged person who on the whole, is pic-
ture,1 as poorer than the statistics show that he or she is.

There are some disabled, old people, but Alice Rivlin, Director of
the Budget, CBO, has stated that only about 5 percent of the U.S.
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population are poor, because our welfare programs are working so
well

The Social Security Act was passed in 1935. Since then, there has
been a tremendous growth in welfare programs, and we are paying
aged persons a tremendous amount of money taxed out of what is
believed to be a shrinking labor force of working younger people.

Supplemental security income that some newspaper columnists
seem to think is part of social security but it is not, is a welfare
program. SSI pays the aged a considerable amount of money andi I
have the data in my prepared testimony. I can quote them, if you
wish.

Senator NELSON. Go ahead.
Dr. CAMPBELL. In 1975, the Federal Government paid income

security benefits of $6-5 billion in cash. $16 billion in kind, a grand
total of $81 billion to the aged. Of these dollars, only $7 billion are
clearly, entirely welfare payments. Fifty-two billion dollars are social
security payments, but these because of dependency benefits and
heavy weights for low average covered earnings encompass welfare-
type payments. These are not purely welfare payments. In 1976,
SSI Federal and State payments to about 2.2 million persons aged 65
years and over were atolit $3 billion. Total Federal welfare pay-
ments to aged persons were over $. billionn* and to this amount State
payments should be added. My objection to the administrations
proposal to make all spouses' benefits depend upon the means test, is
then that the social security system, if it is also fiance,1 in part froli
general revenues, becomes a welfare program.

If entitlement to secondary spouse's benefits are going to have tc
depend on proof of support, that is one-half of one's income, not
just earnings, over the 3 years prior to the retirement of the primary
worker, that is a means test. I remember being on the A(lviso.-mv
Council when this approach to equalizing dependency benefits of
minen and women caine up. I asked to see the form, which men had ta
fill out.

After several hours, SSA found the form, and the Council unani-
mously voted down that particular method of equalizing entitlement
rights for men and women for secondary benefits. As I recollect, the
reasons were the same as Wilbur Cohen mentioned: that the adumin-
istrative costs are extraordinarily high. You have to check on people.
You have to get accurate income -data.

It is well known, and substantiated again in imy p)realred test i-
mony, that the underreporting of inconie is very inuelh in evi(lence
when you g't something in return for underreporting. Ihere the
return would be very great.

There are statistics developed by the V.S. Government, for what-
ever they are worth, that check, ))v using indepen(lent sources, on
how much people underreport income. If it is income fmom wages
and earnings, it is only 97 percent. If the unemployment benefit
(lel)ends on it, the underreporting is 63 percent. The precisee figures
and the source are in my prepared testimony.

This worried ine. ]eople are willing to cheat to obtain benefits. I
would prefer a l)hase-oit with due notice of all spouses' benefits.

* Source: U.S. Special Analyses, Budget... Fiscal Year, 1077.
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That would eventually save the systeih. I do not think many women
would object. They would be treated by the social security system
the same as men are. They would get a ten year notice of a change,
which is preferable to the Administration's proposal to change en-
titlement rules without a prior notice that would hive time for indi-
viduals to adjust.

I would suspect, if the Social Security Administration were asked
to check, that today, over 80 percent of women are entitled to a
primary benefit. Moreover, since full time working wouen earn, ol
the average (median), only 57 percent of the average of the annual
income of what a male earns, most of them will get those greatly
weighted benefits for low earners over a lifetime. This would also
be true for part-time workers and intermittent workers. Wonlen
more than men work part time and go in and out of the labor force.

There is a 130 percent weight on the benefit corresponding to the.
lowest lifetime average earnings.

Since many women go in and out of the labor force to have chil-
dren, they especially get the benefit of that weight. From many
points of view, the United States may not want to have an ultimate
birthrate per woman that is much beyond 2.1 children. However,
married women who work believe that the tax laws discriminate
against them because their income taxes are higher and their social
security benefits are lower. Therefore, they may work less and have
more children. There is nothing in the administration's prol)osal that
corrects the inequity )etween the married woman who works and the
married woman who does not work.

All it has (lone is recast the inequity into one between the two-
worker family and the one-worker family, because labels by sex were
removed by the Supreme Court. If two people earn the same covered
income in 60he family, that is up to the maximum base, ul) to $16,500
then upon retirement, they receive less than (loes a one-worker family
of identical ages and covered earnings record. Correction of that
ineuity should be made.

'1he social security prorani I believe should be considered within
the whole tax system anT( within the welfare system. This is not a
small program. Annually 33' million people receive benefits. Over

TOO million people are taxed to pay for these benefits. You cannot
continue tinkering with it.

Thank you. I will answer any questions.
Senator NELSON. Senator Danforth ?
Senator DANTFORTI. In a nutshell, your proposal is what ?
I)r. C.A[.- r. Immediate decoupling by whatever method you cal

get agreement on. Longrun phase-out of secondary spouse's benefits;
a 50-year period with 10-year not ice for survivors, widows and wid-
owers. A 30-year period in which you can play around with how you
exactly would (10 it for a retire(] spOuse.

What can you (1o about divorced persons?-the Supreme Court
presumnably would rule that the divorcedd male would be entitled on
the same basis as the divorced female. There is a 20 years of miar-
riage entitlement rule.

That, in a nutshell, is my proposal.
Plus, and I think this is important, that you have universal cov-

erage because unless you have universal coverage, you play the sys-
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fern for what it is worth. Anybody who has a half a brain knows
how to do it. You work for $3 every week and every 13 weeks you
earn enough for one quarter-$50. Have a daughter who modeled,
for example, one day. She would be covered for one quarter, that is
if she were old enoIgh.

I also, incidentally think of the complaints of a 16-year-old that
she is taxed. These taxes do not count toward her. benefits until she
is 21. That is a very hard one to enforce.

I was not aware, may I state, until very recently that children
who are 16 are supposed to pay social security taxes. I was on the
advisory council. I think that the law needs simplifying.

There are 13 looseleaf manuals that stretch across desks of people
who work for SSA and these employees use those mammals in order
to determine what you are entitled to and what you are not entitled
I o. It is incomprehensible to the average person.

The average person would appreciate simplicity.
Senator DANFOmRTHI. Thank you.
Senator NErLSO.N. Thank you very much for taking the time to

come. We appreciate your testimony.
[The prel)ared statement of Dr. Campbell follows. Oral testimony

continues on 1). 156.]
STATEMENT OF RITA RICARDO CAMPBEL, SrENIOR FEr.ow, HOOVER INSTITUTION,

STANFORD UNIVERSITY

SUMMARY

Rather than simplifying the social security system, the Administration's
proposal makes it for more complex, introduces a welfare test for entitlement
to wives' and widows' benefits, and would pay benefits out of general revenues.
If these proposals are accepted, social security will be in almost all respects
a welfare system.

To restore the system's financial integrity and the average person's belief
in its continued existence should be the major goals of social security reform.
Therefore, I am in favor of immediate legislation on some form of "decoupl-
ing" which would stop counting the inflation twice in computation of benefits.
There is agreement on this and it would reduce the long-run actuarial im-
balance by about one-half.

The Administration proposes use, retroactively, of a countercyclical trans-
fer of funds from general revenues to OASDI trust funds, whenever unem-
ployment exceeds 6 percent. It proposes to transfer billions of dollars from
the Medicare, Part A, hospitalization trust fund. They state that use of
general revenues makes unnecessary a reserve greater than an amount equal
to four months of benefits and thus arbitrarily reduce the OASDI trust fund
by $24 billion. The heavy use of Medicare, Part A, funds is over-optimistic
in view of rapidly rising costs of hospitalization. The reduction of the trust
fund to equal only four months of benefits is an interesting new approach to
sound accounting practice.

The use of a 6 percent unemployment trigger point is indefensible. Since the
new requirement of work registration was introduced in 1971 and 1972 for
entitlement to various welfare benefits (such as food stamps and aid tofamilies with dependent children) current unemployment rates are overstated.
Once any trigger point-six, eight or five-is set, then there is the task of de-
fending that particular level.

The Administration would tax total payrolls of employers, thus adding sub-
stantially to their labor costs, while the employee is taxed on covered earnings
up to $30.300 per year by 1985. Thus, for a two-worker family, husband and
wife, each earning $30,300 social security taxes would be $3,545 per year.
Economists are in agreement that employers do not pay increases in payroll
taxes out of profits but rather as fast as possible shift the tax primarily onto
their employees either through lower wage rates than otherwise would occur



or by hiring fewer workers and, secondarily, bY Incresg the prices tO'Pe
consumer.

The Administration would equalize entitlement to usese' dependency bene-
fits by imposing on wives and widows the one-half support test which, 4fltil

'the recent Supreme Court decisions, husband and widowers had to meet' for
'entitlement to secondary benefit#. This would yield '$2.6 billion cumuldtive
1978-1982. A bigger, more equitablQ gain would be realized if all government
workers were covered :-$8 billion in the first yea "of enactment. As long as
,some jobs are covered and others are not, and as long as earnings entitle-
ment is $3 per week, people can play the system for individual gain. This ts
unfair to future generations: .,our cl~ldren and graadchildren.

STATEMENT

Thank you, Mr. Chairman. I appreciate very much ,the opportunity to be
present here today. I am a, professional economist, .have I een a member of the
1974-75 Advisory Council on Social Security and am 'currently a Senior Fellow
at the Hoover Institution, Stanford University.

I am going to summarize my prepared statement which is based on the last
chapter of my book,- entitled "Social Security: Promise and Reality," that will
be published later this month by -the Hoover Institution Press, Stanford Uni-
versity. The statement contains my,plan for making the social security system
financially viable, at the same tipue, simplifying this unduly complex program
and giving greater equity to many of the over 100 million persons who an-
nuaUy pay taxes to support -social security and anticipate receiving social
,security benefits. It includes in-depth discussions of 'decoupling," tax base
and tax rates under social security, general revenue -fnancing, demographic
changes and effects, early retirement, secondary spouses benefits, need, for
coverage of all workers in the United States, and other matters that affect
the immediate and long-run financing of social security. I would like to submit
this statement for the record.

Because it was written in March of this year, my prepared statementdoes
not speak to President Carter's specific proposals of May 9, 1977. This I would
like to do now, and then just briefly outline my own proposal. .1

Unfortunately, the HEW briefing of May 9, 1977, and Secretary Califano's
testimony of May 10 before the I-louse, Ways & Means Subcommittee did:,not
reach me until Wednesday of last week, and I had to spend Thursday and

.,Friday by prior commitment in. Los Angeles. However, I have read these two
items and believe that they raise very serious questions as to the future direc-
tion of the social security system. I wish that I had had more time to study
and analyze them before my appearance today. I

There seem to be three unique aspects of the Administration's plan. First,
I will speak to the proposed use of a countercyclical transfer of funds from
general revenues to the OASDI trust funds whenever unemployment exceeds
6 percent. This transfer of funds is to be retroactive from January 1, 1975,
so that the short-run immediate deficits of the past two years and the current
year, 1977, would be made up. In 1975 and 1976, the OASI trust fund paid
out more dollars than the total of dollars from taxes and interest received.
The fund's total assets in 1974 were $2.4 billion greater than In 1976, when
it was as low as $35 billion or equal to only about six months of total benefits
payable. In 1974, the Disability Trust Fund's assets were also greater thap in
1976 and they had decreased by about the same amount, $2.5 billion-a rela-
tively greater decline to only $5.7 billion, also equal to about six months, of
total benefits payable. Without legislative action that trust fund will be.ex-
hausted in 1979; the other trust fund's assets by 1983.

The Administration combines these two trust funds and estimates that $117
billion are needed between now and 1982 to maintain OASDI benefits and an
"actuarially sound reserve fund." The Administration proposes to transfer $34
billion from the Medicare, Part A, hospitalization trust fund and from its
future tax returns.1 Additionally, it proposes to reduce arbitrarily the already
low OASDI trust fund by $24 billion, because it claims that use of general
revenues makes unnecessary a reserve greater than an amount equal to four
months of benefits. By use of this approach there remains only $59 billion

I .T. A. Califeno, .Tr. Statement before the Subcommittee on Social Security, House,
Ways & Means, May 10. 1977, p. 4.
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additional to raise by 1982. In 1955, the OASI trust fund equalled four times
the annual total of benefits paid out, and since then the funds 1uke diminished
to only one-half of one year's benefits, This does not mean, however, as the
Administration hag stated, that this is an acceptable level of reserve. Every
Advisory Council has recommended a much higher level and although general
revenues may appear to be Inexhaustible, a four months reserve implies con-
gressional action effective within a four-months period.

It is proposd to obtain the needed additional short-term funds as follows:
Billion

From general revenues -------------------------------------- $14.1
From the increased base on which the employer tax is imposed ------ 30.4
From the increased base on which the employee tax is imposed ------- 3.5
From a "shift of medicare tax rate" ------------------------------ 7.2
From an increase in self-employment tax rate ---------------------- 1.2
From an imposition of a one-half support test for entitlement to all

secondary spouse benefits ------------------------------------ 2.6

Total ------------------------------------------------- 59.2
However, the above data of the May 10, 1977, testimony are not clear to me.
On page 4 of that testimony a reduction of "$117 billion to $83 billion" is ac-
complished by "retaining the scheduled 1978 and 1981 Hospital Insurance (HI)
tax rate increases and reallocating part of the additional funds into the OASDI
program .... " Yet, on page six the $14.1 billion are footnoted as "new revenues
initially going to hospital insurance (HI) fund but reallocated to cash benefit
funds through transfers of the HI tax rate." Additionally, the $7.2 billion are
identified as from a "shift of Medicare tax rate." Precisely how these three
items differ, that is, the $7.2 billion from the previously mentioned $14.1 billion
and the first mentioned $34 billion transfusion from Medicare, is not clear. They
total $55.3 billion, apparently all from Medicare, Part A fund, and these then
appear to be replaced by general revenues.

Because of the size of the imbalances, the present social security system is
clearly ". .. at a crossroads. It must either be restructured to conform to the
initial dominance of insurance (individual equity) concept or, on the other
hand, be allowed to complete its progression towards a welfare system and be
financed out of general revenues." I

Since the passage of the Social Security Act over forty years ago, there has
been fa great expansion in the United States of welfare benefits paid by the
federal government to the aged, $65 billion in cash and $16 billion in kind-
a grand total of $81 billion in 1975. Because of this growth in welfare programs
and the maladministration of these programs, such as of the cash social service
grants to the states and the recently exposed provider abuses in the "in-kind"
M edicare and Medicaid programs-I select the first option of increasing in-
dividual equity and reducing the emphasis on welfare.

General-revenue funding is the accepted method of financing welfare or assist-
ance benefits. Its use here would imply to many individuals that persons should
meet a means or needs test in order to receive a social security benefit, and in
fact the Administration's proposal would use a means test for entitlement by
spouses to secondary benefits. It would be preferable to have the secondary
benefits to spouses, but not those to children or to aged parents, phased-out over
a long number of years. If welfare for some older persons is needed, benefits
under the now established Supplemental Security Income (SSI) program are
available. Even if the present system of indexing social security benefits is cor-
rected by "decoupling" so that inflation is counted only once, and if all Jobs
were covered so that the very heavily weighted benefits (130 percent) go only
to those with low lifetime earnings, the anticipated, long-run demographic
changes still compel a drastic restructuring either to eliminate gradually some
portion of the welfare type benefits, -or to enact a very substantial increase in
revenues.

To make up deficits even with some limits through general revenues, which
after all are revenues derived from some other types of taxes paid by individ-
uals, would tend, I believe, to hide the true costs of the system. Because our

9R. R. Cnmpbell. "Social Security: Promise and Reality," Hoover Institution, Stanford,
1977, p. 302.



133

population is aging, general-revenue funding of so-called earned benefits will
absorb funds that under alternative options would be available for only those
really in need. Here I would-like to quote one paragraph from my forth-coming
book.

"Proponents of general revenue funding usually state that they would use
only revenues from the progressive income tax, and thus equity would increase.
Every group that proposes a program requiring large amounts of federal gov-
ernment money lays claim to the progressive income tax revenues. An examina-
tion of the income tax structure indicates that this route has only a very small
potential of new funding without so increasing the rate of income taxation on
low and especially middle-income persons that they will tend to reduce the labor
supply and thus affect negatively the size of the gross national product. This
route is the one that Great Britain has been following with such disastrous re-
suits in recent years."'

There are, of course, other types of taxes that could be earmarked for social
security benefits. The inheritance tax yielded $11.4 billion in 1974. A value-added.
tax would yield sizeable revenues but also high prices to consumers. Use of
Medicare, Part A, hospitalization funds, I consider to be a mere subterfuge'.
and, moreover, as a past member of the Health Services Industry Committee
of Phase II and an conomist, one of whose specialties is health care, I have
little faith that hospital costs can and will be contained in the near future.

The Commerce Department has just announced (June 6, 1977) that the gov-
ernment debt during each of the past two years has increased and by 26 per-
cent in the year 1976. The total net federal debt outstanding as of March 1977
is $668 billion.' To use genera, revenues to correct the imbalance in the social
security program will not change these data but merely shift deficits from one
place In the budget to another.

To affect the federal debt, more money must be raised by taxes, or spend-
ing must be cut or new money as through the Federal Reserve be added to
the money supply. -The latter creates inflation and will hurt most those per-
sons on fixed incomes. OASDI does not transfer income from rich to poor,
but rather from working younger persons, often with low or low-middle in-
comes and few assets, to non-working old or disabled persons. Some of the
nondisabled aged, and most are nondisabled, have income from interest,
dividends and rents and the majority of this group have assets in the form of
homes free of mortgage and automobiles and other consumer assets free of
debt. The social security system is an ineffective instrument, as presently
structured, to redistribute income from rich to poor.

The six percent unemployment trigger point also concerns me. Data since
World War II and its immediate aftermath show from 1947 until 1975 that
in only two years, 1958 and 1961, was unemployment at a higher percentage
point than 6 percent of the labor force, and than it was 6.8 percent and 6.7
percent, respectively. Yet, civilian unemployment as a percentage of the labor
force was 8.5 percent in 1975 and 7.7 percent in 1976; higher levels than in
every preceeding year since 1947, and economic expansion as measured by the
gross national product, corrected for price changes, actually occurred in 1976,
and the real GNP declined only slightly in 1975.

Uniquely the level of employment as well as of unemployment has been
increasing during 1975 and 1976. Past relationships among the level of em-
ployment, the rate of civilian unemployment and GNP do not imply unemploy-
ment rates as high as they have been in 1975 and 1976, but rather rates closer
to 4.5 or 5.0 percent. Some claim that because women are entering the labor
force at an extraordinary rate higher unemployment is to be expected. But
women are also being employed at very high rates because of their concen-
tration in jobs of the expanding service industries. Another common explana-
tion of today's higher level of unemployment is the easier availability and the
higher levels and duration of unemployment compensation benefits.

More recently some economists have linked high unemployment rates to the
June 1972 requirement of work registration for AFDC benefits and the 1971
requirement of work registration for entitlement of food stamps. A recent
article states that-

S... the high measured rates of unemployment can be explained in large-
part by a new class of individuals who are either largely unemployable or

3R. R. Campbell, ibid., p. 303.
'Federal Reserve Board, San Francisco Office.
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Nive no need'or desire 'to ,work but wlho, to qualify for various welfare,
benefits, must officially register for work and. therefore are now counted In'
Racial unemployment statistics. These benefits include the food stamp pro-.
gram, aid to families with dependent children (AFDC), general state welfare'
assistance, railroad unemployment insurance, trade readjustment allowance,
and other federal programs 'including general aid to Indians. Each of these
Programs contains an explicit work registration requirement as a condition
of eligibility.'
'If this analysis is true, use of a six percent trigger point.is not defensible.
Moreover, once any trigger point---six or eight or.five percent-is set, then'
ere is the task of defending that particular level,' which has been selected.

'Another unique proposal of the Carter Administration is to have the em-
ployer pay social security taxes on a much higher base salary than that on
which employees pay the tax. The proposal would phase-in by 1981 elimina-
tion of any ceiling on wages of individual employees on which the employer
pid social security taxes. The Administration would add to the wage base on
which employees pay OASDI taxes a series of $60 increases above those
already scheduled so that the annual base for employees' t xes would rise to
$30,300 per year by 1985. A two-worker family (husband and wife) each
earning the maximum thus would pay directly $3,545 per year and indirectly
an additional $3,545 for a total of $7,090 annual social security taxes. This"
computation uses the 11.7 percent 1977 tax rate of OASDHI, because in-
dlviduals cannot elect to pay only a portion of the tax.

he rationale appears todbe twofold.' By this means it may be possible to
airend the Act so that the computation of social security benefits uses only
those'base earnings on which the employee pays the tax. This would reduce
the effect of the entire elimination of any ceiling on earned income when
e9biputing future social security benefits of highly paid earners. Currently,

enever the earnings base is Increased, the future benefits, which are based
on total covered earnings, are also automatically increased. However, this
unlque distinction would widen the tax inequity between persons with earned
incomes and unearned incomes, and also between persons working in covered
employment and noncovered employment. As I state elsewhere, compulsory.
coverage of all jobs without exception is needed if the public is to accept

- taxes only on earned Income to support this program.
Moreover, in respect to employees paying on as high a base as $30,300 by

1985, I believe that the following data are pertinent. In 1976, 16 percent of
all households had Income (not just earnings) between $15,000 .and $20,000,
and 10 percent between $20,000 and $25,000. Of all U.S. families in 1974,
28 percent had incomes between $15,000 and $25,000. Therefore, this part of
the proposal would decrease the disposable Income of middle-income workers
who generally spend It, as do most of the aged receiving social security bene-
fits. It would also, however, Increase the level of their future OASDI benefits
to a much higher level than they otherwise would have been. Thus future
generations, more specifically our children and grandchildren, will be taxed
stibitantially more to support these higher benefits.

The other reason for the unique proposal that the employer pay social
security taxes on his total payroll may be because the Administration believes
that the general public is unaware that payment by employers of higher taxes
on payrolls does not for any meaningful period of time come out of profits but
rather is paid by lower than usual increases in wages or fringe benefits,
greater substitution of capital for labor resulting in lesser employment, higher
prices to the consumer, or most likely some combination of the above. The
Administration estimates that the proposed increases in tax base would re-
quire employers to pay an additional $30.4 billion over the four-year period,
1179-1982, an amount that they will shift on to others. Employees will be
taxed an additional $3.5 billion over the same four-year period.

The economic effects of such a high tax is deflationary. That the employer
sends the government the check Is largely irrelevant because this is merely
the mechanism of payment. The employer will shift any payroll tax either
onto his employees or would-be employees or shift it forward onto the con-
sumer. The Carter Administration admits the deflationary impact of increases

aK. W. Clnrkson and R. E. Meiners. "Inflated Unemployment Statlets, the Effects
of Welfare Work Reistration Requirements," presented at Public Choice Society meet-
ing, New Orleans, March 1977, pp. 6 & 7.
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in payroll taxes when it states in support of general revenue fundings th#t
it will "Avert the risk of impairing the economic recovery this year and next,
by postponing any form of increased sociaL security tax -until 1979." * The
Administration also assumes that unemployment will be below six percent, in
1979 despite anticipation by business of higher payroll taxes during the next
few years.

I am in agreement with many others that decouplingg," whether by wage-
indexing or price-indexing, should be legislated as soon as possible. The longer
the delay, the greater the financial hole we are digging because since the
effective date of the 1972 amendments inflation is counted twice in the com-
putation of benefits-and if there were deflation, as there well might be it
these payroll taxes were passed, it would be counted twice. Because of the
substantial agreement in this specific area, I suggest that steps towards im-
mediate legislation on decoupling be taken rather than waiting for agreement
on other, more divisive matters. Both methods of decoupling would tie benefits,

6 once awarded, in identical fashion to the cost-of-living index. Wage-indexing
was supported by the 1974-75 Advisory Council and also by the Ford and
Carter Administrations, while price-indexing was proposed in August 1976 by
a panel of experts: economists and actuaries who had the benefit of -earlier
analyses and the expertise and time to develop that which I, a past member

0 of the Council, believe to be a more viable system. The main difference between
the two is that wage-indexing freezes the current benefit-earnings ratio while
price-indexing lets benefit-earnings ratios fall when real wages are increasing
and rise when real wages are falling. Either method would eliminate erratic
future increases in benefits computed under the present formula. Benefits that
exceed recent earnings, as the inflation continues, will induce even larger
numbers of workers to retire on an actuarily reduced benefit. This means that
the ratio of beneficiaries to workers will increase. My preference for the
Panel's method is because replacement ratios have already risen substantially
and price-indexing does not assume that whatever replacement ratios exist
when decoupling becomes effective are the "correct" ratios irrespective Of
recent erratic increases. Dr. Hsiao, head of that Panel, is scheduled to testify
on June 24, 1977, and he could answer more detailed questions on this matter
better than I.

The long-run deficit of OASDI was estimated by the 1976 Trustees Report,
intermediate assumptions, at 7.96 percent of taxable payroll; in the 1977
Report, 8.2 percent of taxable payroll. "DecoupliUng," if enacted soon enough,
should about halve these deficits.

Decoupling leaves a long.run deficit of about 4 percent of payroll and a
short-run deficit of several billion dollars. One specific proposal, that is not
likely to be made by persons who work for the government but which would
increase substantially the revenues in the first year, is compulsory coverage
of all who work. About 8.8 million workers, or 10 percent of the regular labor

- force of about 85 million in 1975, remain outside the system. Of these, 6
million are government workers, about 2.5 7 million federal, and 3.5 million
state and local. Coverage of federal employees would yield annually, accord-
ing to an SSA estimate based on 1974 data, $8 billion. No federal government
job-from the lowliest clerk through the upper cabinet levels--is covered, and
therefore those holding these jobs escape that part of social security taxes

a used to help the already aged, those with much lower than average monthly
lifetime earnings, and surviving children. This exemption of government
workers adds to the distrust by the public as to the viability of the system
and creates resentment when their social security taxes are increased. The
long-run savings of covering federal employees is about 1 of one percent of
payroll.

I agree with the Administration that there are hard choices to be made
and acknowledge that predictions over 75 years hence are at best informed
guesses or what used to be called a "guess-estimate." The long-run imbalance
is largely dependent on the demographic trends in births, deaths, marriages
and divorce rates: areas of prediction in which only angels usually dare
to tread. Yet it is in these demographic areas and in changes in the labor
force where the origins of the long-run imbalance occur. By 2030, if there are
no changes in the law, intermediate assumptions yield the estimate tbat 24

* HEW Press Release, May 9. 1977, p. 2.
'Full-time equivalent federal employees were 2.9 million in 1974.
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percent of total taxable earnings in covered employment will be needed to pay
the benefits. This could be reduced by decoupling, if by the wage-indexing
method to 19 percent and if by the price-indexing method to 12.5 percent.
The year 2030 is 53 years hence. In 2007, those persons born in 1945, part of
the post-war baby boom, will be 62 years old and those working will be smaller
In numbers, reflecting the low birth rates of recent years. The serious financial
squeeze starts then. The demographic trends, I believe, are generally unfavor-
able and my book analyzes this in considerable length. During the 1960's and
until 1977, the birth rate fell to the lowest levels in U.S. history since the
1930's depression. For the first time the birth rate fell during prosperous years.
For the first time women are deciding how many children they will have.
Although some slight rise has occurred in recent months, it is my belief that
2.1 births per woman are unlikely. Data on numbers of children per family
show that large families are becoming very rare. To-what precise degree
young women have postponed births is still unknown, but iII all countries
where the labor force participation by women has increased, birth rates have
fallen.

My major proposal to ease the financing is to recognize that there have
been major soclo-econotnic changes since 1935, to recognize the extraordinary
increase in the number of women who work, and also to recognize the decline
in the rate of marriages and of births and the increase in rate of divorces.

The Bureau of Labor statistics estimate (September 15, 1976) that by
1990, 75 percent of women age 20 to 24 will be working; 64 percent of women
25 through 34 years; and 6,3 percent of women 35 through 44 years. As early
as 1968 almost 70 percent of women were entitled to a primary benefit based
on their own earnings. By 1990, less than 15 years hence, over 90 percent of
women will be entitled to a primary benefit. The data which I have just quoted
refer to women working at a point inI time, rather than women working during
a lifetime. It has been well documented that over 90 percent of women work
during their lifetime and if all work was InI covered employment, it is
inconceivable to me that within thf. next 30 years there would be more than
10 percent of women who have not worked for at least 10 years, the forty
quarters required for entitlement to benefits. As long as the ridiculously low
amount of $50 of earnings per quarter counts as coverage, it does not take
much ingenuity to meet the earnings quarter requirement without really
working. Fifty dollars a quarter is equal to about $3.00 a week or one hour
of work a week, at today's wage rates.

I propose that retired spouses' secondary benefits be gradually phased out
over a thirty-year period and that surviving spouses' secondary benefits be
gradually phased out over a fifty-year period. A longer period Is needed for
surviving spouses because of the much greater life expectancy of women and
also of men, at age 65 today, 17.9 years and 13.7 years, respectively. This latter
phase-out has not been actuarially priced out. although I have asked the
SSA actuary to do so. The Social Security Advisory Council estimated that
the phase-out over a 30-year period of retirement benefits would save the
system 0.39 percent of long-run payroll. A phaseout of surviving spouses'
benefits would save more because the surviving spouse receives 100 percent

-of the primary benefit while a retired spouse receives one-half of a primary
benefit. It is noted that the initial Social Security Administration's estimate
of my proposal vould have been much higher today because it would also
save costs of secondary benefits payable to male spouses on the same basis as
paid to females. The Supreme Court in March 1977 equalized entitlement by
sex to dependency benefits. All estimates quoted do not take this additional.
sizeable cost into account. These decisions, which I had predicted. make my
proposals more feasible. Additionally, my argument for phasing out all
dependency spouses' benefits is greatly strengthened by consideration of the
impact of the Administration's proposal and Secretary Califano's explanation
of how he would implement it as given in testimony, May 10, 1977, before the
Suwommtlee on Sw'ial Security of the House Ways & Means Committee.

The Administration would permit a spouse to collect a secondary benefit
only if "he or she earned less than one-half of the couple's total income
In the three years prior to the application for benefits." (pp. 10. 11) In effect,
the Administration is proposing that the one-half support test previously re-

* Quadrennial Advisory Council on Social Security Reports . . ., March 1975, p. 146.
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q'uired of male spouses now be extended to female spouses rather than allow-
ing continuation of the current situation where no means test is required for
entitlement by either husband or wife. The Advisory Council on Social
Security considered the Administration's proposal as one alternative which
would equalize by sex entitlement to dependent spouse's benefits and turned
it down, as I recall by unanimous vote, because it would Involve ". . . the
necessity of innumerable detailed investigations of personal circumstances and
individual determinations of dependency for both men and women, as would
be necessary if women were required to prove dependency as men now do.
S. .,,0 In other words, the Council members who looked at the several page
report form required until the Supreme Court decisions of March 1977 for
male spouses to fill out to prove one-half support from their wives was un-
desirable for all female spouses also to fill out. The form is in effect a means
test. It is clostly to administer fairly a means test of this nature because
individuals tend to forget or under-report income, especially when receipt
of other income depends on the number of dollars that they report. For
example, the Bureau of the Census states in its recent issue of Consumer
Income (P.60, March 1977) that "under-reporting tends to be more pro-
nounced for income sources that are not derived from earnings, such as social
security, public assistance, unemployment compensation, etc. . . . In 1975
Income from wages or salary was 97 percent of independently derived ad-
ministrative sources. By contrast, 1975 income from social security payments
to beneficiaries was approximately 91 pW'rcent of independently derived esti-
mates; income from aid to families with dependent children . about
73 percent . . . and income from unemployment compensation . . about 63
percent." 10 Obviously, the greater the reward for under-reporting income, the
more it is unreported. The reward for under-reporting income in respect to
a spouse's secondary social security benefit can be expected to be relatively high.

Moreover, the Administration's proposal apparently is to take effect im-
mediately upon passage and allows no time for those spouses who may he
made ineligible to whut they have previously been entitled to adjust to the
unforeseen reduction in retirement income.

The Administration's proposal leaves in place the existing inequity based
on benefits to taxes between working and non-working married women but
recasts it into an inequity between one-worker and two-worker married couple
families. It still would be true that all two-worker families whose total
covered earnings equal the annual tax base or lower, would receive less upon
retirement than one-worker families where one person earned in each year
an amount identical to the amount by the two-worker family. According to
Secretary Califano's estimates, the anticipated savings from this proposal is
only $2.6 billion, cumulative 1978 through 1982. These are much smaller
savings than the $8 billion in the first year of enactment if federal govern-
ment workers were covered, and the latter seems to me to be a far more
equitable proposal. Moreover, the Administration's proposal would encourage
one partner of a marriage to retire three years prior to the planned retire-
ment of the other or alternatively to under-report earnings.

It is true that the Supreme Court decisions of March 1977 permit a male
who is not dependent onl his wife, to collect a secondary dependency benefit if
lhe has not been working in covered employment. It has been true for many
years for a wife who under similar circumstances is not dependent on her
husband to collect a secondary benefit as long as she has also not worked
in covered employment. The inequity occurs because some jobs are not covered
by social security an(l others are. Therefore, individuals can play the odds
so that they can maximize heir returns. As long as there is no universal
coverage, either one has to have some type of means test as the Administra-
tion proposes or this expensive loophole exists. The 1975 Advisory Council
recognized this and proposed a minimal means test which would not involve
income other than earnings and that proposal was that any pension earned
outside of the social security system should be offset against any spouses'
secondary benefit to which they may be otherwise entitled.

Rather than simplifying the social security system, the Administration's
proposal makes it far more complex, introduces a welfare test for benefits and

'Quadrennial Advisory council on Social Securlty Reports . . ., March 1975, p. 27.
' U.S. ireaut of the Census, Consumer Income, Current Population Reports, Series

P-60, No. 104, March 1977, p. 4.
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proposes to support benefits out of general revenues. If these proposals are
accepted, social security will have become in almost all respects a welfare
syq rem.

I s also important to recognize that over the past 42 years the United
States has already developed a welfare system which, although it is more
costly than it should be, partly because of fraud on the part of both providers
and consumers, has been successful in greatly reducing the numbers of poor
in this country. According to the testimony of Alice RivIln, Director of the
Congressional Budget Office, the number of poor are now only about 5 percent
of the total population. To estimate the numbers of poor is tricky, as I am
sure you are all well aware, because of the different definitions of who is
poor and the different measurements of income. It is clear however, that the

---number of poor has been declining and that in general the poor are not
people who are working but are those among us who unfortunately are ill,
disabled or a few who do work and have large numbers of children. This
latter group is a declining one. It is true that if all spouse's benefits were
phased out, there would be some additional individuals who might be defined
as poor, but their numbers should be small as there are few people in today's
world of inflation who have not worked or will not have worked by 2007,
30 years from now, at least forty quarters during their lifetime. This state-
mebt, of course, would be even more true for 2027.

The total of all contributory and noncontributory federal government pro-
grams for income assistance in 1976 amounted to $139.5 billion, or about one-
hird of the total U.S. budget. Nearly $73 billion of this or about one-half

wap paid out by the social security system. Social security because of its size
has important economic effects on the distribution of income and on labor supply.

I- owever,
'"The unwieldy, self-conflicting, and incomprehensible body of regulations of

the frequently amended law leads the average person to frustration. The
Individual finds it difficult to understand either the underlying, hopefully
logical concepts or, on the practical side, to estimate what he or her retire-
mennt benefit five, ten, or more years hence, will be." "

To restore the system's financial integrity and the average person's belief in
its continued existence should be the major goals of social security reform.

Many people covered by social security today protest that the system is
inequitable.

"To continue the past policy of tinkering with diffrent aspects, major and
minor, in order to correct one inequity by creating another, all for the sake
of *olitical compromise, is no longer acceptable to the younger generations who
wiN1 be paying the bill.""2

- [Proof copy-Chapter 10-"A Plan for Reform"]

[From forthcoming book, "Social Security: Promise and Reality"]
(By Rita Ricardo Campbell, Senior Fellow, Hoover Institution)

A PLAN FOR REFORM

the key problems faced by the social security system have now been dis-
cusqed. Summarized below are my recommendations on the social security
program with regard to: (1) coverage; (2) financing; (3) benefits (balancing
social adequacy and individual equity, for both men and women) ; (4) retire-
ment age and the retirement test; (5) simplification of the system.

COVERAGE AND ENTITLEMENT AMOUNT

As soon as possible, all workers should be covered by and required to
participate in the social security system.

During 1975, about one hundred million workers had earnings that were
-taxable and creditable toward benefits. About 10 percent, or 8.8 million, of
the regularly employed labor force remained outside the system. For reasons
of equity no less than the necessity to alleviate the short-run financing prob.
leni, all workers should be covered. In "all workers" I would include ideally
government employees at all levels despite the probable legal hurdles.

11 R. R. Campbell, op. cit., p. 316.
1R. R. Campbell, op. cit., p. 317.
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There are many reasons why universal participation is a desirable goal.
-The 0 million government workers-federal, state and local-who comprise
the bulk of workers not now covered are not contributing their fair shage to
the redistributive, social adequacy aspects of the system.. fome 2.8 million
lederal-level officials and employees in the legislative, Judicial, and executive
brancho4;, as well as some state and local government employees, do not con-
tribute any part of their primary salary to the system's redistributive aspects.
Worse, they are also taking advantage of work in secondary occupations to
qualify for social security benefits-frequently, for those monthly minimum
benefits that are greater than the monthly average earnings taxed. Forty-
three percent of the current federal civil service annuitants also draw benefits
under social security. About one-third of these "double dippers" receive social
security minimum benefits weighted in such a way as to favor low-income
earners. The number of persons who will become eligible for such double-
employment benefits appears to be increasing. Proposals in Congress to inClude
coverage of federal employees naturally have been opposed by :!trong fedfjral
employee organizations.

In addition to the &5 million state and local government workers,,zot
participating In the system, increasing numbers of such workers now covered
are considering withdrawing from it. They have a triple incentive: reducing
the federal taxes paid by employer and employee; restructuring the benefits
package to eliminate some social security benefits; and using the money, so
retained to pay for higher benefits in private pension systems. (It is
recognized that securing mandatory coverage of state workers poses con-
stitutional states' rights questions that will be difficult to resolve.)

The revenues actually lost because of the current nonparticipants ano the
potential loss from the increasing number of social security dropouts impose
an unfair additional cost on those who have no choice but to remain covered
and pay taxes. Their nonparticipation cerates additional pressure to increase
the social security taxes paid by those who remain covered and by future
generations of covered employees. Covering all government employees-fedgrfl,
state, and local-would reduce the short-term cost of the system by 0.70 per-
cent of taxable payroll and the long-term cost by 0.25 percent. Universal coverage
would immediately increase OASDI tax revenues by about $8 billion annually.

The nonparticipation of government workers in a government-mandated
program Is creating more and more dissatisfaction among those participants
who have no choice but to participate. Particularly dissatisfied are healthy,
younger, unmarried workers in higher-paying occupations who know that they
could secure a better annuity under a privately run plan, and who value
less than older persons the coverage for permanent disability and anticipated
hospitalization benefits when 65 years of age (Part A of Medicare). Also
dissatisfied are many working married women and their husbands who believe
that the benefits are now being distril)uted inequitably.

The major argument against incl slon of government workers is that they
already have satisfactory pension, disability, and survivor plans. In 1975,
federal, state, and local governments paid out $21.6 billion in cash benefits
to 3.7' million persons under these plans.1 Obviously, some way should, be
found to integrate existing government retirement plans with social security.
Almost all employees of large companies also have what they generally believe
are satisfactory private pension, disability and survivor plans. Yet they fare
required to pay social security tayes that in many cases exceed their taxes
(in Income. Under many union-negotiated plans, and increasingly under other
private plans, the employer's premium to the private Insurance company falls
as social security payroll taxes rise. Integration of private plans with social
security is already occurring. :Other existing government 'plansF need to be
integrated with social security so that there Is a minimum of "double dipping."

Noncompliance by teen-age employees and their employers and the potential
high cost of attempting to enforce such compliance are arguments for not
requiring that social security taxes be paid by and for young people under
18 (the legal adult age), especially when they work for small employers.

Earnings before age 21 are not counted in computing benefits. Although
a few individuals under 18 in the entertainment world make a great deal of
money, they pay the progressive personal income tax on their earnings. Most
teen-agers make very little, and the law if enforced would dry up further the

I U.S. Department of THealtb. Education, afnd Welfare, Social Security Administration,
Research and Statistics Note No. 17,.August 20, 1976.
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odd jobs that are most open to them. The nuisance to the householder in filling
out forms for teen-age baby sitters, snow-shovelers, gardeners, etc., results in
noncompliance (often they are unaware of the requirement), and fewer such
jobs may become available. Knowledgeable and -unknowledgeable teen-agers
alike resent what they believe is an unfair tax. Young persons are not likely
to place a high value on income that they may receive in their old age. The
costs of enforcing compliance are probably too high to warrant continuance
of social security tax on the earnings of teen-agers under 18. This would be
true both of the administrative costs and of the teen-agers' resentment costs.

There should be an increase in the required entitlement amount of $50
total earnings per quarter, which represents earnings of about $3 per week.
The amount of earnings required should have some connection with the level
of wages in the 1970s. In 1935, $8 a week might have represented one day's
pay; in 1977 it represents one hour's pay. Such an increase could be looked
on as alternative or-better---complementary to not imposing the tax on work.
ers under 18. In 1977 the annual tax base was $16,500, or 51/2 times the
initial base of $3,000. The entitlement amount should become at least $200
a quarter, or four times the initial base; at most, it should be $300 or six
times the base. The advantage of this increase is that it would decrease the
number of double dippers without hurting the low-income earner. An increase
to $300 would require earnings of about $24 a week and one to $200 earnings
of about $16 a week. It is not known whether these two measureg-increasing
the entitlement amount and eliminating the tax on those under 18-would
result in an actual dollar gain to the system.

Universal, compulsory coverage would eventually prevent windfall benefits
to those whose primary work has been in the past in uncovered employment.
It would also increase the overall equity of the system, and help to keep
increases in social security taxes lower than they will otherwise be. At the
same time, the erosion of popular support for the system might be stemnined
by this and the other changes proposed. Admonitions to taxpayers by govern-
ment officials to "do as I say, not as I do" cannot be said to encourage popular
support for any government program!

TIlE FINANCIAL SOUNDNESS OF THE SYSTEM SHOULD BE RESTORED

By 1977, every recent group studying the current and anticipated levels of
OASI revenues, taxes, and interest on trust fund monies, and comparing them
with expenditures on administration and benefits, had predicted that, begin-
ning with calendar year 1976, payments would exceed income for both the
combined old-age and survivors insurance and the disability insurance systems.
Furthermore. the shortage was expected to increase in future years. By 1984,
unless legislation was enacted, the OASI trust fund seemed likely to be
exhausted.

The "intermediate set of alternative assumptions" in the 1976 trustees'
report on the OASI trust fund (see document 5.7) yields estimates of future
average annual deficits as follows: 0.82 percent of taxable earnings over the
period 1976 to 1981; 1.91 percent ov(,r the period 1976 to 2000; 6.85-percent
over the period 2001 to 2025; and 15.14 percent over the period 2026 to 2050.
Under the same set of assumptions, and without any corrective action, the dis-
ability insurance trust fund would he exhausted in 1979 and the assets of the
oldage and survivors' insurance trust would be exhausted in 1984. As of
early 1976, the latter reserve amounted to 8.5 months of the payout rate.

The reasons for an annual deficit in the old-age and survivors' insurance
trust fund have been detailed in previous chapters.' The total assets of the
OASI trust fund fell by about $2 billion from fiscal year 1975 to the end of
fiscal year 1976. The major factors causing the projected gap between outlays
and tax income were: (a) the inflation-fueled, cost-of-living ihneflt increases
mandated by Congress in 1972: (b) the unintended "double counting" of Infla-
tion in these benefits, also created by the 1972 amendments; (c) the failure to
match automatic benefit increases by an Increase in the tax rate: and es-
pecially (d) demographic factors, such as the declining birthI rate. The last-
mentioned factor deserves further comment. The replacement rate is 16.2

'None of the recent study groups had attempted to predict what additional costs
might he imposed on the system by the nccelernting withdrawals of state and local
government groups. The 1076 trustee's report on the trust funds admitted that they
could not take account of this new factor.
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births per 1,000. In the first half of 1976, the rate was 14.2 per 1,000. Even
if this rate increases slightly as the economy improves, a severe financial
strain on the system will occur as the so-called postwar babies retire and
receive benefits from taxes paid in the future by the relatively smaller labor
force produced by the first generation to use oral contraceptives.

During 1976 the death rate, according to the provisional data, continued to
--decline. In 1975 the general decline in the crude death rate was 3.3 percent

over 1974-for those 65 years and over, 4.4 percent. For diseases of the
heart the decline was 5.2 percent. Because heart disease is the leading cause
of death in the United States, it accounts for 44 percent of the 1975 drop.
It is difficult to predict advances in medical prevention, diagnosis, and treat-
ment of disease, but 1974 is the first year of decline in the crude death rate
sInce 1941, when antibiotics became commonly prescribed. The decline in the
1970s appears due to a combination of factors including declining infant
mortality rates, and a reduction of automoliie accident deaths generally
ascribed to the 55-mile-per-hour speed limit. However, the decline also reflects
reduction In deaths at older ages, and this is more unusual. If life expectancy
continues to increase, albeit slowly, at older ages, it will place a greater
drain on the trust fund than originally anticipated. In 1975 life expectancy
for males at age 65 was 13.7 years and for females 17.9 years.' In the "1939-41
period the comparable figures were 12.1 years for males and 13.6 for females.'
These amount to gains in average life expectancy at age 65 of 1.6 years for
nen and 4.3 years for women.

The disability trust fund was anticipated to be drawn down because of
the higher than forecasted number of disability beneficiaries who increased
from 2.5 million in 1909 to 4.4 million in 1975. Among the reasons were
liberalization of entitlement requirements for younger persons, more liberal
Interpretation of the eligibility criteria, greater awareness of the program,
anl fewer persons leaving the rolls as "recovered."

Decoupling
Inadequate financing of pension and survivor benefits, both in the short

and long run, (oul1d be recdied in niany different ways. For the immediate
period, the most important action would be to correct the double counting of
inflation-for instance, by "decoupling" or by freezing the benefit-earnings
ratios at different earning levels as of a given date. This would, of course,
also help the long-run deficit as would other approaches to improve the
financial status of the funds.

Correction of the double count is the obvious first step. In 1970, there
appeared to be general agreement in this matter, as represented by proposed
decoupling legislation (for example in M1.R. 14480, 94th Congress). The prob-
1em, if uncorrected, "threatens the solvency of the social security system."'
The average long.run. 75-year expenditure for OASI benefits of the current,
uncoupled system is 15.42 percent of taxable payrollsrThis is the estimate in
the 1970 trustees' report; it is based on assumptions of 5% percent Increase in
average earnings, a 4 percent increase in the Consumer Price Index, and an
ultimate fertility rate of 1.9 children per women. In the 1976 report, these are
the Intermediate asumptlions.

Because the trustees of the OASI ald Disability trust funds are the same,
data on the two funds are often integrated. Also, an Individual's disability
benefit Is converted to a retirement benefit at age (M5. The long-run, 75.year
expenditure of taxable payroll for disability is estimated to be 3.51 percent,
which when added to the OASI expenditures totals 18.93 percent average
expenditure of taxable payrolls. At the same time, the average tax revenues
(over the 75-year period) of OASI)I. it is estimated, will be only 10.97 percent,
yielding a long-term deficit of about 8 percent for the combined OAADI sys-
tem. The alternative, "low" set of assumptions in the 1976 trustees' report
yields OASDI expenditures of 13.83 percent of taxable payroll, while the
alternative "high" set increases this amount to 25.47 percent.' Obviously, wide
ranges may result and 75-yenr estimates are at best informed gilesses.

S Metropolitan Lfe Tnaurnnee (omnpnny, Statitieal Bulletin. May 1970. p. 4.
U.S. l)oPnrtment of health. Educatin. and Welfare. Trends! Part 1, National Trends,

195;.67 (Washington. D.C.: T... Government Printing Office, 1976), p. S-16.
5 David Mathews. secretary of Health, Education, and Welfare, letter to Nelson

Rockofeller, .ne 17. 197A. P. ..
' U.S. Trustees of the Pederal Old-Age and Survivors Tnsurane and Disability Tnuit-

ance Truist Funds. 1978 A,,smwl Report, mimeographed (Washington, D.C.: U.S. Govern-
ment Priting Office, 1976), p. 91.
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Decoupling could reduce long-range deficit by onc-half
The benefits formula should be adjusted so that persons not yet retired

aTe compensated only once for inflation. Persons retiring now are receiving
benefits computed to reflect the inflation twice: once, in their inflation-related
wage increases; and again, in a cost-of-living factor that increases the initial
level of benefits awarded, which, since it is derived from wages, already re-
flects the inflation. Once they have retired, their benefits continue to increase
when the cost-of-living increases.

"Decoupling" as was proposed by the Advisory Council and President Ford
in June, 1976, may freeze the current benefit-earnings ratio.' Alternatively,
decoupling can be so constructed as to yield changing ratios in a predictable
manner, as for example, the decreasing replacement ratios of benefits to
earnings over the years under the Jones Bill (Hl.R. 12334, 94th Congress).
This latter would have reduced the estimated long-run deficit by more than
one-half.

- Decoupling assumes that the agreed on, scheduled benefit-ratios for different 4
annual income levels are what society wants for a long period. The existing
system lets replacement ratios fluctuate over a very wide range in accordance
with deflation or inflation. An example of the inflationary impact under the
nlresent system was given by Commissioner Cardwell, November 5, 1975, when
he stated that, under certain assumptions as to prices and wages, "in the year 4
2010 it will )e possible for a low-income worker and his wife, both 65 years of
age, to receive about $1.34 in benefits for each dollar of the worker's final
earnings."' Since future benefits will be paid by taxation on work-income of
future generations, the system implies compliance by future generations with
a "social contract" that they took no part in formulating.IThe Advisory Council's proposal was to index wage rates by changes in
the average of wage rate, and all wage rate credits would be so adjusted.
This would eliminate differences because of the uneven tin-ing of wage rate
increases in different industries and by different companies within the same
industry. Replacement ratios of benefits to earnings would remain constant.

After persons have retired, their benefits would be computed on their indexed
wages. Once awarded, these benefits would then, as now, increase as the cost-
of-living increases during retirement. Thus retirees would be fully protected
fi-om any impact of cost-of-living increases, even from price increases that
might reflect decreases in natural resources-for instance, because of a decline
in the supply of oil from abroad. It could be argued that general-indexed

protection against the latter type of price increases is not in the public interest
and should be extended only cautiously, if at all, to selected group.q.

The Consultant Panel's proposal wouirl use a price-index method of de-
eoupling so that replacement ratios of recent earnings would tend to decline

_wvhen real earnings increase. Either method would protect against occurrence
of unpredictable ratios of benefits to past earnings. The result of double.
counting is magnified when double-digit inflation occurs. The panel's method
would permit Congress to remain in control of the distribution of future growth
lb real income. No longer would increases in real national income be auto-
matically used to maintain the now unduly high benefits to earnings-after-
tnxes ratios already In effect in 1977. Demographic predictions are unreliable.
I- therefore seems wise to leave some leeway for congressional discretion in
future years.. There are other proposals for decoupling that differ in relatively minor ways.
The Consultant Panel's method, which I prefer, was discussed in detail in
Chapter 5, on financing. To repeat that discussion and to include other alter-
rate methods-a fairly complex matter-would confuse those who may read
only this, the concluding chapter, without adding to their understanding of
the problem.Insofar as the growth in real national income exceeds 2 percent per annum,
there would still be some leeway under the Advisory Council's proposal if its

For example, the revised benefit structure of the 1975 recommendations of the
Advisory Council embodied in the administration's bill is as follows: 91% of the first
$175 average indexed monthly earnings (AIME). plus 33% of AIME over $175 throughAIME of $1,0.50, plus 17% of AIME over $1,050. U.S. Department of Health, Educa-
tion, and Welfare. "Explanation to Congress of the proposed Social Security Benefit
Indexing Act," June 17, 1976, Table A, p. 2.

9 James Cardwell, "Remarks." photocopied, (Statement addressed to American business
press, WAshington Editorial Conference, November 5, 1975), p. 9.
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"long-run assumptions were met. I concur with the Consultant Panel's mor
recent proposal, primarily because no one can predict, with anyr reasonable
hope of accuracy, the relevant variables for many years ahead. Therefore, an
uncommitted margin of monies Is desirable. The panel's method of decoupling
would save more than the council's because slightly less benefits would be
awarded in future years under the 1976 trustees' intermediate assumptions.
For example, under the same set of assumptions and a somewhat higher tax
base (initially $18.900 instead of $16,500 In 1977) there Is a 1.3 percent of
taxable payroll difference, or about $10 billion less benefits paid under the
panel's plan in that year.

Underthe council's wage-indexing proposal, the immediate diffusion of the
first 2 percent of real growth of national income into maintenance of existing
ratios of benefits to average earnings implies that the existing replacement
ratios are by some magic precisely the ratios that ought to be sustained, and
that maintaining them takes precedence over any other use to which the
nation's resources might be applied.

If there were no increase in real wages-and in some future years, as when
price increases may exceed wage increases, this appears likely--then under
the panel's proposal replacement rates would rise, while under the council'
assumptions they would of course be maintained. The panel assumes, and
again I agree, that if there were no rise in real income for several years in a
row, Congress would legislate changes, and that this would be preferable to a
rigid replacement-ratio structure of benefits. The average long-run, 75-year
expenditures for OASDI benefits would be only 11 percent of taxable payroll
under all of the panel's proposals and 15 percent under President Ford's
proposal of June 1976.' These yield an actuarial imbalance of -0.7 percent ani
-3.4 percent, respectively. From this alone, it is obvious that long-run actuarial
balance is not unobtainable. It is a political not an economic problem.

The importance of recognizing in each of the succeeding three 25-year
periods the different patterns of costs over taxes was made clear by the 1976
Trustees' Report on the funding of OASI)I:

"Over the first 25-year period the cost would exceed taxes by an average
annual amount equivalent to 1.91 percent of taxable payroll, over the second
25-year period by 6.85 percent, and over the third 25-year period by 15.14
percent. In all cases the underfinancing is more pronounced for the disability
insurance program than for the old-age and survivors insurance program when
viewed as a proportion of the cost of each program.

PROPOSALS TO INCREASE REVENUES

Other proposals, which alone or in combination would help to raise revenues
to equal outgo and thus would decrease the short-run and long-run imbalance,
are: (1) to extend coverage to include all workers; (2) to increase the rate of
payroll tax; (3) to increase the level of base wages to be taxed; (4) to use
general revenues from existing income tax or other taxes, as for example,
the value-added tax. Inclusion for income tax purposes of OASI retirement
benefits upon receipt would not help the OASI trust fund, but would increase
the amount of general revenues and, therefore, is relevant.

Because previous sections have discussed in detail the factors in favor of
securing universal coverage of all workers and these discussions include the
improvement in funding that would result, no further analysis of this will be
presented here.
Increase rate of payroll tax

An obvious and simple solution to the short-term deficit is to increase the
rate of payroll taxes as recommended by several groups that have reviewed
the deficit problem. In the spring and summer of 1970, apparently because
It was an election year, Congress delayed consideration of any solutions and
rejected President Ford's plan to raise the rate by three-tenths of one percent
on employee and employer. It was estimated that such an increase would cost
no worker more than one dollar a week and would raise about $3.5 billion

" U.S. Congress, Joint Committee (Mouse Committee on Ways and Means, Senate
Committee on Finance). Report of the Consultant Panel on Social Security to the
('ongressional Research Service, 94th Cong., 2d sess., August 1976 (Washington, D.C.:
U.S. Government Printing Office, 1976), p. 6.10 U.S. Trustees... . 1976 Annual Report, p. 93.
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annually. However, if the employer-paid portion was assumed to ile ultimately
paid by the employee, then the cost to the latter would be about two dollars
a week.

TABLE 1O.I.--COMPARISON OF EXPENDITURES AND TAXES FOR OLD-AGE, SURVIVORS AND DISABILITY INSURANCE
SYSTEM AS PERCENT OF TAXABLE PAYROLL UNDER ALTERNATIVE II

lIn percent

Average for period

Old-ale and
survivors Disability

Item insurance insurance Total

]st 25-yr period (1976-2000):
Expenditures as percent of taxable payroll ....................... 9.79 2.02 11. 81
Tax rate in law ..........................-......-.............. 8.56 1.34 9.90

Difference .................................................. -1.23 -. 68 -1.91

2d 25-yr period (2001-25):
Expenditures as percent of taxable payroll ....................... 14.00 3.95 17.95
Tax rate in law ............................................... 9.52 1.58 11.10

Difference .................................................. -4.48 -2.37 -6.85

3d 25-yr period (2026-50):
Expenditures as percent of taxable payroll ....................... 22.47 4.57 27.04
Tax rate in law ............................................... 10.20 1.70 11.90

Difference .................................................. -12.27 -2.87 -15.14

Total 75-yr period (1976-2050):
Expenditures as percent of taxable payroll ....................... 15.42 3.51 18.93
Tax rate in law ............................................... 9.43 1.54 10.97

Difference .................................................. -5.99 -1.97 -7.96

Note: Expenditures and payroll are calculated under the intermediate set of assumptions which incorporates ultimate
annual increases of 5 percent in average earnings and 4 percent in CPI, an ultimate unemployment rate of 5 percent,
and an ultimate fertility rate of 1.9 children per woman. (See the text for further detail). Payroll is adjusted to take into
account the lower contribution rates on self-employment income, on tips, and on multiple-employer "excess wages" as
compared with the combined employer-employee rate.

Source: U.S. Trustees of the Federal Old-Age and Survivors' Insurance and Disability Insurance Trust Funds, Annua
Report 1976, mimeographed (Washington, D.C.: U.S. Government Printing Office), p. 95.

President Ford, in repeating his proposal in June 19T6, which would have
increased the tax rate from 5.85 percentt to 6.15 percent, osr the voitilie(l
employer-employee tax rate from 11.7 to 12.3 percent, noted that the astici-
pated gain in revenues of $3.5 billion annually would virtually eliminate the
short-run, yearly deficit of about $4 billion. If his decoupling psrolosal i-ere
also adopted, the tax rate increase would further reduce the 75-year (hl(,iit
by about an additional 10.7 percent of taxable payroll (including a 0.10 l)ercent
increase due to increasing the tax on the self-einployed to its original I-ate).
yielding a deficit of 3.32 percent. The Consultant Panel, made III) of experts
and with no public members or politicians, recommended in August 19)76 a
combined employer and einployee tax rate increase of 0.4 percent. A smaller
tax rate increase of 0.1 percent on both employee and employer was discussed
in the House Ways and Means Committee during 1976 as a less deflationary
alternative to a 0.3 percent increase. The 0.1 percent of tax increase, by itself,
is too low to change substantially the inadequate funding status of these
programs. Congress appears to agree on no tax rate increase heyosd scheduled
Increases. Although there is apparent agreement that IgIsItion to rorrer-t the
double count of inflation is needed, no legislation as of March 1977 had been
passed.

Practically all economists agree that the final incidence of the payroll tax
is on the employee. It is not paid out of profits over any ineanisgful period
of tiue. That the employer "pays" the matching tax is only the mechanism
through which the tax is paid. Those who oppose raising the rate of O.\ 1i)
taxes argue that the tax considered alone is regressive after the limit of tile
earnings base is reached, asd below that level is proportional to earnigs.
Although there is substantial but not total agreement that, if the benefits are
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- considered in conjunction with the tax, the social security system is unevenly

progressive up to those income levels of the tax base, use of revenues from
the personal income tax, which is progressive, would increase that progres-
siveness and extend It into higher levels of earned income. Income taxes, unlike
social security taxes, are levied on what the Internal Revenue Service calls
unearned incomes. Persons who oppose increases in the payroll tax rate usually
believe in general-revenue financing; they tend to assume that the only source
of these additional monies would be from upper-middle and high-income per.
sons. Some, possibly, believe that a small additional amount could come from
inheritance tax revenues. Less than 2 percent of taxable returns have annual
adjusted gross taxable income of $50,000 or more, and only 7 percent of all
total adjusted gross taxable income is In this category.u It is obvious, then,
that there are insufficient revenues from this tax source to support an ever-
growing level of all the benefits now provided and to pay for many other
traditional federal government expenditures.

If general revenues become an accepted means of financing a sizable propor-
tion of OASI benefits, additional forms of taxes yielding large revenues are
needed. The value-added tax rather than the personal income tax fits this bill
in particular. The pros and cons of using general-revenue financing are dis-
cussed below.

Jar fing8 bage
Another way to increase revenues would be to increase tihe amount of cov-

ered wages that are taxed at a given rate. The wage base that is taxed and
on which future benefits are computed already rises under the 1972 amend-
ments with the increase in covered average wages. In 1974 it was $13,200; in
J975, $14,100; in 1976, $15,300; and in 1977, $16,500. During its )ecember 21,
1974 meeting-the Saturday before Christmas--the Quadrennial Advisory Coun-
cil, with three members absent, voted 7 to 4 to recommend an increase of the
tax and benefit base to an arbitrarily chosen amount of $24,000, beginning in
1976." This proposal was supported by J. Van Gorkom, chairman of the Finance
Subcommittee, who estimated that it would "save one-half of one percent of
the (long-run) cost.P13

After considerable discussion, the Social Security Administration's acting
actuary, Francisco Bayo, stated that "in 1974, 84 percent of all [covered]
workers would have had their earnings totally .covered by the [1976 base of
$15,300]. If we move to . . . $24,000 it would be about 93 percent."'" Van
Gorkom then stated: "So 9 percent lay between 13.3 and 24 thousand. That
would be about 8 million workers." The Department of Commerce data show
that between the level of $15,000 to $25,000 annual income of one-earner fami-
lies there were in 1974, 21 percent of all U.S. families, and from $10,000 to
$15,000, 29 percent. For all families, many having more than one worker, the
corresponding figures were 28 percent and 24 percent, respectively." Thus the
decision of December 21, 1974, was based on at best impressionistic data. On
January 19, 1975, the Advisory Council voted, all members present or repre-
sented, to withdraw this recommendation, which might have acted to depress
employment; in all likelihood, it would have decreased the disposable income
of many persons and imposed an unexpected high increase in labor costs on
employers, who would have passed it back to their employees as soon as possible.

0 In the long run, the rigidity of labor supply associated with- trade-union
seniority rules and firms' nonunion personnel practices might delay the antici-
pated sizable deflationary impact on the economy. Eventually, however, such
high additional and unforeseen labor costs might induce employers to lay
off workers and possibly also to increase prices. Employeees would have had

* less disposable income to spend or save.
Also, to increase revenues in this fashion would create a much higher level

of future benefits. Benefits are a function of the level of earnings subject to

U U.S. Internal Revenue Service Statistics of Income 197t: Individual Tax Returns,
Public Document No. 79, 1-75 (Washington, D.C.: U.S. Government Printing Orace,
1975), p. 6.n During all the meetings one member was consistently absent but was represented by
another person from the same organization who was permitted by agreement to vote.

"Quadrennial Advisory Council on Social Security, 1974, Transcript (Van Gorkom),
p5.p4 Ibid., December 21. 1974, p. 68.

15 U.S. Bureau of Census, Consumer Itcome, January 1976 (Washington, D.C.: U.S.
Government Printing Office, 1976), p. 35.
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the payroll tax, and therefore any increase In the base taxed eventually creates
higher benefits. That benefit increase would eventually have gone to middle-
income workers. Proponents, however, argued that increasing the base rather
than the rate would initially redistribute income from middle-income to lower-
income persons, as from those covered workers with annual incomes of $15,000
thl'ugh $24,000 to those below $15,000. They also argued that the tax Inereise
wt not a burden on the former but rather forced them to save or buy an
nilfluity that later they would enjoy tax-free. Opponents, as noted above, used
th&"latter part of this statement to argue against the proposal : in the long run
it Would tend to favor' middle-income, not low-income workers. In the short
ru: earners below $15,000 would not be receiving the benefits except for the
small numbers in this group who would be retiring. Avoidance of permitting
a higher tax base to count for a later increase in benefits might be possible,
if he employer pays taxes on a higher base than does the employee.

Opponents also argued that the benefits were already heavily weighted to
favor low-income persons as compared to middle-income persons and that a
$24;000 tax base would place an unfair burden on the latter. Thus it would
reduce the disposable income of those younger persons, with families to sup-
port, who might as yet have relatively few household assets as compared to a
large number of OASI beneficiaries, 62 years and over, many of whom owned
homes, household equipment, cars, ete., paid no income or social security taxes,
and had no children dependent on them. Some of these latter might additionally
have sizable other incomes from rents, interest, and dividends, on which, of
course, they would pay Income tax but no social security tax.

.The major private asset of older persons is their home, often owned free of
mortgage. In 1907 (the latest detailed SSA data available), 52 percent of
individuals 65 years and older, who were not in institutions, owned their own
homes, as did 77 percent of married couples in that age bracket. Moreover,
80'P)ercent of them owned them free of mortgages." It is noted that about 40
percent of single aged persons live with relatives. In 1907, the median value
of the aged person's equity in home ownership was $11,000. This value is esti-
mitted to have risen by 1973 to $1S.000. Few younger workers who pay social
sec'urlty taxes own their own homes; generally, they carry sizable mortgages.
Comparison of economic classes solely on the basis of covered earnings, which
ignores income outside of earnings, durable household goods, home ownership,
and other private assets, may lead to the biased conclusion that earners are
necessarily better off than those of retirement age. Assets and income from'
assets are generally underreported.

Because of the inflation, the social security earnings base is moving up
automatically and rapidly. Increasing the earnings base will not in the long
runi redistribute Income from middle-income to lower-income persons. It will,
howver, redistrilmute income from younger working to retired, nonworking
persons. It appears, therefore, that specific legislation to increase funding
Should not be focussed on the earnings base of the payroll tax.
Gcaeral-revenue financing

Because of the growing size of the long-run deficit; because demographic
factors outside the government's control affect the total dollars paid out it)
benefits; and because of the large proportion of welfare-type benefits in the
system, some argue that general revenues rather than earmarked payroll taxes
should support OASI benefits. This is not a new thought. From time to tim(e,
however, it has had substantial support from those who believe that OASI
should redistribute income from rich to poor by use of personal income tax
funding. General-revenue funding also has the support of economist Milton
Friolmnan, but for the opposite reasons: that only in this way will the rapidly
expanding expenditures be contained, and the public will realize that It is
not. an insurance system.

In the mind-1970s, the rate of increase in real growth of the national product
was falling. It was argued that it was unfair to burden future workers with
the -eost of ensilon-like benefit payments to today's older workers upon their
retirement. If both population and real wages continue to fall, pfay-as-you-go
funding to support the intergenerational transfer of funds represented by the
OAHI system would become even more unpopular.

16 I.1. oepnrtmaent of Health, Education. and Welfare, flemographio and FEolonsfo
Chatirterinti's of the Aged, Rtesearch Report No. 45, 8SA 75-11802 (Washtington, D.C.:
U.X. (overnnrmt Printing Office, 1975), p. 100.

17 Ibid., p. 124.
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Many persons believe, and for different reasons, that only general revenues,
as from the progressive Income tax and the value-added tax (as yet unused
in the United States), have tax capability to generate revenues sufficient to
cover the increasing liabilities of OASI as the ratio of beneflelaries to workers
Increases. They argue that this type of taxation, unlike the current social secu-
rity tax system, would not reduce business and work incentl'es. Social security,
In their view, Induces early retirement, reduces private savings, and therefore,
by causing loss of monies available for private capital formation, depresses
the size of gross national product.

With the current rates of U.S. personal income taxes and the current fre-
quency distribution of personal income after deductions, any tax that must
yield per se a large amount of new revenue cannot be made more progressive
unless one wishes to place a limit on allowable annual income after taxes and
that limit le set somewhere in the $20,000 to $30,000 range. At these levels,
incentives to work are definitely affected. Alternatively, inflation could be
permitted so that more persons have earned incomes in the higher brackets.
This would yield higher tax revenues if other economic deterrents, such as a
much higher price level, were not concomitantly created. Unfortunately, OASI
benefits are tied to the price level. This route, then, is a vicious circle. An
across-the-board increase in income tax rates is another alternative supported
by economist .Joseph l'echman.

General revenues may include other types of taxes-notably, the "value-
added" tax which is not used by the United States Government, but is used
by many foreign governments. Tie concept of a value-added tax may be ex-
plained as follows. As raw material is processed, semi-finished, and finally
converted to an end product for sale, there may be several intermediate points
of sale. At each point, the purchaser pays a tax on the "value added" by the
previous processor. This acts as a tax on a company's sales minus a credit
for the amount of value-added tax paid on the company's purchases. It is esti-
mated that a 1-percent value added tax would raise about $4 to $5 billion.
Because of probable exemptions and price increases, however, the amount is
difficult to predict."

Other taxes that add to general revenues are inheritance and gift taxes.
As inheritance taxes increase, they encourage the wealthy not only to increase
their current consumption but to make gifts to their children aud others.
There is, of course, a tax on gifts above certain amounts. The 1976 changes
in the law on gifts and Inheritance tax somewhat weakened this incentive.
However, the laws still encourage more current consumption by wealthy per-
sons, greater investment in human capital (for instance, through education of
their children) and less savings. The latter results in less returns to workers
because it reduces capital-goods formation. Thus the returns on capital, which
are in smaller supply, would be relatively greater than otherwise.

Inheritance and gift taxes do prevent very high concentrations of wealth
from being handed down from one generation to the next. Annual yield from
inheritance and gift taxes was only $11.4 billion in 1974. A good case on equity
grounds can be made for high inheritance taxes and this usually outweighs
any economic arguments against them. Such a verdict rests on a value judg-
ment.

It is also possible to raise general revenues from excise taxes, such as those
on tobacco amhd alcohol. The form of taxation that provides the general rev-
enues determines whether income is redistributed from rich to poor or from
mnokers to nonsmokers.

Others who oppose general revenue taxes state that the decline in the rate
of productivity and real wages Is temporary and that sensible steps taken now
to control benefits and costs would permit today's accepted IntergeneratIonal
transfer of Income system to continue. They consider general revenue monies
unacceptable financing of an "earned-benefit" system-the concept on which
OASI was originally promoted-and fedr that, over time, use of general rev-
(ines woull transform the current system Into a relief system with means
test. Some argme further that general-revenue financing, because of the amount
of revenues needed-$63 billion of eASI benefits were paid out In 1976--
would be the beginning In the United States of new forms of general taxes
as, for example, the "value-added" tax. Once additional revenues are gained,
governments usually spend the money.

Is Dan Throop Smith, Pt nl.. What You Should Know About the Valie Added Ta:

(Ilomewood, III.: Dow Jones-Irwin, 1973).

95-197-77----11
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There have been proposals to rebate some part of the OASI taxes paid by
low-income workers. Such proposals could lie In the form of a negative income
tax. Mince proposals could be In the form of a negative income tax. Since the
income tax acts as a menns test, it can be argued that all taxation should be
administered by the Internal Revenue Service.

Tie total of all types of Income security bineflts (includig civil service
employees and the means-test program, 841) paid by the federal government
to the aged it 1)7,5 were, in cash, $115 billion, and in kind (Medicare, Medi-
(old, food stamps, etc.) $16 billion-a grand total of $81 billion.

The present social security systein Is, because of Its financial Ibalance,
at a crosroads. It inust either be restructured to conforin to the initial doal-
nance of the insurance (Indivldual equity) concept, or on the other hand, lie
allowed to complete itm progression towards a welfare system find to1e inan.ed
outt of general revenues.

lecauise of the great expa:islon of welfare benefits and their inaladminils.
t ration-for example cash social service grunts to the miates" and lit he recently
exposed provider abuses in lit' 'in-kind" Medicare and Medicald prograsni--
I select the fIrst option, (pIeInral-reveniie funding wouhl adrift on the financing
side a type of funding thai Is generally used to finance welfare or assistance
Ieieil. It would therefore Imiply to inny individuals tli persona ihomlhl
Inlept it Iteai tior i. aietds test to receive a social xti-urity bent-fit. I prefer that
aaslstiaiice-tyle Iiefits be largely removed from the social security systeiiu, and
tbat they he funded as ire welfare benefits uitnler the now established Sap.
pleitietital Secuiri ty lIneoii (or 881) program. lven If tlie preeiin. system of
Indexing social setiit u y lienetil i corrected to cotnt inflation only once and
till Jolts are covered, Ihie anticipated, long-run deniograjldic ehitges compel
it di'istic restrti(.turing to separate oit ta lirge I)Ortitt of eli, welrare-type
beielits, or t stibstaatami; l increase it payroll taxes, or saetn other way of
fltlintg ii new Nollrce of niollies.

in shri, it wotli lie be tter to returiin Ithe system to tw' one originally
prolilsed In 1135. ThIs was, itI large mIeasure, a systeni of Iitdiviiitul equity
iii which there was it relatinshilp ii,-tween fit, lnititlt of Itxes paid by iii
worker and ll or ler carni'd Ibenefit. The govet-tnent could then mmaike good
on those protnises rather liau (lullte the aocla security benefit structure to
cover jill types of welfare benelitm and, by this, force liili use of general-te'enute
financing. To iiake ulp deftilt without. limit through general reveinies, which
iter all the reveries derlhed front motie ot her types of taxes pahi by indi-

Olialn, tenids, I Iell(,ihe, to hide tle li 'te costs of tli(' syst em. And If this
happens, tie systei will Ic('omne even ntiore of a political football than It has
In Ithe past. Jienei I1 will lie in(-reaed for whatever groups of persons have file
largest number of votes. because our population Is aging, general-revenue
funding of so'called earned benefits, when there are likely to lie inany aged
people in need, will absorb funds fthat, under alternative options cou l be avail.
able for those really In nee(d. Moreover, as the gross national product and
emi loyment grow, the long-run funding problem of a payroll-tax-supported
Irogran should ease.

Proponents of general-revenue funding usually state that tley wouhl use
(only revenues from the progressive Income tax, and thus equity woull Increase..
Every group that proposes it program requiring large amounts of federal gov-
erninent money 1ays claim to the progressive income tax revenues. An examilna-
lion of the Income structure of the United States and Its existing progressive
income tax structure Indicates that this route has only a very small potential
(if new funding without so Increasing the rate of income taxation on low and
especially iniddle-Income persons tlntt they will tend to reduce the labor supply
and thus affect negatively the size of the gross national product. This route
is the one that Great Britain ham been following with such disastrous results
lin recent years.

There are, of course, other types of taxes that could be earmarked for social
security benefits and especially for the Medicare benefits, which are not cash
benefits directly paid to the consumer. Omi January 19, 1975, the day on which
the Advisory Council recommended diversion of hospitalization trust fund
monies to make lip the short-run lihalance of file 0A1S trust fund, I ques-
lthned whether a more relevant tax might lie jilt excise tax on cigarettes. This

ithMartha Derthick, Tncontrollable Spending for Social Sre-vice Granta (Washington,
D.C.: Brookings Institution, 1975).
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was considered by other council members to be merely an attempt to insert
some humor Into an otherwise very tense situation. It was not.

Very early the Advisory Council as a whole had decided not to review the
Medicare Programs, either Part A or Part B, and delegated to its Subcom-
juittee on Finance the charge to study the status of the trust funds of Medi-
(,ire as required by law. However, the Subcommittee on Flnance's report on
the consultants' meeting of September 4, 1974, stated the following:

"With respect to the long-range actuarial deficit in the OAS1)I trust funds,
the consultants had discussed tle use of general revenue contributions and a
lowering of the III contribution rate with a concomitant - Increase In the
()ASI rate. None of the consultants had technical or economic grounds for
recommending a general revenue contribution, and some were strongly opposed
to It. Because of the uncertainly of rising hospital costs It seemed unwise to
recommend that the contribution rates for III be changed.''

After that date, and prior to its meeting oi Sunday, ,January 19. 1975, when
the vote to use Medicare funds was taken, the coutncll had not discussed
Medicare furtlier during Its several meetings, which under the "Sunshine Acts"
were open to the public. Menllers of the conell of course had breakfast,

innch, aI1 dinner with whomi they pleased durig tle days of the inectings.
The lack of In-depth dat a abiout the Medicare trust fund among even mem-
Ihers of tle Hubconmlttee on Fimance was clearly indicated by henry Smith
(Actuary and chairman n of the Board, E,quitable 1,i'e) of that subcommittee
Ii his one-sentenie dissent In the printed reports as follows:

-I do not hlleve the ('io icll sulliciently Investigated the Medicare program
and Irobable 'osts thereunder to lie .iustilled i initaking tle unequivocal state-
ment that Part A is amiditrially sotidl.''"

I String Its Septieniliir 20 and 21, 1974, meetings the council voted on several
matters with the unIers atoll ng that all voles were "tentative" because the
(,ists or savings of each roposaloi Irea nte hterrelatinships among all the
lipi(satl.. 'Thie u'iittll votd not Io discuss Mediare because Congress had
ninty tills on different forms of tionul health Insurance before It and abuses
iinltr Medicare and M hitia1d were being Investigated. As a pa 'i inemier of
he Ilhalth Servic' s Iudustry ('onimittee I knew that, although Phase II con-

troils had reduced the increase hui hospital rhargC8 to a level somewhat less
thia one-half of Ithe rate of Incretise before the freeze, wlhen tlie freeze ol
itedhal chargess was Iiltd, hospital costs, which had being rising faster than
their revenues, wNotld act ams does th steam in a teakettle filled with boiling
water: itt whlistlig sidst woil blow off its top and hospital charges would
In(,riase rapidly to make up recent losses, D uring that earlier meeting, It
Ienimne ilear to ite thritgh quetsliuilg that ile 11)74 trustees of the Medicare
trust ftud had assmned I'ice contrIs would continue on hospitals when they
made Iiir estimates, 'ri'e ilrols lit tite health sector were removed In
April 1O7. At he ,latnuary 1, 1975 neeling, I reminded my fellow council
uemliers of this, tint, tihe vote was nine to four In favor of diverting Medicare.

Piart A, !rust fund's monies which were otind to decline.
'['llxatioll of social see'trity ivill'ti itilOl receipt is supported for reasons

of equity. Iow-intcilmeaged who have a double exempt ion would le unaffected,
whihe middle- id higher-incoine aged would pay their share of Income taxa-
tin. It would lie lroferablie 1o tax the one-half of the benefits represented by
p hst iiityitelit by Iliv' enloyer id ont which the employee pays no tax when
It is received In the saute fashion is private pensions. This would hioth help
yoniger working people and encourage older persons to postpone retirement.
The proposal is proslectlive and does nit aplply to persons already receiving
betielts.

PRIiI'OSAI. TO tI('REASF EXI'FNDITURF8

Another group of proposals to hling revenues and benefIts Into long-term
atuarial Ibalance are those that would reduce thle future costs, Thexe alone
and/or in combinatin could bring the short-run and long-run finncing of
soihl security Into balance. ('osts can lbe reduced y: (1) reiltiing types of
linelits (for Instance, by phasitg (lilt dependency spouse benietits) ; (2) by

"Qiundrenninil AdvIsory Coiinell on Siclni Security, 1974, Mismynar of I'roe'rcilngs,
Si' teinir 22, 1974.

U., .Congres, House, Commattr'o on Ways and Means, Reiport of the Quadrennial
Advlsiry Council on 'ootul ,%'ecurity, 94th Cong., 1st sess.. 11.1). 94-75, March 10, 1975
(Waihtngton, D.C.: U.S. Government Printing Ofe, 1975), p. 08, footnote 2.
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encouraging persons to retire at later ages or even by eliminating the option,
now tit age 62, of retirement with a reduced benefit. These measures should
increase the size of total payrolls taxed, since they would probably reserve
the trend of more persons retiring before age 65.

There have been at least four specific printed proposals made to reduce
kinds or levels of benefits. One is my proposal to phase out the spouse's retire-
inent benefit over a 30-year period. This is detailed in my dissenting statements
to the reports of the Advisory Council. The proposal was estimated in 1974
to save about 0.4 percent of long-run payrolls.' Another proposal, by the Task
Force on Women and Social Security, would reduce the spouse's dependent
benefit to one-third instead of one-half of the primary benefit. It was criticized
by James Cardwell, commissioner of social security, on October 23, 1975, as too
costly: 1.9 percent of taxable Payroll and $9 billion in the first year. It is
costly because, while that specific proposal would reduce the cost of spouses'
dependent benefits, it also would simultaneously increase all primary benefits by
12/ percent.

The Consultant Panel would abandon hthe present schedule of spouse bene-
fits for future retired workers." Instead, it would average "the earnings of
the husband and wife for determining benefits of both one-worker and two-
worker families.' With the increasing divorce rate, this would create admin-
istrative difficulties.

Additionally, President Ford proposed to eliminate monthly secondary bene-
fits to persons aged IS but under 22 who were ill school, and who were either
surviving children of deceased, covered workers or dependent "children" of
retired covered workers' benefits. The argument for this was that, in a pay-
as-you-go system, persons aged 18 to 22 who are working an( not ini school or
college are paying social security taxes that may lie used to support others
In the same age group who are attending college. The current costs are about
$1 billion annually.
Retirement at a later age

The Advisory Council recomniendod in 1975 that there lie a gradual phase-in
of an increase from age 65 to 68 for entitlement to OASDI benefits, and all
increase from 62 to 65 for entitlement to reduced benefits. However, with un-
employment in 1975 at the highest levels--and in 1976 only slightly lower
ones-since the depression of the 1930s, while employment was also at its
highest levels (about 85 million people), pressure for earlier rather than later
retirement cou1(d build. Both unemployment and employment remain high be-
cause in each recent year more women work and are seeking work. Early
retirement, that is, before age 65, is increasing. This decreases the potential
gross national product, social security tax revenues, and the general tax
capacity of the country.

The current financial imbalance of the OASDI program (both the pension
and disability trust funds) is a strong economic argument from scclety's point
of view for persons to continue work to 65 and even into their late 60s.
Economic incentives should be structured to encourage later retirement by
individuals. All the present incentives encourage retirement. Although for each
year an individual works in covered employment after 65 his or her OASDI
benefit is increased by one percent, tie OASI)I tax rate paid by tie employee
over 615 and his employer in 1977 is tie same as for any other age group, and
thus the amount of taxes paid greatly exceeds this small increment in benefit.

A simple way to create an economic incentive for persons to work beyond
65 wouli be to eliminate OASDI taxes paid by the employee who is 65 or older
willie retaining tile nmatching employer-paid tax. The cost of this proposal was
estimated to lie negative (41.02 of long-run payroll), if earnings after 65 years
were not vesed to recompute benefIts. There would be some loss of revenues from
social security taxes not paid by employees over 65. Within the total tax
structure, however, there wold be a gain from tleir payment of personal ill-
(ome taxes. The social security system as a whole would eljoy an even larger
gain because if persons are working and earning more than tile retirement test
permits, they will not be drawing social security retirement benefits.

To encourage person to retire later ill life, otiler financial iaentives can
le devised. Many early retirees with dependents have net elntaxed social seei-

a Ibid., j. 140.
* Repot of the Consultant Panel ... 1970, p. 5.
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rity benefits after retirement that are higher than their net after-tax recent
'arnings prior to retirement. Some persons are dissatisfied with mandatory
retirement at age 65 or earlier, as imposed automatically by ninny firms. They
would prefer greater flexibility In individual work-leisure arrangements. The
increase in part-time workers at all ages reflects this. A new life style of com-
binfn'g leisure and work in more individualized ways is developing. For ex-
unple, many men who retire from full-time work at 55 seek part-time work In
occupations new to them. Today, there is one part-time worker for every 5%
full-time workers, while 15 years ago it was one for every 10. Among all the
unemployed, 20 percent want only part-time work. Although many persons
working part tine are women, an increasing percentage are men. Tax Incen-
tives could be structured to give greater flexibility of individual choice and
at the same time reduce costs of the social security system.

If benefits were not awarded until age 64 (reduced benefit) and age 67
(full benefit), the impact of the existing retirement test would be greatly
lessened. To encourage work beyond these years, the council's proposal to
reduce the penalty of loss of $1 in benefits for every $2 earned beyond the
limit to $1 for every $3 might be more favorably received than it has been.
Also, if the age of entitlement to benefits is increased, then a gradual phase-out
of the retirement test could be considered, as the cost of eliminating it would
be lessened.

Recent popularized versions of medical literature claim that, on the average
persons who continue to work live longer. However, I have not seen definitive,
controlled studies of observed differences resulting from different ni-es of retire-
ment by groups of individuals matched at age 62 or 65 years for health status,
socio-economic status, and other independent, meaningful variables. Without
these kinds of data, no defensible conclusion can be drawn.

Ireland, in 1975, had reduced its age eligibility requirement from 70 to 68,
leaving Israel as the only country to have a 70-year requirement. Sweden re-
cently reduced its entitlement age for government pensions from 70 to 67. The
recent, more favorable mortality rates for males in the United States and the
continued greater life expectancy of females justify a later age of retirement.
The initial selection of 05 for full and of 62 for actuarially reduced retirement
ages in the United States were both arbitrary decisions. Ideally, individualized
retirement ages may be preferable, but large firms may find this difficult to
administer.

Manual and assembly-line workers prefer earlier retirement. It is the pro-
fessional, some service, and white-collar workers wol prefer later retirement.
Persons who enjoy their work and who remain healthy generally try to con-
thlme in their existing or new jobs. The tax system should be structured to
favor this choice, not discourage it. The established retireineiit age for a now-
reduced OASI benefit should lie looked at within the newly developed benefit
liattern of permanent disability benefits. For these there is at least a separate
trnst fund (admittedly also short of funds and estimated to be exhausted by
1979). Supplemental Security Income, or'welfare benefits (SSI), available
since January 1974, are also relevant here. To sonic degree the increase in
persons receiving permanent disability benefits reflects a substitution by older
persons of these benefits for earlier-than-usual retirement benefits.

In 1975, 59 percent of all retirement benefit awards to men and 72 percent
of all retirement benefits to women were to those below 65 years. The trend
to retire early is increasing. About 40 percent of men receiving a reduced
benefit work part time or intermittently. Data Indicate that availability of
social security benefits and private pensions influence the decision to retire
early as much if not more than a person's state of health. Consideration should
lie given to increasing gradually the retirement age (a) for full entitlement
of benefits, at least for non-industrial workers, and (b) for reduced benefits
for all workers.

Although those persons who do hard physical labor, work on assembly-line
jobs, and perform routine work may have started to work at age 18, others,
especially those in the l)rofessions, may have begun to work at a later age.
'The latter, if healthy, usually enjoy their work and may be in their mor.
productive years later in life. If one starts to work at age 18, by age 65 he
or she has worked 47 years. Persons who have done graduate work in the
professions may begin to work at age 24 years or later and those who do post-
graduate work may start to work as late as 26 or 28 years. Thus, at age 65,
th- latter individual (except for possible part-time or summer employment)
may have worked less than 40 years.
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One approach might be to admit persons who have worked 40 years (or
45 years) to entitlement to a full benefit at age 65. If they have worked less
than that amount, they must be age 68, or alter-natively received a reduced
benefit.

Consideration should be given to retaining the existing lower ages---65 and
62-for persons in certain hazardous occupations such as mining.
Phase-out of dependency, spouse benefits

In my dissent to the Advisory Council on Social Security, I proposed that
the retired spouse's benefit should be phased out over a 30-year period. To this
I have now added that a surviving spouse benefit should- be phased out over
a 50-year period. If this were done, there would be major reductions in the
cotlniessof--the recent Supreme Court decision, March 2, 1977, Goldfarb v.
Califano, equalizing entitlement by sex to widows and widowers of covered
deceased workers, and of the March 21, 1977, Supreme Court's dismissals of
cases resulting in equal entitlement by sex to retirement dependency benefits.

Because the Social Security Act was written initially in 1935, it assumes
that married women are generally financially dependent on their husbands.

-At that time "fewer than 15 percent of married women were in the labor
force."'m The Act, although amended ninny times, still makes thIs basic assump-
tion, which no longer is true. Married women who work are discriminated
against by the statutory law because their dependents have to prove actual
financial dependency, while married men's dependents are assumed to lie de-
pendent. Recent Supreme Court decisions have ruled in specific cases (117ic.cn-
feld v. Weinberger, March 9, 1975, re a surviving male parent, and Goldfarb
v. Qalifano, March 2, 1977, re a widower) that a difference in treatment of
spouses of men and of women is unconstitutional. This interpretation was
extended by the Supreme Court, March 21, 1977, to all social security cases
involving dependency benefits to retired spouses. The requirement for entitle-
ment for a dependency benefit has to be the same whether it is based on a
man's or a woman's earnings record. No ruling re divorced males has been made.

To require wives and widows to prove tinancial dependency, as husbands and
widowers are now required, wo;ald emplhsize the concept of welfare benefits
because then a test of need determines whether a benefit is awarded or not.
To eliminate the existing requirement that husbands and widowers prove
their financial dependency, as the Supreme Court has ruled, will increase the
long-run costs of OASI substantially. The Advisory Council favored elimination
of the support test only if. concomitantly, all private pension benefits due to anl
irlivtlual-w- his or her earnings were automatically offset against any OASI
dependency benefits to which the individual might be entitled. Even with this
offset, costs would increase, and underreporting of private pensions prolfably
would occur. Moreover. new immediate inequities would exist for those persons
who, as does a married woman who works in uncovered employment and whose
husband works in covered employment, may plan on both a private pension
and the dependency retirement benefit.

Although the Supreme ('ourt rulings In March 1977 eliminated the one-half-
support-test requirement for nmales. Congress can specifically impose tilts test
on both females and males because it would equalize the entitlement rules.
This action, however, is very unlikely.

Therefore, I propose that both wilows' and widowers' secondary benefits
be gradually phased out over a 50-year period, in addition to my 1975 proposal
to phase out secondary benefits for retired aged wives and husbands over a
30-year period. The savings of the newer proposal should in the long-run be
greater than that gained by phasing out secondary benefits to the aged, retired
spouse alone, which was estimated to be about 0.4 percent of long-run payroll.5
A very rough estimate of 0.0 percent in respect to widows and widowers over
the 75-year period of long-run payroll yields a savings from both proposals
together of 1.0 percent.

TOTAL POrETTIAT I.ONG-RUN SAVINGS

Decoupling was estimated by the Social Security Administration in 1975 to-
save under the Advisory Council's method only 1.1 percent," while in June
1976 the amount saved was expected to average 4 percent of long-run payrolls

" Ibid., p. 2.
0 Reports of the Quadrennial Adviory Councll ... 1975, p. 146.



153

and under the Consultant Panel's about two percent more." Universal coverage
will save 0.25 percent of the long-run payroll. Thus a total of 4.25 to 6.25
percent of long-run (75-year) payroll costs could be saved, and additional
savings could be found. For example, if benefits to students 18 to 22 years
were eliminated and/or retirement benefits were available at only later. ages,
for example full retirement benefits at age 68 years by 2023, one might find
an additional amount up to 1.5 percent of long-run payroll."

However, there are also some equity considerations, especially in respect to
two-worker, husband-and-wife, families, that would initially cost money. The
council's subcommittee's proposal, while would permit them to combine earn-
ings up to the base, seems to me to be very reasonable in that, it would help
only the low-income, two-worker families who now receive less upon retirement
than the single-worker, usually husband-earner, family and where he, the one
worker, earns the same amount. The estimated long-run cost of this modest
proposal prospectively was about 0.3 percent of payroll. As spouses' benefits
are phased out, so that persons pay and receive as individuals, this cost would
not necessarily disappear. In fact, if each individual receives on the basis of
a close approximation of an "earned right," costs in this area could rise
higher than the total of retirement and survivor benefits paid in 1976. How-
ever, they would not be as high as under the Supreme Court decisions of
1977 in future years.

The June 1976, long-run actuarial imbalance of about 8 percent of taxable
payroll is undoubtedly considerably higher in 1977 because of the annual
increases in benefits as the cost-of-living increases; because total payrolls
have not increased as anticipated; and because more benefits will be -paid to
surviving male parents, widowers, and retired husbands. Primarily, however,
the actuarial imbalance will become greater and greater the longer the double
count of the inflation continues.

Several combinations of the changes suggested here add up to amounts that
are near to an actuarial balance. Such calculations lead to optimism if Congress
acts to enact needed reforms. Continuation of the program, supported by the
same type of tax that has traditionally supported it, is preferable to adding
new types of tax revenues, because the program does not redistribute income
to the poor. Moreover, existing welfare programs in the United States, accord-
ing to testimony of Alice Rivlin, director of the new Congressional Budget
Office, have been so successful that only 5 percent of the population have
annual cash and noncash Incomes below the poverty line, as defined by the
U.S. Bureau of the Census.8° This 5 percent figure is the same as the one
predicted by J. Palmer and J. Minarik.u

HOW THE PLAN INCREASES INDIVIDUAL EQUITY

It is the welfare aspects of OASDI that create problems of financing and
inequity. The phase-out of spouse benefits is supported by the extraordinary
increases in the percentage of women in the labor force. In 1976, 60 percent
and more of women in all the age groups from 20 through 54 years were in
the labor force, with a peak of 75 percent for those 20 to 24 years. If all
persons are required to be covered, then it will be a very rare person-disabled,
or an exceedingly wealthy person, or a woman with many children-who will
not have earned an OASDI primary benefit. The trend of a declining birth
rate also substantiates my earlier predictions that increasingly more women
will work for pay over a substantial period of their adult life. The ratio of
beneficiaries to workers will increase because in the long run fewer persons
will be born.

Thus the OASDI system could be gradually transformed to reflect individual
equity rather than, increasingly, welfare needs. At the same time, children or
minors who are dependents of men and women workers would continue to
receive benefits as would the more rare case, aged parents. Nonmarried per-

96Ibid.. p. 57.
ti "Social Security Benefit Indexing Act," White House Fact Sheet, June 17, 1976, p. 5

("Intermediate" Assumptions).
I Report of the Consultant Panel. .. 1976, p. 8."Reports of the Quadrennial Advisory Council... 1975, p. 63.
-0 The National Observer, February 19, 1977, p. 1. "The CBO study found only 4 per-

cent are [poor]."
n See their chapter "Income Security Policy." in Henry Owen and Charles Schultze,

eds., Setting National Priorities: The Next Ten Years, p. 526.
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sons or singles would also gai1 more equity. The new welfare programs,
especially Supplemental Security Income, could care for men and women in
need.

It is true that even if OASDI has Identical provisions for men and women,
these provisions will not, because of factors outside of the Social Security Act,
result in equal treatment of men and women. The Advisory Council refused
to consider the latter types of "inequity," and turned down its subcommittee's
recommendations to give more equity to the married woman who works, pays
OASDI taxes, and yet may upon retirement or widowhood collect no more
than if she had never worked or paid sizable taxes.

The above proposed phase-out of spouses' benefits would eventually eliminate
this problem. If would not, however, help the low-paid women worker (the
median wages of full-time women workers are still only 57 percent of that
of full-time male workers), nor the woman who leaves the labor force two
or three times to bear and raise children and, therefore, works intermittently.
Even If, when she works, she has very high monthly earnings, these are greatly
diluted when her average monthly earnings over a work lifetime are computed.
This Is because the divisor that is used includes all months since age 21 or
later whenever she began work, minus five years. The computed average of
lifetime monthly earnings minus five years is the basis of the OASI primary
benefit.

Although it can be argued that higher wages may eventually be paid to
women, even this weld not solve the latter problem. If national population
policy is to encourage a declining birth rate, some argue that the matter might
well stand where it is. If national policy is to encourage 2.1 ultimate births
per woman-and in 1976 we were at 1.7 or well below this replacement rate-
(consideration should be given to an additional three or five year dropout
period for the birth of each of a woman's first two children.

Early congressional action on decoupling can be expected to restore financial
confidence. However, the basic demographic problem of an increasing aged
population relative to the working population cannot be assumed away. It
iN, important in formulation of future policy to have a more precise under-
standing of the effect of the current social security program on savings deci-
slons before basic changes are made. Whether to phase in a later retirement
age and/or to phase out welfare-type benefits can be analyzed well only if
there is better knowledge as to the effect of the program on savings.

SIMPLIFICATION

Among other recommendations of the various official groups have been pro-
posals to simplify the social security program. The Advisory Council recom-
indnled that:

"When future changes in the social security program are considered, the
effect of these changes from the standpoint of program simplifiation should
be taken into account. ('ontinuing attention should be given to simplifying
the program, subject to considerations of equity and cost.",".

The council amplified the above with:
"The social security law now has so ninny ramifications and so many com-

plex provisions that few people covered under social security understand the
nature and extent of the protection provided. This lack of understanding can
frustrate Inlividual efforts to plan retirement and to work toward building
additional protection to supplement social security. The complexities of the
program have also made its administration increasingly difficult. . ..

"The Council's recommendation that the monthly measure under the retire-
meat test e eliminated would simplify the administration of the retirement
test provisions. The method of computing benefits the Council is recommending
would, over the long run, be a desirable sinpliflcation over the present method.
Also, in addressing the issue of equal treatment of men and women under the
program, the Council has chosen to recommend that the dependency test be
eliminated for eligibility for husband's and widower's benefits instead of rec-
ommending the addition of a dependency test for wife's and widow's benefits.""

The Supreme Court rulings also selected the latter solution to equalize
entitlement to men's and women's benefits.

" Reports of the Quadrennial Advisory Council ... 1976, p. 41.
I Ibid., pp. 41, 42.
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In 1977, there was a thirteen-volume, loose-leaf claims manual that was
used by SSA staff to interpret the Social Security Act and the administrative
rulings made under it Although the Consultant Panel also in general indi-
cated the need for greater simplicity in' the system, their recommendations,
if taken in entirety, would complicate it. This is primarily because they used
a conept of family equity rather than individual equity. In 1975 the marriage
rate had declined for the third consecutive year, while divorces numbered
twice what they were a decade ago. This was the tenth successive year In
which the divorce rate had increased. These data emphasized the need for
individual rather than family records of earnings.

In 1977, another new government committee was established to simplify
the procedures used by the social security system in handling information and
computing benefits, and to ensure that it took every advantage of the new
advanced technology. Unfortunately, preceding recommendations of this nature
have not worked to decrease the complexity of the system, partly because the
formula itself to compute benefits is so complex.

In 1976, a revised and up-dated booklet A Precise Formula for Primary
Insurance Amounts was printed. This booklet has twenty pages and covers
only computation of the "primary benefit"! It does not cover the multiplicity
of entitlement rules and other formulae. I have included in the following
Appendix a table (Document A.3) that gives the precise formula for com-
puting a primary benefit under the benefit tables, and also the computer pro-
gram (Document A.4);as of June 1975.ft Additionally, there are several other
tables in this publication, but I think the two included In this book are suffi-
cient to indicate the complexity of the computations involved. How one ex-
plains such a complex formula to the average citizen, I do not know. There-
fore, one of my major recommendations is that a formula be adopted that is
simple enough for the average high school graduate to understand.

In respect to entitlement rules, again simplification would be greatly appre-
ciated. Elimination of all spouse's benefits, as already proposed, would elimi-
nate the complicated definitions of when a divorced person may or may not
receive a benefit, but it will do nothing to simplify tme complex area of entitle-
ment for children's benefits. The definition of a child who Is entitled under
the act and under what circumstances he or she might receive a benefit are
exceedingly coniplex. Section 737 of the Soeial Sccurity Handbook (1973)
clearly states that a child's Insurance benefit will be paid "only on one record.
- . ." This would be pertinent for a child whose parents worked In covered
employment and who were unfortunately killed simultaneously in an accident.

Section 738 states as follows:
"A child entitled to benefits on one earnings record will automatically be

entitled on a second social security record, If: A, the child is eligible for
benefits on the second and B. any child eligible for benefits on both records
applies for benefits on the second record." 8
Interpretation of the above depends on knowing that the child under B, section
738, is any child additional to the child mentioned under A, because at no time
do the law and its administrative regulations deviate from permitting entitle-
ment to only one benefit, whichever is the larger. In other words, the child
under B is probably a sister or brother of the child under A.

The unwielding, self-conflicting, and incomprehensible body of regulations
of the frequently amended law leads the average person to frustration. The
individual finds it difficult to understand either the underlying, hopefully
logical concepts or. on the practical side, to estimate what his or her retire-
ment benefit five, ten, or more years hence will be. When the best advice that
experts can give to persons contemplating 'retirement is for them to ask, at
least one or two years ahead of the intended time of retirement, for a com-
putation of their primary benefit so that the bureaucratic and computation
snarls will be worked out in time before they retire, nnenmtgrant that more
simplicity would have great virtue. It seems preferable to eliminate gradually
the welfare aspects of social security, and thus simplify its requirements and
also reduce the number of persons needed to interpret it. This type of simpli-
fication would reduce the program's needs for funds and increase equity.

"U.S. Department of Health, Education, and Welfare, A Precise Formula for Primarp
Insurance Amounts, Staff Paper No. 22, mimeographed (Washington, D.C.: 1975).

0 U.S. Department of Health, Education, and Welfare, Social Security Handbook. fifth
edition (Washington, D.C.: U.S. Government Printing Office, 1973), section 738, pp.
140-41.
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To continue the past policy of tinkering with different aspects, major and
minor, in order to correct one inequity by creating another, all for the sake
of political compromise, 4 no longer acceptable to the younger generations
who will be paying the bill.

Senator NsoN. The subcommittee will reconvene on June 23 at 10
a.m. The witnesses for the 23d are the AFL-CIO, the National Fed-
eration of Independent Business, and the National Council of Senior
Citizens.

[Thereupon, at 12:35 p.m, the hearings in the above-entitled matter
were recessed to reconvene at 10 a.m. on Thursday, June 23, 1977.]

AP



SOCIAL SECURITY FINANCING PROPOSALS

THURSDAY, JUNE 23,.1977

U.S. SENATE,
SUBCOMMITrlIE ON SOCIAL SECURITY

OF TIE C03MITTEE ON FINANCE,
Washington, D.C.

The subcommittee met, pursuant to notice, at 10:10 a.m., in room
2221, Dirksen Senate Office Building, Hon. Gaylord Nelson presid-
ing.

Preseat: Senators Long, Nelson, Curtis, and Danforth.
Senator NELSON. Today the Senate Finance Subcommittee on So-

Cial Security holds its third (lay of hearings on proposals to solve
the immediate and long-term financing problems of the social secu-
rity system.

thus far, the subcommittee has received testimony from the
Secretary of Health, Education, and W elfare, Joseph Califano, who
festihied in support of the administration's social security financing
plIopo.als, an( also has received testimony from a panel' of experts
which included a former Secretary of Health, Education, and We]-
fare and a former Social Securit), Commissioner. Today the anel

will hear testimony from severalorganizations representing labor,
small businesses, and older citizens. These groups have a special
knowledge of the social security system, and their testimony will be
helpful to the subcomnittee's consideration of the social security
system's financial problems.

The subcommittee today welcomes Andrew Biemiller, Director of
Legislation, AFL-CIO; mel (Ilasser, Director, Social Security De-
partment, United Automobile, Aerospace, and Agricultural Imple-
ment Workers of America; William Dennis, Research Director,
National Federation of Independent Business: and Nelson Cruik-
shank. President, National Council of Senior Citizens.

(iven that we have four witnesses, I would like to have each
witness make his main presentation in 20 minutes. That would be
1 hlour or 80 minutes, and that would not count time for questions
and answers.

Go ahead, Andy.

STATEMENT 0F ANDREW J. BIEMILLER, DIRECTOR, LEGISLATIVE
DEPARTMENT, AFL-CIO; ACCOMPANIED BY BERT SEIDMAN, DI-
RECTOR, SOCIAL SECURITY DEPARTMENT, AFL-CIO

,%6. BiFmuLTLR. Mr. Chairman, we appreciate this opportunity to
present our views in supl)ort of the ad ministration's financing )ro-
posals for the social security program. A longer, detailed statement

(157)
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is appended, as well as other relevant material. I respectfully request
they be included in the record of the hearings.

the administration has made a number of specific proposals for
resolving both the short- and long-run financing problems of the
program. If enacted, they will assure the American people that the
social security trust funds will remain financially sound into the-
next century.

President Carter proposes compensating Social Security Trust
Funds for a share of revenues lost during recessions. General reve-
nues would be used to replace payroll taxes lost as a result of that
portion of unemployment in excess of 6 percent. This temporary
feature will operate through 1982. The next Social Security Advisory
Council would review the results and make a recommendation as to
whether it should be made permanent.

GENERAL REVENUE FINANCING

General revenues are a funding source utilized by most other

countries. Many European countries, in addition to payments from
employers and employees, assign general revenues to their social
insurance systems. Among the nations of the world, governmental
participation in social insurance costs is the general rule and exclu-
sive reliance on payroll taxes, as in the United States, is the excep-
tion. Yet none of these countries feels that partial financing from
general revenues is inconsistent with social security principles.

General revenue contributions to social security have been long
contemplated in the Lnited States. The 1934 Coninittee on Economic
Security, the group which drafted the original Social Security Act,
predicted the system would nee(l general revenue financing by 1965.
Almost every Social Security Advisory Council since then has rec-
ommended some general reveiuie financingf.

In fact, general revenues are already being used to pay for wage
credits for military service, hospital 'insurance benefits for nonin-
sured people, special benefits at age 72 for those not eligible for
regular benefits, and half of the cost of part B of medicare. In short,
the President is only recommending that the Congres expand on a
principle which it has already accepted for certain aspects of social
security.

REMOVAL OF TIE WAGE-BASE CEILING FOR EMPLOYERS

Currently, both the employer and the employee pay social security
tax on a limit of the first "$16,500 of the eulmployee's earnings, an
amount that automatically increases periodically in accordance with
rising wages. The President proposess to eliminate the employer's
limit and tax his full l)ayroll. It would be phased in by three steps
during 1979-85. The President's program would cost most employers
less than they woull have to pay under the conventional method of
financing which would require a major increase in the tax rate.

Senator NELSON. May I interrupt for a question i
Mr. BI E:tILLEJ. Surely.
Senator NELsoN. You say it would cost most employers less. Are

you just saying that to be careful, or do you know of examples where
it would cost them more ?
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Mr. BimrmLEi. Unless we pursue the program which the President
has outlined, therm will have to be an increase in the rate.

Senator NnsoN. I understand.
Mr. BIEnim'R*. And all you have to do is apply it in terms of the

small employer particularly, and you will find that it would cost
him undoubtedly more if tile rate goes up than it would if you
simply put the tax on his payroll.

Senator NzxLSO. You say that it would cost more for most em-
ployers.

Are there examples of any class of employer for which it would
not cost more to maintain the conventional financing I

Mr. SEIDMAX. Mr. Chairman, I have not tried to do the computa-
tion, but -it would seem -to me if you had an employer with a very
high proportion, an unusually high proportion, of employees over
the p resent limitation on the tax base, over the wage base, in other
words, that such an employer might be paying more under the Presi-
dlent's proposal than if the rate were raised sufficiently for all em-ployers across the board.

Senator NELSON. For eml,loyees and employers.
Mr. SEIDMAN. For employees and employers, to provide sufficient

funding.
Senator NE.LSON. I understand. Go ahead.
M.Ir. BIE MILLEit. The employer portion of the tax is based upon theassumption that the employer has a responsibility for paying not

only wages but also a deferred wage to help maintain workers and
their families when their working days are ended. An employer's
responsibility for the welfare of his employees should be related to
his total payroll rather than to just a part of each employee's earn-

Yi many countries, the employer either pays social security contri-

butions on the total earnings of his employees or his social security
taxes are larger than the employee's taxes.

In addition, the employer tax is a business expense and as such is
deductible from the enployer's U.S. income taxes. The employer's
wage base plays no role in determining the benefit amomlt as it does
for the workers; hence, there is no logic in not applying it to the
total payroll.

There is one group of employers-State and local governments-
whose possible reaction to this proposal causes us concern. The ad-
ministration's approach would actually have much less impact on
flhem than the conventional approach in which both tax rates and
the wage base would be increased. Unfortunately, some State andloeal governments, facing budget pressures, too often unwisely view
wit hdrhawal from the program as a way to help (teal with their fiscal
problems.

There is clearly a defect in the law which mandates social security
for employers in the private sector and prohibits them from with-
drawing while allowing public employers to withdraw. It was never
intended that retirement income, survivors benefits, medical care,
and disability benefits for millions of Americans could be withdrawn
merely to satisfy the interest of employers. When the loss of such
programs is threatened for so many, there is clearly a need for



160

Congress. to act to require public employers, whose employees are
covered by social security, to maintain that coverage.

INCREASE IN WAGE BASE SUBJECT TO EMPLOYEE TAX

The amount of employee earnings subject to the payroll tax would
be raised by $600 in each alternate year beginning in 1979 through
1985. These increases would be in addition to the automatic increases
in present law that take place in accordance with the rise in covered
wages. The Social Security Administration estimates that the wage
base, now $16,500, would be $30,300 in 1985 instead of $27,900.

The President's program is particularly commendable because it
achieves its objectives without increasing payroll taxes for most
workers-taxes which fall heaviest on low- and moderate-income
workers. The increase in the wage base would affect only the highest
paid workers, less than 15 percent of the work force. The increases
in the wage base are important not only as a means of financing the
program but also in reducing the regressive aspects of the tax.

The proposal would increase the benefits of those affected since the
additional amounts would raise the average wage on which benefits
are based. This results in keeping benefits better related to earnings
and reflects the fact that social security as a universal system is
important to workers with above-average earnings as well as to those
with average or low income.

CORRECTION OF TECHNICAL FLAW IN BENEFIT FORMULA (DECOUPLING)

About half of the long-range financing problem of the social secu-
rity system results from a technical fault in the method of benefit
computation for future--not retired-beneficiaries under the auto-
matic adjustment provisions that were enacted in 1972. This pro-
cedure adjusts the social security benefit table in line with increases
in cost of living for future retirees whenever present retirees' bene-
fits are automatically increased.

In addition, workers' earnings normally increase during their
lives and these higher earnings increase the average wage on which
benefits are based. If inflation is high and wage increases barely keep
up with price increases, replacement ratios-the ratios of benefits to
preretiremuent wages-will drift upward. If gains in real wages are
large, and inflation is moderate, the replacement ratios will drift
downward.

The same basic procedure was used when ad hoc benefit increases
were made during the years 1954-72. It worked well at that time be-
cause economic conditions were more stable. Wage and price increases
were moderate with wages rising twice as fast as prices. Only if there
is a rather substantial gain in real wages-for example, wages grow
about twice as fast as prices-can the system be self-supporting at
present tax rates. Based on recent economic conditions and those that
appear likely in the long run, the procedure will not work satisfac-
torily in the" future and will cause a serious deficit in longrun social
security financing. Under present economic assumptions, the result
would he benefits exceeding the highest earnings of some beneficiaries
in the next century. Congress clearly would not let this happen. How-
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ever, present actuarial estimates assume: that the. trust funds face a
serious an.d almost unmanageable long-range financial problem aris-
ing from the anticipated trends.

What has been called "decoupling" has been proposed by the ad-
ministration to meet both of these problems-that is, a major part
of the possible long-term "decoupling" will stabilize these ratios by
providing specific replacement ratios of benefits to preretirement
wages for the working population. Instead of the uncertainty that
now exists, workers will know what future replacement ratios will be.
At the same time, there will be no possibility, as under present law,

.. that the future benefits could exceed preretirement wages. This
change would eliminate approximately one-half. of the program's
long-run deficit.

There are a number of ways to decouple. The President's approach,
which has wide consensus support, would stabilize. the present, wage
replacement ratios for the working population on into the future.
This is called indexing by average wages. Others would index'by prices
or by other methods so that ratios in the future would decline. These
latter approaches severely discriminate against younger workers who,
after having paid higher payroll taxes during their working lives,
would receive a much smaller percentage of wages in retirement
benefits than do today's retirees. We are strongly opposed to this
kind of decoupling.

The AFL-CIO, National Council of Senior Citizens, American
Association of Retired Persons, the last Advisory Council on Social
Security, as well as the number of other organizations, support the
administration's decoupling proposal which insures that the replace-
ment ratios for future retirees will be no lower than for current
retirees.

That was also the official position of the Ford administration. It
is imperative that Congress pass a decoupling proposal which does
not dcliberalize the present ratio of benefits to wages.

We don't believe that the Congress would want to depress future
retirees' living standards and discriminate against today's younger
workers. In our opinion, the social security programs should operate
as Congress expected when the automatic adjustment provisions were
enacted into law. This means eliminating the overadjustment for in-
flation that would probably occur under present law and providing
replacement ratios that remain constant through time at approxi-
inately current levels. We strongly oppose any other kind of de-
coupling. We also insist that for a transitional period of at least 10
years no beneficiary will suffer a reduction in benefits as a result of
decoupling.

OTHER PROPOSALS

In addition to these major proposals, President Carter's program
for social security would shift revenues from the Hospital Insurance
Trust Fund to the cash benefit trust funds; move forward to 1985
the one-fourth of the present increase in OASHDHI tax currently
scheduled to go into effect in 2011 and the remaining three-fourths
to 1990; increase the self-employed tax from 7 to 7.5 percent; and
change certain technical provisions of the Social Security Act whir),
differentiate on the basis of sex.
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We support all of these proposals which will help strengthen the
financing of the program to the benefit of millions of social security
beneficiaries.

Taken together, the President's proposals will reduce the deficit
projected by the trustees' report from 8.2 percent of payroll to man-
ageable 1.9 percent average deficit over 75 years. In our opinion, this
deficit is unlikely--t0-actually occur because we do not believe the
unduly pessimistic assumptions of the trustees' report will be borne
out.

The reliability of any long range actuarial assumption diminishes
as the length of the projection period increases. There are enormous
problems involved in making realistic economic projections for 75,
50, or even 25 years. In the last few years, long term economic
assumptions used in the trustees' report have been influenced signifi-
cantly perhaps unduly, by recent, hopefully transient, economic
problems.

The most sensible course at this time is for the Congress to enact
the changes recommended by the administration which will assure
the financial soundness of the social security system into the next
century. Congress should not try to totally solve the small long-
range financing problem that remains but should wait a little longer
until we are able to judge the most important long-run variables with
a great er degree of certainty.

We hope our statement on financing the social security program
has been helpful. President Carter's recommendations would, if en-
acted, put the social security system on a sound financial basis now
and into the next century. We are certain that American workers can
have every confidence that this subcommittee and the Congress will
not only act quickly and favorably on the President's proposals but
will continue to improve the program.

Senator NFLSON. I take it from your statement that the AFL-CIO
specifically endorses each and every provision in the President's
proposal ?

Mr. BIEMTILER. Right.
Senator NELSON. May I ask one question?
On page 5 you state, "We insist that for a transitional period of

at least 10 years no beneficiary will suffer a reduction in benefits."
When you say beneficiary, are you talking about, an individual

who has retired and is receiving social security income?
Mr. SEIDmrAN. We are also talking about those who would be re-

firing during that 10-year period should be held harmless, in 'the "
sense that they would get whichever of these two would produce
the higher benefit.

But as I understand it, the administration proposes the same thing
for a 5-year period. We are suggesting that a 5-year period might
not be adequate.

Senator NELSON. Let's see. The law was changed in 1972, so maybe
you have done some calculating. I assume that the inflation has had
a multiplier effect each year.

Am I correct in that?
Mr. SEID.MAN. Yes.
Senator NELSON. In other words, someone who retired in 1973 did

not receive as much benefit from this change in the law as someone
who retired this year.
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Mr. SEIDMAw. That is correct.
Senator NELSON. Basically, without having the figures in front of

me, we are talking about maybe some significant effect from the
1972 Act, starting around 1974, 1975.

Where would you say?
Mr. SEIDMAN. I don't know exactly, but I would say it would have

taken 2 or 3 years for it to have a significant effect.
Senator NELSON. Well, if it were 2 or 3 years, let us assume it was

2, then you were talking about the years 1975-76, and 6 months into
1977, 21/ years.

I am just curious to find out what justification there is for con-
tinuing that benefit for someone who has not yet retired.

Mr. SFIDMAN. It see)Is to us that people who were in the later
stages of their working lives had been making their calculations on
the basis of the benefits they expected to be ale to receive. We are
talking about a relatively shortrun period. We are talking about
people who are already 50, 52, and beginning to think seriously about
their retirement. And we think that those people ought not to be
harmed by any change which is made now.

Senator NELSON. When does that 10-year period start? Do you
mean starting as of enactment and signing by the President, say,
October 1, assuming it's sometime this year?

Do you mean the 10-year period starts then and applies to every-
one who retires, each individual who retires October 1 and for the
next 10 years thereafter?

Is that what you are saying?
Mr. SEIDMAN. That is what we have in mind because we think

those people have already been maki n their retirement decisions
based upon that assumption, including time possibility as to the kind
of private pensions that have been negotiated and so forth.

Senator NELSON. So on this one point you do disagree with the
recommendation of the President?

Mr. SEIDMAN. Only to the extent that the administration accepts
the principle, and we are suggesting the principle ought to be ex-
tended in practice further than they suggested.

Senator NELSON. Do you have a cost figure on that?
Mr. SEIDMAN. I do not. We have no independent way of develop-

ing cost figures. We could try to obtain a cost figure from the Social
Security Administration.

Senator NELSON. We could do that ourselves, but thank you for
the offer.

Senator, do you have any questions?
Senator DANFORTII. No; I do not, Mr. Chairman. I am sorry, I

came in late.
Senator NELSON. Thank you vcry much, gentlemen. We appreciate

your taking the time to be here today.
[The prepared statement of Mr. Biemiller follows. Oral testimony

continues on 1). 172.]
PREPARED STATEMENT OF ANDRE~W J. BIEMIILER, DIRECTo, DEPARTMENT OF LEG-

ISILATION, AMERICAN FEDERATION OF LABOR & CONGRESS OF INDUSTRIAL ORGANI-
ZATIONS

Mr. Chairman, on behalf of the AFL-CIO, I wish to thank you for the oppor-
tunity to present our views with respect to the Administration's financing pro-
posals for the Old-Age, Survivors, Disability and Health Insurance Program

95-197-77-12



164

(OASDHI). Additional material outlining AFIr-CIO Social Security policy is
attached and I respectfully request that this material be included in the record
of the hearings.

The financial stability of the Social Security program is of deep concern to
the AFL-CIO. American workers contribute nearly half of the money that goes
to the trust funds. Workers and their families are by far the largest group of
beneficiaries. Whether the trust funds will have sufficient monies to pay the
benefits workers have earned is of the greatest concern to us. But we do not
accept unfounded allegations that the system is bankrupt now or will be in the
future.

The fact that contribution income is less than outgo for benefit payments for
a year or two should not be a cause of major concern. The major reason
Social Security trust funds exist is so that they can be drawn upon during
such contingencies. In addition, the fact that beneficiaries are receiving more
money to spend than is taken in payroll taxes has had a positive, effect in
stimulating a depressed economy. However, this deficit cannot continue indefi-
nitely and action must be taken to insure the future financial stability of the
OASDI trust funds. This should be done as soon as possible in order to main-
tain public confidence in the system and to bring peace of mind to millions
of our retired citizens.

The short-run deficit has resulted from two major causes. First, a much
greater than projected inflation rate has triggered higher cost of living benefit
increases relative to income from increasing wages. Second, a much higher
than expected unemployment rate has curtailed expected revenues. In shorf,
benefit costs are more and estimated revenues are less than had been antici-
pated.

The long-run problem which will develop largely in the 21st Century, arises
primarily from two causes. The first from the assumption of the most recent
trustees' report that the fertility rates of recent years-the number of children
women are expected to have-will stabilize at a rate that will eventually
produce zero population growth. If correct, this means that starting about 30
to 35 years from now, there will begin to be a sizable increase in the number
of retired persons relative to active workers. In short, fewer people at work
will have to support more retired people than previously estimated. However,
the effect of this will be somewhat mitigated because they will also have fewer
children to support.

The recond results from an unintended, but easily correctable, error in the
benefit formula included in the automatic adjustment provisions of the 1972
amendments. This fo-mula under present assumptions overcompensates for
Inflation.

The Administration has made a number of specific proposals for resolving
both the short and long run financing problems of the program. If they are
enacted, they will assure the American people that the Social Security trust
funds will remain financially sound into the next century.

GENERAL REVENUE FINANCING

President Carter proposes compensating Social Security trust funds for a
share of revenues lost during severe recessions. General revenues would be
used to replace payroll taxes lost as a result of the portion of unemployment
in excess of six percent. This temporary feature will operate through '1982.
The next Social Security Advisory Council will be asked to review this pro-
posal and to make a recommendation as to whether It should be made
permanent.

The United States is one of the few advanced Industrial nations in the
world in which the Social Security System is financed entirely from payroll
taxes. There has been support for a government contribution from general
revenues from the Inception of the program. Organized labor supported the
payroll tax at the time the Social Security program began despite its burden
upon low income workers. However, organized labor and many other sup-
porters of this legislation viewed exclusive reliance on the payroll tax as a
transitional stage.

Mr. Chairman, if you will examine the record of the past you will find that
in these early years the Social Security Board, Advisory Councils, Congres-
sional spokesmen and organized labor, as well as other groups and knowledge-
able individuals, including business and industrial leaders, asserted the need
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for a general revenue contribution at some appropriate stage in the develop.
ment of the system. Organized labor believed, as did many others, that exclh-
sive reliance on the payroll tax was necessary during the initial phase of the
program in exchange for the benefits of the new protection. But, at the same
time, we felt that ultimately action would be taken to limit the burden upon
low and middle income workers.

In fact, the original Social Security legislation submitted to Congress in
1935 recommended a government contribution to cover past service credits and
even mntioned 1965 as the most likely year when such contributions would
be required. Provisions for a government cont-ibution were actually included
in the Social Security Act from 1944 to 1950 and, though removed in the
amendments of 1950, its removal was against the recommendation of the
Advisory Council on Social Security.

In addition, government contributions are already being used to meet a
minor but nevertheless a significant portion of the program costs-wage credits
for military service, hospital insurance for the non-insured, matching funds
for the Part B premium, and for the age 72 special benefits. In short, Mr.
Chairman, this is not a new proposal but an'old one that now needs to be more
fully implemented.

REMOVE THE WAGE-BASE CEILING FOR EMPLOYERS

Currently, both the employer and the employee pay Social Security tax on
a limit of the first $16,500 of the employee's earnings, an amount that auto-
matically increases periodically in accordance with rising wages. The Presi-
dent proposes to eliminate the employer's limit and tax his full payroll. It
would be phased in by three steps during 1979-1985. The President's program
would cost most employers less than they would have to pay under the con-
ventional method of financing which would- require an increase in both the
tax rate and wage base.

The employer portion of the tax is based on the assumption that the em-
ployer has a responsibility for paying not only wages but also a deferred wage
to help maintain workers and their families when their working days are
ended. An employer's responsibility for the welfare of his employees should
be related to his total payroll rather than to just a part of each employee's
earnings.

In many countries, the employer either pays Social Security contributions
on the total earnings of his employees or his Social Security taxes are larger
than the employee's taxes. In the U.S., the employer tax is a business expense
and as such is deductible from the employer's income tax. The employer's
wage base plays no role in determining the benefit amount as it does for the
workers. There is no logic in not applying it to the total payroll.

There is one group of employers-state and local governments-whose pos-
sible reaction to this proposal causes us concern. The Administration's ap-
proach would actually have much less impact on them than the conventional
approach in which both tax rates and the v' age base would be increased.
Unfortunately, some state and local governments, facing budget pressures, too
often unwisely view withdrawal from the program as a way to help deal with
their fiscal problems.

There is clearly a defect in the law which mandates Social Security for
employers in the private sector and prohibits them from withdrawing while
allowing public employers to withdraw. It was never intended that retirement
income, survivor benefits, medical care and disability benefits for millions of
Americans could be withdrawn merely to satisfy the interest of employers.
When the loss of such programs is threatened for so many, there is clearly
a need for Congress to act to require public employers, whose employees are
covered by Social Security, to maintain that coverage.

INCREASE IN THE WAGE BASE SUBJECT TO THE EMPLOYEE TAX

The amount of employee earnings subject to the pa.Vroll tax would be
raised i)y $600 in each alternate year through 1985 beginning in 1979. These
increases would be in addition to the automatic increases in present law that
take place in accordance with the rise in covered wages. The Social Security
Administration estimates that the wage base, now $16,500, would be $30,300
in 1985 instead of $27,900.
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The President's program is particularly commendable because it achieves
Its objectives without increasing taxes for most workers--taxes which fall
heaviest on low and moderate income workers. The increases in the wage base
would affect only the highest paid workers, less than 15 percent of the work-
force. The increase in the wage base is not only important as a means of
financing the program but also in reducing the regressivity of the tax.

The proposal would increase the benefits of those affected since the addi-
tional amounts would raise the average wage on which benefits are based.
This results in keeping benefits better related to higher earnings and reflects
the fact that the Social Security system is important to workers with above-
average earnings as well as to those with average or low income.

The program now covers about 85 percent of the full wages of workers.
This compares with 97 percent when the program began. The same proportion
of workers should have their full wages covered as when the Social Security
law was first enacted. The President's proposal is a major advance toward
that objective.

CORRECTIOX OF TECHNICAL FLAW IN BENEFIT (DECOUPLING)

About half of the long-range financing problem of the Social Security system
results from a technical fault in the method of benefit computation for future
(not retired) beneficiaries under the automatic adjustment provisions that
were enacted in 1972. This procedure adjusts the Social Security benefit table
in line with increases in the cost of living for future retirees whenever
present retirees' benefits are automatically increased. In addition, workers'
earnings normally increase during their working lives and these higher earn-
ings increase the average wage on which benefits are based. If inflation is high
and wage increases barely keep up with price increases, replacement ratios
(the ratio of benefits to pre-retirement wages) will drift upward. If gains in
real wages are large and inflation is moderate, the replacement ratios will
drift downward.

The same basic procedure was used when ad hoc benefit increases were made
during the years 1954-72. It worked well at that time because economic con-

-- A-ton-were more stable. Wage and price increases were moderate with wages
rising twice as fast as prices. Only if there is a rather substantial gain in
real wages (i.e., wages grow about twice as fast as prices) can the system
be self-supporting at present tax rates. Based on recent economic conditions
and those that appear likely in the long run, the procedure will not work
satisfactorily in the future and will cause a serious deficit in long-run Social
Security financing. Under present economic assumptions, the result would be
benefits exceeding the highest earnings of some beneficiaries in the next cei-
tury. Congress clearly would not let this happen. However, present actuarial
estimates assume that the trust funds face a serious and almost unmanageable
long-range financial problem arising from the anticipated trends.

What has been called "decoupling" has been proposed by the Administration
to meet both of these problems, i.e., a major part of the possible long-term
fiscal problem and a stable ratio of benefits to pre-retirement wages. "De-
coupling" will stabilize these ratios by providing specific replacement ratios f
benefits to pre-retirement wages for the working population. Instead of the
uncertainty that now exists, workers will know what future replacement ratios
will be. At the same time, there will be no possibility, as under present law,
that in the future, benefits could exceed pre-retirement wages. This change
would eliminate approximately one-half of the program's long-run deficit.

There are a number of ways to "decouple." The President's approach, which
has wide consensus support, would stabilize the present wage replacement
ratios for the working population on into the future. This is called indexing
by average wages. Others would index by prices or by other methods so that
ratios in the future would decline. These latter approaches severely dis-
criminate against younger workers who, after having paid higher payroll taxes

.- during their working lives, would receive a much smaller percentage of wages
in retirement benefits than do today's retirees. We are strongly opposed to this
kind of decouplingg."

The AFL-CIO, National Council of Senior Citizens, American Association
of Retired Persons, the last Advisory Council on Social Security, as well as
a number of other organizations support the Administration's decouplingg"
proposal which in-olres that the replacement ratios for future retirees will
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be no lower than for current retirees. That was also the official position of
the Ford Administration. It is imperative that Congress pass a decoupling
proposal which does not deliberalize the present ratio of benefits to wages.

However, we strongly disagree with what we understand the Administra-
tion will propose as a transitional provision in relation to "decoupling." The
purpose of such a provision is to guarantee future beneficiaries for a period
of time that their benefits under the new "decoupling" formula will be no
less than the amount of their benefit entitlement on January 1, 1979, under
the old formula. The Administration would do this only for retirees and only
for a five-year period. We urge a transition period of at least ten years for
all beneficiaries-disabled and survivors as well as retirees. This was recom-
mended by the Ford Administration. We are deeply disappointed the present
Administration apparently does not intend to do the same.

OTHER PROPOSALS

In addition to these major proposals, President Carter's program for Social
Security includes the following:

Shifts revenues from the Hospital Insurance Trust Fund (Medicare) to the
cash benefit trust funds. This shift will be possible because the President's
proposals for Social Security financing and hospital cost containment will
result in a surplus in the Medicare hospital trust fund.

Moves forward the date of a 1 percent increase in the payroll tax schedule
for 2011 in present law. One-fourth of the increase would be applied in 1985
and the remaining three-fourths in 1990. Of course, if Congress found that
these increases were not needed or wished to choose another source of financ-
ing such as general revenues, it could annul or postpone these future rate
increases as it has often done in the past. It is our hope that this will be
possible.

Increases the self-employed tax from 7 to 7.5 percent. This restores the
historical relationship which existed before 1972 and the self-employed rates
should be 1.5 times that paid by employees.

Changes certain technical provisions of the Social Security Act which dif-
ferentiate on the basis of sex. The Supreme Court recently held that a husband
is entitled to dependency status under his wife's earned benefits even if he
had not been dependent on her income. Eligibility would be limited to the
spouse with the lowest earnings over the previous three-year period.

We support these proposals which will help strengthen the financing of the
program to the benefit of millions of Social Security beneficiaries.

The President's proposals will reduce the deficit projected by the Trustees'
Report from 8.2 percent of payroll to a manageable 1.9 percent average deficit
over 75 years. In our opinion, this deficit is unlikely to actually occur because
we regard the assumptions of the Trustees' Report as unduly pessimistic.

The most sensible course at this time is for the Congress to enact the changes
recommended by the Administration which will assure the financial soundness
of the Social Security system into the next century. We should not try to
totally solve the small long-range financing problem that remains but wait a
little longer until we are able to judge the most important long-run variables
with a greater degree of certainty.

The primary factor causing the long-run financing problem is the projected
decline in the fertility rate resulting in a much smaller labor force in the
future. In other words, the proportion of workers supporting beneficiaries will
likely be much less in the next century. A higher proportion of the nation's
production by active workers will have to go to support older people-
assuming_ the two groups maintain the same relative living standards that now
exist.

On the other hand, the increased portion of the nation's production that will
go to the retired population will be offset to a considerable degree by a decline
in the number of younger people being supported by the economy. There will
be less expenditures for supporting children, for schools, for day care, etc.,
and society can, if it wishes, shift the economic savings to supporting the
larger older population. In short, in any society, the population at work has
to support those that can't work. Looking at the total economy, the economic
burden for active workers will not really change that much. There will be an
increased need to support older people largely offset by a reduction in the need
to spend money for young people.
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The financial gains that accrue to society as a whole by such compensating
factors are little reflected in monetary gains to the program itself. Thus, the
financial problem is not one faced as much by the nation or economy as a
whole but arises from the circumscribed manner in which the Social Security
system is financed. The system is based on a payroll tax on active workers and
on employers. Exclusive reliance on this tax, if-the ratio of retired people to
those at work increases significantly, will require major increases in the tax
to support retirees.

The problem is how to route some of these financial gains to society from
a declining birthrate to the Social Security program to help pay for the
higher costs required to support the elderly, Considered solely as a tax, the
Social Security contributions are highly regressive on wage earners. It would
be unfair to place the entire increased burden of supporting the elderly on
wage earners and wage income. The best way to achieve greater tax equity
and to translate financial gains elsewhere in the economy to increased revenue
to the program is by general revenue contributions to the trust funds. We
urge gradually increasing contributions from general revenues until at least
one-third of the Social Security program is financed in this manner. This gen-
eral revenue funding should provide for needed program improvements as
well as any long-run deficit, which we regard as unlikely, that may occur
after the enactment of the Administration proposals.

The reliability of any long-range actuarial assumption diminishes as the
length of the projection period increases. There are enormous problems in-
volved in making realistic economic projections for 75, 50 or even 26 years.
In the last few years, long-term economic assumptions used in the Trustees'
Report have been influenced significantly, perhaps unduly, by recent transient
economic problems.

The 1973 Trustees' Report assumed that real wages would increase on an
average over the next 214 percent per year, prices by 2% percent per year,
and that women would have an average of 2.5 children during their child-
bearing years. At that time, with this set of assumptions, the system was in
actuarial balance. The 1977 report uses more pessimistic assumptions based
on recent experience. Under these assumptions, real wages would increase
by only 1% percent per year, prices by 4 percent and the fertility rate would
be 2.1 per woman. These small changes account for about all of the projected
deficit over that projected in the 1973 report. This is because even very small
changes when compounded over 75 years have a major impact on long-run
costs.

Experiefice has shown that projection of future population growth has- often
been wrong. Demographic experts always draw attention to the uncertainties
which surround their assumptions and emphasize that it is not possible to
make firm predictions. For example, in 1946 the best estimates were that the
U.S. population in 1975 might be as low as 147 million or as high as 191
million. Yet, by 1975 the population had actually reached 213 million.

Even if the most pessimistic demographic forecasts occur, it does not neces-
sarily follow that there will be a proportionately smaller future labor force
to support Social Security beneficiaries. A smaller labor force may neverthe-
less be accompanied by a greater demand for labor. Experience has shown that
the supply of workers expands to meet demand. Many older people now forced
into retirement may be able to continue working. Smaller families may bring
more women into the labor force than is now predicted since there will be
fewer years when they are caring for small children.

We should make every effort to drive down our excessive unemployment
rates closer to those of most other industrialized nations so that more people
will be working and paying into the trust fund. Future productivity increases
may average 2.5 or 3 percent a year instead of the pessimistic 1.75 percent
assumed in recent cost estimates. Very minor variations in any of these factors
when compounded over a period of 75 years would have a significant impact
on the cost of the Social Security system.

We hope our statement concerning the financing of the Social Security pro-
gram has been helpful. President Carter's recommendation would, if enacted,
put the Social Security program on a sound financial basis now and into the
next century. We are certain that American workers can have every confidence
that this Subcommittee and the Congress will not only act quickly and favor-
ably on the President's proposals but will continue to improve the program.
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STATEMENT BY THE AFL-CIO EXECUTIVE COUNCIL ON SOCIAL SECURITY COVERAGE
OF STATE AND LOCAL GOVERNMENT EMPLOYEES

Considerable concern has recently been focused on the withdrawal of state
and local governments from Social Security coverage. Unlike the private em.
ployers and employees, state and local governments and their employees are
covered on an elective basis and three public employers can unilaterally with-
draw from the program. When they do, the state and local employees involved
lose valuable Social Security protections.

Facing budget pressures, many state and local governments shortsightedly
view withdrawal from Social Security as a solution and over 200 have notified
the Social Security Administration of their intention to withdraw.

The AFL-CIO is deeply concerned about the adverse effects that these with-
drawals will have on the benefit protections of the affected public employees.
Future retirement benefits for these employees, survivor protection for widows
and minor children, and disability and health protection can be lost or reduced.

The Social Security System has accumulated sizable accrued liabilities on
behalf of state and local public employees whose employers are now with-
drawing them from coverage. When this happens, these costs then fall on all
other covered wage earners and employers who have to contribute more to
the Social Security program in order to make up for the discontinued contri-
butions of the states and localities.

The Social Security protection of public employees should not be wiped out
by the unilateral action of their employers. Once coverage is elected, with-
drawal 'should not be allowed. The Congress and the Administration should
act immediately to correct this defect in the law by requiring public employers,
whose employees are covered by Social Security, to maintain that coverage.

(Adopted by AFL-CIO Convention, San Francisco, Calif., October 1975]

OLD AGE, SURVIVORS, DISABILITY AND HEALTH INSURANCE

In 1976, the United States will commemorate the 200th anniversary of its
birth. In these 200 years, this nation has created a vast and complex economy,
made momentous discoveries in scicdce and technology and developed a demo-
cratic universal educational system open to all. Yet its treatment of the aged,
sick and poor falls far short of what other less affluent and less educated
nations are doing ftr their citizens. America has the wealth, the institutions
and the competence. All that is lacking is the will to act.

With some astonishment at even having to say so, we in the-AFL-CIO affirm
our support of the Social Security system. Recent attacks on the low level of
benefits, scare stories that it is going bankrupt, impel us to express our con-
fidence in the integrity and wrorkability of the system.

Since 1935, when it was first established, Social Security has been a contin-
uing concern of the American labor movement. Nearly half the money in the
system's trust funds comes out of workers' wages. More than 19 million workers
and their dependents receive retirement benefits and the labor movement is
well represented among the nearly 12 million other beneficiaries of the pro-
gram-disabled workers and their dependents, widows, widowers, and orphans.

Claims that the system cannot meet its payments have recurred with some
frequency during the past 40 years. The latest fears have arisen out of exag-
gerated press accounts of the reports of the Social Security Trustees. We con-
cur in the views of five former HEW Secretaries, Elliot Richardson, Robert
H. Finch, Wilbur J. Cohen, John W. Gardner and Arthur Flemming, who have
examined the latest charges and find them baseless. In a joint statement
they issued recently they find no lessening of congressional commitment, and
to grounds for believing the system cannot meet its obligation. The steady
drop in the national fertility rate, if it continues, suggests that sometime in
the next century a smaller group of workers will be supporting a growing
group of older retired persons. The current rate of inflation and the increase
in benefits, tied to the cost of living, suggest that an increase in income will
be needed over the next 25 years to pay the cash benefits. But we agree with
the Secretaries that the problem is manageable and does not constitute a
financial crisis.

The purpose of the Social Security system today remains as It was in 1937
when U.S. Supreme Court Justice Benjamin Cardozo so aptly expressed it:
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"to save men and women from the rigors of the poorhouse as well as from the
haunting fear that such a lot awaits them when journey's end is near." The
Social Security system is still the best instrumentality we have for achieving
that purpose. To say that, however, does not mean the system cannot be
improved.

To place this nation in the first ranks of leadership in social insurance pro-
tections for its citizens, the AFL-CIO recommends the following far-reaching
reforms in the Social Security program.

COST OF LIVING ESCALATOR

Galloping inflation has had a disastrous impact on the living standards of
Social Security beneficiaries. The present cost-of-living escalator providing for
annual increases was based on the assumption that price increases would be
moderate and skyrocketing prices were not anticipated. More rapid adjustment
of benefits is needed to keep up with rising prices. Therefore, benefits should
be adjusted for the rise in living costs at least every six months whenever the
Consumer Price Index increases by 8 percent or more.

One major handicap in the effort to fight inflation among Social Security
beneficiaries is the lack of a budget that accurately measures the impact of
inflation on them. While the present Consumer Price Index best applies to
workers and should be continued, a special Consumer Price Index should be
devised for the elderly which would better reflect the cost increases in the
items that make up their typical budget.

SEX DISCRIMINATION

The same legal rights in all respects should flow from a worker's wage
record regardless of whether that worker is male or female. Therefore, all
differences in the benefit treatment of men and women should be removed
from the law, thereby improving the benefit protection for married women who
work and the treatment of couples where both work.

RETIREMENT AGE

The impact of automation and unemployment has created serious problems
for elderly workers who are not yet 65 and therefore not eligible for full
Social Security benefits. A number of changes should be made in the Social
Security Act to more effectively meet the interrelated problems of old age,
disability and unemployment.

1. The Social Security Act should be amended to include an occupational
definition of disability for older workers so that any disabled worker after
50 or 55 who is unable to handle his or her usual occupation would be entitled
to Social Security disability benefits.

2. Because of unemployment and the low wage base in earlier years, most
workers retire on low Social Security benefits not adequately related to wages
at the time of retirement. At present, workers can drop out only five years of
low or no earnings in computing their average wage on which their benefits
are based. The number of drop-out years of low or no earnings in computing
the average wage base should be increased as a first step toward a benefit
formula based on a worker's high 5 or 10 years of earnings.

3. A serious problem has been the low, actuarially reduced benefits of those
who are forced to retire before age 65. Retirement before--age 65 is possible
but only with a severe actuarial reduction. The !aw should permit retirement
between 60 and 65 with less than a full actuarial reduction in benefits.

4. In addition to lowering the retirement age in this manner, there is a
dire need for economic protection for older workers before eligibility for retire-
ment benefits in case of persistent unemployment. Workers who are unemployed
for two full years after age 55 should be entitled to Social Security benefits
on the same basis as if they had reached the minimum age of eligibility for
retirement benefits.

TEMPORARY TOTAL DISABILITY

Social Security disability benefits are not paid unless individual is totally
disabled for at least six months and unless he or she meets the excessively
stringent definition that the disability is totally incapacitating and will last
at least 12 months or is expected to result in death.
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This means that many workers are incapacitated for months without either
regular income or benefits. The economic impact on the family can be catas-
trophic, causing deprivation that may last years beyond the date of recovery
of the breadwinhier.

The Social Security Act should be amended so that benefits will be paid for
total disability that lasts longer than one month without regard to its sub-
sequent expected duration. This coverage should apply equally to working
women who must cease work temporarily before and after pregnancy.

MEDICARE

Pending enactment of National Health Security, the Medicare program
should be expanded to provide older and disabled people greater protection
for health costs. Among the needed improvements are:

1. Elimination of the monthly premium beneficiaries must pay for Part B
(physician services) of Medicare.

2. Coverage of prescription drugs.
3. Reduction or elimination of the requirement that a disabled beneficiary

must receive cash benefits for two years as a condition for eligibility for
Medicare coverage.

4. Coverage for all Social Security beneficiaries before age 65 who retire
or d-re forced out of the labor market because of unemployment.

5. Enactment of long-term care program for Social Security beneficiaries
without means or income tests as part of either Medicare or a national health
program.

FINANCING

Though the worker receives an economic bargain in terms of benefits re-
ceived for contributions paid, the Social Security tax has become a burden
for many workers. Since the contribution rate is uniform for all salary levels
and exempts higher levels of income, considered solely as a tax it is regressive.
The Social Security tax should not go higher. Instead, future Social Security
Improvements should be financed by increases in the earnings base and by a
gradually increasing general revenue contribution.

We reaffirm the position taken in the Executive Council statement of
February 1975 that the Social Security tax should be applied to the total
payroll of employers and that a new benefit formula should be adopted which
would better reflect wages earned at the time of retirement.

SUPPLEMENTAL SECURITY INCOME (SSI)

The Supplemental Security Income Program has serious deficiencies which
must be corrected. Although it was known in advance that this program would
be exceedingly complex and cover millions of impoverished elderly, blind and
disabled, the Administration deliberately failed to request funds for anywhere
near sufficient staff to launch the program on an effective and equitable basis.
The result has been vast confusion involving substantial errors in payments
and much hardship for many beneficiaries of the program.

We call upon the Administration to immediately request funds for additional
staff to assure fair and effective administration of the program. Beneficiaries
must not be made to suffer because of maladministration of the program.
Therefore, rebates from the meager amounts recipients receive must not be
required even if previous benefits they have received were technically overpaid.

But Inadequate staff to properly administer the program is not the only
problem. Benefit levels are too low so that recipients are unable to live
decently on -them. The goal should be to guarantee these deprived Americans
a SSI benefit sufficient to lift them from poverty.

The problem of Inadequate benefits is compounded since SSI beneficiaries
often lose their eligibility for other public benefits, such as food stamps and
Medicaid, when their income, rises due to cost of living or Social Security
increases. Congress should enact a "pass-through" provision to meet this
problem.

Similarly, states that supplement federal SSI payments should not be
allowed to decrease their supplements by the dollar amount of federal increases.
These states should be required to "pass-through" federal SSI increases and
any resulting additional costs incurred by a state should be shared by the
federal government.



172

INDEPENDENT SOCIAL SECURITY A0OLWY

We affirm the position taken in the Executive Council statement of Aug. 6,
1974 that the Social Security Administration should be an independent, non-
political agency. It should be under the direction of a five-member governing
board, including duly designated representatives of management and labor,
appointed by the President with the advice and consent of the Senate and
with no more than three members from any one political party. At the same
time, in order to strengthen public confidence in the program, the Social
Security trust funds should be excluded from the unified budget.

Senator NELSON. Our next witness is Melvin Glasser, director of
the social security department, International Union, United Auto-
mobile, Aerospace an& Agricultural Implement Workers of America.

We appreciate having you here this morning, Mel. Can you pre-
sent your testimony in a 20-minute period?

Mr. GLASSER. Most assuredly.
Senator NELSON. Your full prepared statement will be printed in

the record. You can avoid repetition of statistics that we already had.
Would you identify your associate for the reporter?
Mr. GLASSER. May I introduce Dr. William Hoffman, who is my

associate in the social security department of the UAW. We are
speaking today on behalf of 11/2 million members. We represent
about 5 million people who are in the UAW families.

STATEMENT OF MELVIN A. GLASSER, DIRECTOR, SOCIAL SECURITY
DEPARTMENT, INTERNATIONAL UNION, UNITED AUTOMOBILE,
AEROSPACE & AGRICULTURAL IMPLEMENT WORKERS OF
AMERICA, ACCOMPANIED BY DR. WILLIAM HOFFMAN, ASSOCI-
ATE, SOCIAL SECURITY DEPARTMENT, UAW

- Mr. GLASSER. Mr. Chairman, the workers who make up the mem-
bership of our union have intense interest in the continued financial
integrity of this program. The paychecks they earn include deduc-
tions for social security. Their contributions combine with those of
over 100 million other Americans to pay for the benefits of those
already retired. They are deeply concerned that the money they pay
to social security does not stretch far enough to cover even the too
frequently inadequate benefits paid to current retirees and their
dependents. They know they earn future benefit protection by con-
tributing during their working years. But, after years of continued
confidence in their Government's promise of social security, they
are beginning to have doubts. Tens of thousands of our members re-
tire each year. The issues of financing social security are of critical
importance to their lives.

At present, there are approximately 300,000 retired UAW inem-
bers. We can tell you that they are also deeply concerned. Our
retirees and their dependents count heavily on their social security
checks. This is especially true for our members who have retired
from some of the less profitable companies. Social security often
constitutes the major portion of their retirement income.

For several years now we have seen the issues of financing social
security debated in the press. Scare stories based upon inaccurate
and misleading information have caused great public concern.



173

The very continued existence of the program is widely questioned
among working people. They do not believe it may continue. We
have talked to them across the country. Our members and all of

- America's workers, retirees and their families, are waiting for the
strengthening of this system. They feel, and we believe quite rightly,
that it is their program. They have a very personal stake in what
happens here.

We appreciate, Mr. Chairman, the prompt action of this committee
in scheduling these hearings. However, we are deeply concerned that
some Members of the Congress are already saying that this is not
the time to face the mid- to long-range fiscal problems confronting
social security. They say patch up the short-term problems, study
the long-range concerns. We say that this is the wrong approach.

The system is in financial trouble. You know the figures and you
know that it is going to go broke before long. The system needs to
be restored and made financially viable.

You have heard from the AFL-CIO and the various other groups
which have studied the system and made recommendations. We
strongly believe that the present and continued fiscal unbalance must
be corrected now. We do not need further study.

American workers must be secure in the knowledge that the bene-
fits they earn and that they will earn will be paid.The Carter administration, within 5 months of taking office, re-
viewed the findings of numerous social security financing reports
and studies. They consulted experts, examined recommendations, and
presented a series of pr'oposnls. We believe that all of us should be
thankful for the administration's insightful and constructive pro-
posals to strengthen social security financing. The people know that
we must face the facts now. The administration has provided leader-
ship. This committee has acted promptly. We hope the Congress will
resolve this major national concern.

The President detailed his comprehensive proposals with which
you are familiar. First is counter-cyclical general revenue financing
to compensate the trust funds for income, lost due to unemployment.
We support this proposal. It is a modest but important start. The
shift of Treasury funds to social security during a recession provides
needed support for the program when an income shortfall cannot
be made up through increased taxes. Increasing taxes at such times
would risk deepening the economic downturn. Underwriting deficits
in the manner proposed also allows a reduction in the trust funds
reserve level without a loss of fiscal security.

General revenue financing is long overdue. While we support tho
proposal before this committee, tying Treasury support to a level of
unemployment is too restrictive. We believe it essential that over
time and with advanced planning, Congress should move toward
more substantial general revenue support. Average social security
benefits for retired workers only amounted to $225 of primary )enefit
in 1976. Such benefits do not provide adequate income loss protection.
Clearly, means must be found to establish sufficient financing to sup-
port decent benefit levels.

A review of the social security program in other countries indi-
cates that many-including Germany, Japan, Canada, Brazil, Aus-
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tralia, Denmark, Ireland, Israel, Netherlands, Italy, Philippines,
Spain, Britain, and Luxembourg--employ general revenue financing.
Some countries, notably the Netherlands, Ireland, Australia, and
Brazil, specifically assign the cost of any program deficits to general
revenues.

At present, under our system, the average income replacement
rate of social security benefits for a retiree is 38 percent. This figure
compares with 46 percent in France, 50 percent in Germany, and 67
percent in Italy. Surely this great Nation must improve the financial
security of its retired workers. The people whose efforts throughout
their working lives have helped build our prosperous economy de-
serve adequate retirement income. But, it is clear that we can't pro-
vide workers with a secure retirement in dignity unless general rev-
enue financing is provided.

Workers are concerned with the regressivity in the social security
lax structure. The use of general revenues is one way to reduce this
unfair burden. Yet, in some quarters general revenue financing is
criticized as introducing a welfare component to the social securit)
cash benefit programs. We cannot understand the basis for this
criticism. We are not calling for a change in eligibility criteria.
We are not calling for a change in the contributory basis for deter-
mining benefits and entitlement. 'We do, however, recognize that an
increased financial burden requires additional funds.

General revenue financing is not a new concept. The original
framers of the Social security bill, as you know, anticipated that it
would be required by the mid-1960's, and in fact, Congress acted
on this in 1944 but later did not implement it [the recommendation].

Second, is removal of the wage base ceiling on employer taxes in
three steps. IWe support this proposal as giving long overdue recog-
nition of employers' responsibility to provide more adequate support
for the retirement benefits of 'worker families. Members of this
committee are aware that only 35 million workers in this country
are covered by private pensions. Nearly two-thirds of the private
work force are not.

Senator NELSON. May I ask a question there?
That figure is 35?
Mr. GLASSER. Yes, sir.
Senator NELSON. 'When you say private, you are excluding State

and municipal governments?
Mr. GLASSER. Yes; I am talking about private employer-employee.
Senator NELSON. All right.
Mr. GLASSER. These workers depend substantially upon social secu-

rity for their retirement incomes.
Even those who have private pension plan protection rely on

social security. Most private pensions are designed to take into
account social security benefits. Illustrations of this can be found
in the benefits provided in the pensions negotiated by our union with
the Big Three automobile companies. Yet, thousands of our mem-
bers, it must be said, bave far less income protection than that pro-
vided in our contracts with the more profitable companies. The
benefits these workers earn under social security are essential to their
secure retirements.
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We are convinced this is a fair proposal. The cost to employers
is about $4 billion less than the projected employer contributions
which would result from the approach of increasing both the tax
rate and wage base.

Senator N~Ao. Is that under current provisions of law?
Mr. GLssE. Yes. The numbers over 4 years are $34.2 billion, 1

one increased the tax rate and base, and $30.4 billion over 4 years
if one follows the administration's proposal.

And while I am -commenting on this, Senator Nelson, may I
answer a question that you asked of Mr. Biemiller in another way?

You asked if certain groups of employers would be better off or
worse if the administration's proposal to tax full payroll would bo
implemented.

We believe that the marginal employers, the smaller employers,
particularly in the service industries, would be better off with the
administration's proposal since their wages tend to be the lower
wages. Their payrolls, basically, are almost 100 percent taxed now.
They would not get the impact of full payroll in the way the larger,
more profitable employers are likely to be taxed. That is a general-
ization, which, of course, has exceptions.

Senator NELsoN. Well, then, you do agree with the response given
by Mr. Biemiller that it would have to be a very high salaried com-
pany in order for it to cost more? Is that correct?

Mr. GLASSER. That is correct. In most instances, it ought to be a
larger company with a larger range of salaries than you usually see
in the service industries.

Further, -employer contributions to social security are considered
as business expenses and therefore deductible from their corporate
income taxes. The proposal is a reasonable approach to generating
needed revenues. The fiscal integrity of the system Wo'ldd be strength-
ened without increasing the program's benefit liability.

Third, we support restoring the traditional ratio in the tax rate
of the self-employed. The self-employed enjoy the same benefit pro-
tection as those who receive wages, and we support the restoration
of the traditional equitable ratio of the tax rate for the self-employed
to the rate paid by employed workers.

Fourth, we support increasing the" wage subject to social security
tax beyond the existing projected increases by $2,400 by 1985.

We recognize middle-income wage earners are not happy with
the prospect of increased taxes as this measure would require. We
believe, however, that such workers would be prepared to accept this
proposal. It would decrease the regressivity in the social security tax
structure and would yield higher earned benefits. In 1937, when
social security contributions started, about 97 percent of all those
in covered employment had their full earnings counted for social
security. Today, the comparable figure is 85 percent. This proposal
would go a long way to restoring the original relationship by cov-
ering the earnings of all but the highest paid.

The proposal is equitable. It would require higher contributions
from those with the greatest ability to pay. Those who contribute
more would earn higher benefits in retirement. There is evidence that
higher paid workers need greater income-loss protection. Their needs
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,are not presently being met adequately. Further, the increased
revenues, estimated to amount to $9.3 billion by 1985, which would
result from increasing the taxable wage base, would provide needed
financial support during the short term.

It is also important to compare this proposal with one which
would increase the existing social security tax rate level. At present,
the low wage earner and even the midlevel wage earner contribute
t social security on the basis of 100 percent of their wages. Yet, the
highest paid workers contribute on a lower portion of their earned
income. A tax rate increase would only aggravate this regressive
burden-a burden which is especially severe for those with the least
Ability to pay. Furthermore, a tax rate increase by itself results in
no increase in the benefit levels of those who pay more. It-is clearly
more equitable to increase the wage base in the manner proposed by
the Adminisftration.

'We continue to be concerned with the heavy burden social secu-
rity taxes represent for the lowest wage earns. Consideration should
be given to providing income tax credits for the social security taxes
paid by wage earners whose annual incomes are below the poverty
level. However, since we understand that this is to be taken up under
tax reform measures, we mention our concern here to make certain
that this critically important issue is resolved.

Fifth, we support shifting a portion of the income generated by
the already scheduled 1978 and 1981 hospital insurance tax rate
increases to the cash benefit pro rams. It would bolster the cash
benefit programs, especially disabiTlity insurance, and is a reasonable,
partial solution to the fiscal problems confronting the system.

The proposal appears sound, but it will not continue to be sound
,if health care costs continue to escalate at the present rate. And that
is a serious problem.Sixth, we support establishing a new eligibility test for depend-
ents' benefits.We support the administration proposal to apply the same eligi-
bility criteria to husbands and wives. Social security benefits are
designed to provide family breadwinners' income replacement. An
equjaly applied dependents' test is consistent with this program
principle.

These six proposals, if enacted this year, would result in resolv-
ing social security's financing problems over the short run. As the
administration has indicated, income to the program would then
exceed expenditures beginning in 1978. The exhaustion of the dis-
ability insurance trust fund in 1979 would be averted. The old age
and survivors insurance test fund would remain viable beyond 1983
with a restored adequate reserve level. And, these necessary goals
would be accomplished without any increase in the existing schedule
lax rates.

Yet, even with the early enactment of these proposals, financing
'problems would still confront social security into the next century.
And this is where we urge the committee to act now.

The mid- to long-range problems are not speculative. We know
they will exist. There is no need for further study. In fact, delays
only increase the problems and make their resolution that much more
difficult.
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The' administration recommends two proposals which would in-
sure the financial integrity throughout the remainder of this century
and establish the fiscal soundness in the programs. Additional modi-
fications could be made after 2001 if the need for increased income
is apparent.

We support the administration's proposal to advance the 1-percent
tax rate increase scheduled for 2011. The advanced scheduled in-
creased revenues will be needed.

We have supported and continue to support the 1972 landmark
amendments to the Social Security Act which recognized the need
to keep retirement income insulated from erosion due to inflation.
We also support decouplingg" or correcting the technical error which
provides an unintended double (lip for inflation in the future benefits
of those now working. However, the correction process must be done
without reducing the already inadequate wage replacement rates, as
Mlr. Biemiller has testified.

I would like to depart from the prepared testimony and indicate
that we are also in support of the AFL-CIO position of no change
in replacement rates until 10 years from now, and we have a very
specific reason for indicating this.

The UAW has major, early retirement programs. We have tens
of thousands of workers, probably approaching over 100,000 now,
who, between the ages of 50 and 62, have left the work force in the
last 10 years. The largest numbers have left in the last 3 or four years.
We have a workman's test, which is identical with the social security
test. So they left the work force, based upon the expectation that
the UAW negotiated pension in combination with the expected
social security income they will receive over the next years, will give
them an adequate means of living in respectable retirement.

Changing that anticipated income at this point would be dele-
terious to them and would be, in fact, a change from their expecta-
tions of what they could get out of retirement income. That would
be a major problem for these people. Therefore, the 10-year mora-
torium, if you would like to call it that, is needed.

In summary, on behalf of our members and their families, we call
upon your committee to recommend early enactment of the admin-
istration's proposals. They will strengthen social security. They will
deal with the immediate as well as the mid- and long-range problems.
We believe they are interrelated and we urge early action.

Thank you, sir.
Senator NELSON. Mr. Long I
Senator LONG. No questions at this point. Thank you very much.
Senator NELSON. Mr. Danforth?
Senator DANFORTH. No questions. Thank you.
Senator NExsox. What percentage of the United Auto Workers

are covered by private pensions now?
Mr. GLASSER. It is in excess of 90 percent.
Senator NELSON. Do you have an average figure of what the re-

placement percentage amounts to when combined with current social
security benefits?

Mr. GLAssER. I anticipated that question but I regret to advise
you I cannot give you an answer. The differences in the rates of
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retirement and the differences in benefits dating back to 1950, and
the differences iii the employers-we have 1,500 pension plans--are
such that I cannot answer that question.

I can answer it for the Big Three, but that is not a representative
answer.

Senator Nn.sox. I must say that you have great insight because
you anticipated a question that I hadn't determined to ask until
this moment.

Thank you very much.
Mr. GLASSER. You are very welcome.
[The prepared statement of Mr. Glasser follows:]

STATEMENT OF MEL,,VIN A. GLASSER, DIRECTOR, SOCIAL SECURITY DEPARTMENT,
INTERNATIONAL UNION UAW, IN BEHALF OF INTERNATIONAL UNION, UNrWEI
AUTOMOBILE, AEROSPACE AND AoRICULTURAL IMPLEMENT WORKERS OF AMERIOA,
UAW

Summary of Principal Recommendations
Immediate Congressional action is needed to strengthen social security financing -4

into the next century. Short term changes alone would be unsatisfactory.
Counter-cyclical general revenue financing of social security constitutes aD

important initial step toward the goal of more substantial general revenue
support.

Correction of the unintended double impact of inflation on the benefits of
future retirees must be undertaken as soon as possible without any reduction
in replacement rates.

Employers should contribute to social security on the basis of total payrolls.
The wage-contribution base for workers should be increased beyond the levels

resulting from the projected automatic increases.
A portion of the revenues generated by the scheduled Hospital Insurance tax

rate increases should be used to support the cash benefits' programs.
The tax rate for the self-employed should be restored to the traditional level

of one and one-half times the rate for employed workers.
The tax rate increase scheduled for 2011 should be made effective sooner.
The criteria for determining eligibility for dependents' benefits should be

equitably applied to men and women.
Mr. Chairman, Members of the Subcommittee on Social Security; my name

is Melvin A. Glasser, Director of the International Union, UAW's Social Secu-
rity Department. Accompanying me is Dr. William S. Hoffman, my associate
from the UAW Social Security Department. We appreciate the opportunity
to present testimony on maintaining the fiscal soundness of Social Security.
We speak for over one and one half million active and retired members of
the UAW who, together with their families, constitute about 4 and one-half
million Americans.

The workers who make up the membership of our Union have intense
interest in the continued financial integrity of Social Security. The paychecks
they earn include deductions for Social Security. Their contributions combine
with those of over 100 million other American workers to pay for the benefits
of those already retired. UAW members are deeply concerned with the money
they pay to Social Security does not stretch far enough to cover even the too
freque, y inadequate benefits paid to current retirees and their dependents.
They .iow they earn future benefit protection by contributing during their
working years. But, after years of continued confidence in their government's
promise of social security they are beginning to have doubts. Tens of thousands
of our members retire each year. The issues of financing social security are
of critical importance to their lives.

At present, there are approximately 800,000 retired UAW members. We can
lell you that they are also deeply concerned. Our retirees and their dependents
count heavily on their social security checks. This is especially true for our
members who have retired from some of the less profitable companies. Social
security often constitutes the major portion of their retirement income.

For several years now we have seen the issues of financing social security
debated In the press. Scare stories I.ased upon inaccurate and misleading
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information have caused great public concern. The very continued existence
of the program seemed in question. We have talked to workers across the
country. Their confidence in Social Security has been shaken. Our members
and all of America's workers, retirees and their families are waiting for the
strengthening of the financing of the system. They feel, and quite rightly,
that it is their program. They have a personal stake In whatever action
Congress takes.

Mr. Chairman, we appreciate the prompt action of this Committee in
scheduling these hearings. However, we are deeply concerned that some mem-
bers of Congress are already saying that this Is not the time to face the mid-
to long-range fiscal problems confronting Social Security. They say patch up
the short term problems, study the long-range concerns. We say that is the
wrong approach.

The system is In financial trouble. The Disability Insurance Trust Fund
reportedly will be exhausted in 1979. The Old Age and Survivors Insurance
Funds will be depleted shortly thereafter. Even after short term solutions are
enacted, a fiscal Imbalance will remain into the next century. The system
obviously needs restored, strengthened financing to keep it viable.

The 1975 Report of the Social Security Advisory Council carefully spelled
out the problems. The last three Trustees Reports of the Social Security Trust
Funds have repeated and updated the financing concerns. Congress has held
a number of hearings in recent years on the subject. Numerous responsible
government and private organization spokesmen have offered detailed testi-
mony. We strongly believe that the present and continued fiscal imbalance
must be corrected now. We don't need further study. American workers must
be secure in the knowledge that the benefits they earn now, will earn and
have earned, will be paid.

The Carter Administration, within five months of taking office reviewed the
findings of numerous social security financing reports and studies. They con.
suited experts, examined recommendations and developed the series of propo-
sals presently before this Committee. All Americans should be thankful for
the Administration's insightful and constructive proposals to strengthen Social
Security financing. The people know we must face facts now. The Adminis-
tration has provided the leadership. This Committee has acted promtply in
scheduling these hearings. We now call upon Congress to resolve this major
national concern.

In a May 9, 1977 message to Congress, President Carter detailed his com.
prehensive proposals for strengthening Social Security financing. These include:

First. Counter-cyclical general revenue financing to compensate the trust
funds for income lost due to unemployment.

We support this Administration proposal. It is a modest but important
start. The shift of treasury funds to social security during a recession, provides
needed support for the program when an income shortfall cannot be made up
through increased taxes. Increasing taxes at such times would risk deepening
the economic downturn. Underwriting deficits in the manner proposed also
allows a reduction in the Trust Funds reserve level without a loss of fiscal
security.

G General revenue financing is long overdue. While we support the proposal
before this Committee, tying treasury support to a level of unemployment is
too restrictive. We believe it essential that over time and with advanced
planning, Cop .'ess should move toward more substantial general revenue
support. Averi ,a social security benefits for retired workers only amounted
to $225 per month in 1976. Such benefits do not provide adequate income-loss
protection. Clearly, means must be found to establish sufficient financing to
support decent benefit levels.

A review of the social security programs in other countries show that many,
including Germany, Japan, Canada, Brazil, Australia, I)enmark, Ireland, Israel,
Netherlands, Italy, Philippines, Spain, Britain and Luxembourg, employ general
revenue financing. Some countries notably the Netherlands, Ireland, Austria
and Brazil, specifically assign the cost of any program deficits to general
revenues.

At present, under our system the average income replacement rate of Social
Security benefits for a retiree is 38 percent. This figure compares with '16 per-
cent in France, 50 percent in Germany, And 07 percent in Italy. Surely this
great nation must improve the financial security of its retired workers. The
people whose efforts throughout their working lives have helped build our

95-197-77- 13
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prosperous economy deserve adequate retirement income. But, It is clear that
we can't provide workers and a secure retirement in dignity unless general
revenue financing is provided.

Workers are concerned with the regressivity in the Social Security tax struc-
ture. The use of general revenues is one way to reduce this unfair burden.
Yet, in some quarters general revenue financing is critized as introducing a
welfare component to the Social Security cash benefit programs. We cannot
understand the basis for this criticism. We are not calling for a change in
eligibility criteria. We are not calling for a change in the contributory basis
for determining benefits and entitlement. We do, however, recognize that an
increased financial burden requires additional funds.

General revenue financing is not a new concept. Under present law, such
monies are already transferred to Social Security to provide hospital insurance
for those not eligible for cash benefits, to pay half the cost of Medicare Part B,
to defray the cost of benefit payments due to credits earned in military service,
and to provide special benefits to those over age 72 who are not able to meet the
normal entitlement provisions of the Act.

The original framers of the Social Security bill anticipated the program
would require general revenue support by the mid-190s. Over the years, various
responsible groups have advocated general revenue financing and several Social
Security Advisory Councils have recommended such action. In 1944, Congress
passed the Vandenburg-Murray Amendment to the Social Security Act which
authorized general revenue underwriting of future deficits. The authorization
was not implemented and the amendment was repealed in 1950.

Second. Removal of the wage base ceiling on employer taxes in three steps.
We support this proposal as giving long overdue recognition of employers'

responsibility to provide more adequate support for the retirement benefits of
worker families. Members of this Committee are aware that only 35 million
workers in this country are covered by private pensions. Nearly two-thirds of
the private workforce are not. These workers depend substantially upon Social
Security for their retirement incomes.

Even those who have private pension plan protection rely on Social Security.
Most private pensions are designed to take into account Social Security benefits.
Illustrations of this can be found in the benefits provided In the pensions nego-
tiated by our Union with the Big Three automobile companies. Yet, thousands
of our members, it must be said, have far less income protection than that
provided in our contracts with the more profitable companies. The benefits
these workers earn under Social Security are essential to their secure retire-
ments.- - - -

We are convinced this Is a fair proposal. The cost to employers is about $4
billion less than the projected employer contributions which would result
from the approach of Increasing both the tax rate and wage base. Further,
employer contributions to Social Security fire 6onsidered as business expenses
and therefore deductible from their corporate income taxes. The proposal is
a reasonable approach to generating needed revenues. The fiscal integrity of
the system would be strengthened without increasing the program's benefit
liability.

Third. We support restoring the traditional ratio in the tax rate of the
self-employed.

From 1950 until 1972, the Social Security tax rate paid by the self-employed
was equal to 1% times the rate paid by employed wage earners. This rela-
t ionship has eroded since 1972. The self-employed enjoy the same benefit pro-
tection under Social Security as those who receive wages. We support the
restoration of the traditional and equitable relationship of the tax rate for
the self-employed to the rate paid by employed workers.

Fourth. Increase the wage subject to Social Security tax beyond the existing
projected increases by $2,400 by 1985.

We recognize middle income wage earners are not happy with the prospect
of increased taxes as this measure would require. We believe, however, that
such workers would be prepared to accept this proposal. It would decrease
the regressivity in the Social Security tax structure and would yield higher
earned benefits. In 1937, when Social Security contributions started, about 97
percent of all those in covered employment had their full earnings counted for
Social Security. Today, the comparable figure is 85 percent. This proposal
would go a long way to restoring the original relationship by covering the
earnings of all but the highest paid.
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The proposal is equitable. It would require higher contributions from those
with the greatest ability to pay. Those who contribute more would earn
higher benefits in retirement. There is evidence that higher paid workers
need greater income-lose protection. Their needs are not presently being met
adequately. Further, the increased revenues, estimated to amount to $9.3
billion In 1985, which would result from Increasing the taxable wage base,
would provide needed financial support during the short term.

It is also important to compare this proposal with one which would increase
the existing Social Security tax rate level. At present, the low wage earner
and even the mid-level wage earner contribute to Social Security on the basis
of 100 percent of their wages. Yet, the highest paid workers contribute on a
lower portion of their earned income. A tax rate increase would only aggravate
this regressive burden-a burden which is especially severe for those with the
least ability to pay. Furthermore, a tax rate increase by itself results In no
Increase in the benefit levels of those who pay more. It is clearly more equitable
to increase the wage base in the manner proposed by the Administration.

We continue, however, to be concerned with the heavy burden Social Security
taxes represent for the lowest wage earners. Consideration should be given to
providing Income tax credits for Social Security taxes paid by wage earners
whose annual Incomes are below the poverty level. However, since we under-
stand that this Is to be taken up under tax reform measures, we mention
ouir concern here to make certain that this critically Important issue is resolved.

Fifth. Shift a portion of the Income generated by the already scheduled
1978 and 1981 Hospital Insurance tax rate increases to the cash benefit pro-
grams.

We support this reassignment of program Income within the existing tax
schedule. The hospital Insurance program is operating at a surplus. Future
revenue is expected to result from the proposed and existing automatic wage
base Increases, and the removal of the wage base ceiling on employer contri-
butions. The shift of funds to bolster the cash benefit programs, especially
Disability Insurance, is a reasonable partial solution to the fiscal problems
confronting the total Social Security system. The proposal appears sound.
But It will not continue to be sound if health care costs continue to escalate
at their present rate.

Sixth. Establish a new eligibility test for dependents' benefits.
We support the Administration proposal to apply the same eligibility criteria

to husbands and wives. Social Security benefits are designed to provide family
breadwinners' income replacement. An equally applied dependents' test is con-
sistent with this program principle.

These six proposals, if enacted this year, would result in resolving Social
Security's financing problems over the short run. As the Administration has
Indicated, income to the program would then exceed expenditures beginning
In 1978, The exhaustion of the Disability Insurance Trust Fund in 1979 would
be averted. The Old Age and Survivors Insurance Trust Fund would remain
viable beyond 1983 with a restored adequate reserve level. And, these necessary
goals would be accomplished without any increase in the existing scheduled
tax rates.

Yet, even with the early enactment of these proposals, financing problems
would still confront Social Security into the next century. The mid- to long-
range problems are not speculative. We know they will exist. There -Is no
need for further study. In fact, delays only increase the problems and make
their resolution that much more difficult.

The Administration recommends two proposals which would ensure the
financial integrity throughout the remainder of this century and establish the
fiscal soundness in the programs. Additional modifications bould be made after
2001 If the need for increased income is apparent.

We support the Administration's proposal to advance the 1 percent tax rate
increase scheduled for 2011. The advanced scheduled increased revenues will
be needed.

We have supported and continue to support the 1972 landmark amendments
to the Social Security Act which recognize the need to keep retirement
income Insulated from erosion due to inflation. We also support "decoupling,"
or correcting the technical error which provides an unintended double dip
for inflation in the future benefits of those now working. However, the cor-
rection process must be done without reducing the already inadequate wage
replacement ra~es.
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In summary, on behalf of UAW members and their families, we call upon
your Committee to recommend early enactment of the Administration's pro-
posals for strengthening the financing of Social Security. Each of the eight
items in the Administration's message to Congress on Social Security financing
is sound. Taken together, the package represents a logical and basically fair
resolution to the fiscal problems reported in the latest Trustees' Report. Fur-
thermore, the proposals maintain the principles upon which the program was
founded. They will help restore public confidence in the ,structurally sound
and socially essential programs which constitute Social Security

Senator NFxisoi. Our next witness is Nelson Cruikshank, president
of the National Council of Senior Citizens, In.

The committee is pleased to see you here today, and your statement
will be printed in full in the record. You may present it however you
desire. -

STATEMENT OF NELSON H. CRUIKSHANK, PRESIDENT, NATIONAL
COUNCIL OF SENIOR CITIZENS, INC., ACCOMPANIED BY BETTY
DUSKIN, DIRECTOR OF RESEARCH

Mr. CRUIKSHiANK. Thank you, Mr. Chairman, members of the.
committee, and Chairman Long.

My name is Nelson H. Cruikshank. I am president of the National
Council of Senior Citizens, and I am accompanied by our director-
of research, Mrs. Betty Duskin.

The National Council is a nonprofit, nonpartisan organization of
more than 3,800 older people's clubs in all 50 States, representing
over 3 million members.

I deeply appreciate the opportunity to comment on the adminis-
tration's proposals for strengthening the financial structure of the.
social security system, the most successful social program in the,
history of our Nation.

At our recent legislative conference, which was attended by thou-
sands of elected delegates from senior citizens' clubs across the Na-
tion, members of the National Council of Senior Citizens asked the-
leadership of the council to inform Congress that the elderly con-
stituency which we represent stands solidly behind the President's.
social security financing proposals. Our members urge you to restore-
public confidence in the social security system by enacting the admin-
istration's constructive and practical financing remedies and to do.
so as soon as possible.

For the past several .years, senior citizens have been bombarded
by alarms and scare stories to the effect that the social security
system was not soundly financed. Some critics went so far as to pro-
claim that in the next few years, the system would either go broke.
or have to reduce benefits. However, we know that the Congress is
not going to break faith with people by permitting their social
security benefits to be jeopardized.

As the committee is aware, the nature of the financing difficulties-
is properly separated into two distinct aspects: The first involves a
short-run cyclical deficit, and the second relates to the forecast of a
long-run imbalance, part of which is structural in character.

The reasons for the short-run problem are the simultaneous high
unemployment and the high inflation rates of the last several years.
High unemployment causes total dollar wages to fall, and this causes
a decline in contributions to the system. Inflation, on the other hand,.
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causes total benefit outlays to rise since benefits are automatically
adjusted upwards as the cost of living rises. Unemployment also
forces many workers to accept early retirement at reduced benefits.
A great many of them would prefer to continue working. While the
reduction in their benefits spread over time means no actuarial loss
to the system, this present retirement status is reflected in the short-
run outflow of funds. Thus, the short-run problem cannot be blamed
on the social security system, but on the malfunctioning economy.
Indeed, it is in large, measure a remedy, both for the economy and
for older people caught in the squeeze between unemployment and
inflation.

The long-run problem is a result of two unrelated difficulties.
One is a technical, but easily correctable error in the automatic cost-
of-living adjustment which, under some circumstances, may inten.
tionally overcompensate retirees in future years.

The second problem arises from anticipated demographic changes
early in the 21st century. The projected changes indicate that
the retirement age population will be much larger due to the baby
boom of the late 1940s and 1950s while the working age popula-
tion will not grow similarly if the lowered birth rates of recent
years continue into the future. Assuming that there are no adjust-
ments in labor force participation or no unexpected changes in birth
rates, this could mean that proportionately fewer workers will be
required to support a relatively larger retired population than is
currently the case. Given all the uncertain guesses which prophets
use to foretell the future, the anticipated problems may be exag-
gerated. But again, the social security system is not the problem*
it is the answer. Those persons born during the baby boom period
will be with us early in the next century and they will be in need
of a system of income maintenance when they reach retirement age.
Obviously, though it sometimes seems to be overlooked, they would
be here with their needs even if we did not have a social security
program.

Clearly, the underlying causes of the current and projected finan-
cial difficulties are economic, demographic and technical in nature-
salted and peppered with a large amount of speculation. It is im-
portant to understand that none reflects on the interest merit of the
social insurance principle, or on the inherent soundness of the social
security system. The problems of short-run deficits and the technical
flaw in the automatic provisions are readily correctable. The prob-
lem of the speculated rise in th6 ratio of retirees to labor force par-
ticipants-if it can be called a problem at all-'is not unique to the
social security program; it confronts any society which protects its
elderly, its disabled, and its dependent survivors against economic
insecurity.

And I might add that it would confront any program that anyone
might conceive to replace social security. There are some, who con-
ceive that there should be another system. They base their argument
ort the existence of these problems, but these factors will be here no
matter what system we develop to meet the needs of our population.

Recognition of the causes of the financial problems of the social
security system presents strong arguments-not for the weakness of
the system, but for its strength.
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First, it acts as an offset to recession by. generating those same
deficits for which it is criticized.

Second, rather than suggesting that the system will be subjected
to alarming difficulties in the 21st century, the growth in size of
the older population suggest that the social security system is destined
to play an even greater role in the future than it has in the past.

It is, therefore of crucial importance that any changes to this
system be carefully devised with full knowledge and understanding
of the intent and functioning of the program.

The National Council for Senior Citizens feels that the President's
financing proposals fulfill these criteria. The proposals operate
within the existing benefit structure- they are philosophically con-
sistent with the nature and intent of the program; they are equitable;
and they are appropriately cautious and flexible.

There is also wisdom inherent in providing for the financial in-
tegrity of the social security system up through the turn of the cen-
tury which the President's proposals do, but in not attempting to
remove the entirety of the forecast long-run, 75-year deficit-although
the estimated residual deficit is modest. The reasons for this are
twofold: The first, Mr. Chairman, concerns the imperfect knowledge
with which forecasts are made and therefore, the imperfect descrip-
tion of the nature and size of the problem. We cannot and should
not make policy that attempts to fully adjust a problem in the dis-
tant future that is only dimly perceived in the present.

Second, the understanding is implicit that all of the difficulties that
are conventionally ascribed to the social security system may not be
properly specified in this context. They are problems of society at
lar-ge, and some may be better resolved outside of the social security
system. I shall comeback to this point again.

As this committee is aware, the proposals which address the short-
range and mid-range problems include: One, infusing countercyclicaI
general revenues when unemployment exceeds 6 percent, effective
1978 to 1982, applied to the short-fall of 1975 to 1987; two, phasing-in
removal of (he ceiling on the wage base subject to the payroll tax
for employers; three, raising the taxable wage base for employees
in four steps of $600 each above the automatic rise in the taxtible
wage base; four, shifting.a, portion of the II rate to OASDI be-
ginning in 1978; five, raising the contribution rate for the self-
employed to its intended level of 11/ times the employee rate; six.
instituting a symmetric eligibility. test for dependents" benefits, and
seven, moving up the tax rate increase of one percent each on
employers and employees scheduled for the year 2011, I/1 percent
each to be implemented in 1985 and the remainder in 1990.

The proposal which addresses the long range deficit concerns cor-
recting an unintended technical error in the cost of living adjustment
formula which involved "decoupling" the benefit calculation at the
time of retirement from the postretirement cost-of-living benefit ad-
jiystment. The administration has proposed a wage indexed mecha-
nism for the calculation of benefits at the time of retirement which
would stabilize replacement rates. This is among the most important
proposals which this committee has been asked to consider, and one
which the National Council of Senior Citizens most strongly en-
dorses.
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Decoupling: There is no disagreement over the fact that the tech.
nical error must be corrected. Under the present formulation, replace-
inent rates--that is, the proportion of previous earnings replaced-
may rise over time if price increases dominate wage increases, and
they may decline over time if wage increases dominate price in-
creases. Clearly, replacement rates should be a function of deliberate
policy and not an accident of outside forces.

However, decoupling the system requires that an explicit policy
decision be made regarding the long-term level of replacement rates.
If retirees are to maintain not only the purchasing power of the
benefits, but also share in rising productivity over time and thus
maintain their relative position in the income distribution, then the
adjustment should be made on the basis of increases in wage rates.
If the system wereto be indexed solely on the basis of price increases,
as recommended in the H1saio report, the replacement rates would
decline because of the progressive nature of the benefit structure, and
even under conditions of constant purchasing power, retirees would
be relatively worse off than they are today. Since a person's well-
being is intimately connected with his economic status relative to
others, the National Council strongly favors the wage indexing
approach as represented in the bill offered by a distinguished mem-
ber of this corrmnittee, Senator Bentsen.

Moreover, those who su)jort.. the recommendations of the Isaio
report are jeopardizing a primary goal of social insurance: Adequacy
in maintaining not only a minimum level of subsistence but more
importantly adequacy in maintaining a customary standard of living
achieved during one's working life. Although, for many the program
falls short of this ideal, further deliberalization by instituting de-
clining replacement rates is inimical to the best interests of society.
First, it would do violence to the program meant to address thie
problems associated with loss of income; second, it would shift the
burden of society as a whole to the dependentt l)opulation-itself;
third, the working individual would be justifiably uncertain of what
level of adequacy in retirement was obligated to him; and fourth,
as a result, the political acceptability of the payroll tax at current
levels would be jeopardized.

Again, I would like to reiterate several points made earlier: The
changing demographic structure of our population indicates that
the social security system will be even more important in future
years, not less important; all the problems of society at large need not
be resolved :olely in the context of the social security system. ])e-
liberalization of the benefit structure violates both of these principles.

We, therefore, strongly urge that Congress not overreact to an-
ticipated demographic changes by attempting to ad(dress this diffi-
culty and the independent problem of correction of the technical
error by the same policy prescription. Attempts to serve two goals
by one policy instrument may only ill-serve both. We, therefore,
respectfully urge that the Congress support the decoupling proposal
as set forth-by the Carter administration.

Another administration proposal, and one which appears to have
generated much controversy, is the recommendation to infuse counter-
cyclical general revenues into the trust funds in the amount lost when
unemployment exceeds 6 percent for the period 1975 through 1978,
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effective as of 1978 through 1982. Among th6 concerns voiced, two
appear to be paramount. The first argument claims that the entitle.
ment principle will be eroded, while the second argument is usually
put in terms of a question: Where are we going to got the -money?
Both concerns deserve careful answers.

In regard to the entitlement princi plie, which I, too, want to pre-
serve, looking at the experience of other Western industrial nationsis helpful. The social security system of other industrial nations are
far older than ours, and the debate over financing alternatives in
the light of economic and demographic changes which is now so
prominent in the United States, occurred much earlier in most other
countries. This may wound our pride in our foresight; yet, it is fair
testimony to how quickly we must get on witlh the business of re-
storing tie financial integrity of our system.

Altlough the payroll tax is by far the most important means of
financing in all in(lustrial nations, every country-with the single
exception of France--uses general revenue in some form to finance
their social security systems. Some use a specific percentage formula,
some infuse a specific'lump sum, and in at least tree cases--Austria,
Holland, and Canada-deficit financing analogous to the adminis-
tration's proposal is used. General revenues account for roughly
15 to 20 percent of program expenditures in almost all other coun-
tries, regardless of the iianner in which it is infused. In absolutely
none of these cases has the entitlement principle been endangered.

From a more positive l)erspective, there is every reason to actively
support the use of general revenues as a part of tie system. In order
to more fully understand the philosophical basis for'the use of gen-
eral revenue., I ask your permission to (lisgress for a moment on the
principles of social insurance.

Back in 1938, Reinhard A. Ilohaus, one of the chief architects of
our social security system and former vice president and chief
actuary of the Metrop'olitan Life Insurance Co., commented on the
essential tradeoff that is the. essence of tle system. lie indicated that
there is an inevitable contest between the twin objectives of adequacy
and equity. Tlhe social security system has traditionally struck a
balance between the two. Therefore, the purists who advocate the
dominance of equity in the system will be left unsatisfied. Similarly,
the purists who demand complete social adequacy may also criticize
the system, since it can never completely meet that goal. But both
sets of critics fail to recognize that if it completely met either goal
at the expense of the other, it would Ibe a far less useful instrument.

In his classic statement in 1938, Reinhard A. io0haus spelled out
these issues with the incisiveness and clarity that can be a guide to
us now, almost four decades later, and I quote:

Social Insurance Is molded to society's need for a minimum of protection
against one or more of a limited number of recognized social hazards--such
as dependency. The payments for minimum protectIon must be met in one form
or another anyway, and social insurance endeavors to organize the budgeting
therefor and dispensing thereof through systematic governmental processes.
Hence, Just as considerations of equity of benefits form a natural and vital
part of operating private insurance, so should considerations of adequacy
of benefits control the pattern of social insurance.
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The foregoing need not necessarily imply that all considerations of equity
should be discarded from a social Insurance plan; rather, the point iS that, of
the two principles, adequacy Is the more essential and less dispensable.

Thus, the social security system represents a balance between two
goals: One, social security adequacy and two, individual equity. Con-
tributions into the system support three elements consistent with the
overall goals:

1. Future security for self and spouse when retirement is likely to
occur;

2. Future security for self, spouse, and other dependents should the
unfortunate event of disability or premature death of the family
breadwinner occur; and

3. Adequate security for less fortunate members of society who
hiave low earnings histories, irregular employment, or become dis-
abled or who (lie leaving dependents.

There appears to be no justifiable reason why anyone should be
excused from supporting tile third element. And, our most progres-
sive form of taxation-the income taix, which is the basis of general
revenues---is the fairest way to sipl)ort the interests of society as a
whole.

In addition, a moment's reflection may be sufficient to convince
anyone that tile payroll tax relieves general revenues of the "wel-
fare" burden that it would otherwise be called upon to support.
Why, then, cannot general revenues be called upon when the payroll
tax has reached its socially desirable limit? What is sauce for the
goose is sauce for the gander.

The second reservation ment ioned previously was the concern over
where we were. going to get the money-general revenues, in this
case. Yet, this is tle usual question confronted by every, program.
If the elderly, the disable(], and their dependents or survivors were
not lifted out of poverty by social security, where would the money
conie froiu to sustain theiu I Certainly, we would not turn our backs
on them. Therefore, the "where would we get the money" criticism
merely blegs the issue.

The case for general revenues-even on a permanent basis--is
clear to the National Council of Senior Citizens. The case for general
revenues was recognized in the law from 1944-1950 when language
existed authorizing general revenues on an as-needed basis. Yet, tile.
President's proposal is far more modest. It requires only sufficient
general revenues on a one-time basis to make up for the los of con-

* tributions to the trust, funds only from 1975 through 1978. The cau-
tious and flexible nature of the general revenue proposal should
offend no one.

Removing the ceiling on the wage base subject. to the payroll tax
for employers.

Another proposal of the administration involves phasing in re-
moval of the ceiling on the wage base subject to ti )ayroll tax for
employers. Not surprisingly, t li business community hlas voiced loud
objections to this apIroach. Yet I amn surl)rised tlat, I did not hear
similar objections w ien the previous administration offered a pro-b )osal to raise tile tax rate on all covered wages. It seems to me that

usinessmen, in this case, are not aware of what, is in their own best
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interest. The administration has been careful to point out that this
approach actually costs employers less than conventional social secu-

- rity financing would cost. At the present time, the full wages of 85
percent of workers in covered employment is subject to the payroll
tax; only 15 percent of the covered work force would impose an
extra payroll tax liability on employers. And I am told by the
Social Security Administration that there is no evidence that these
higherr wages are heavily concentrated in certain sectors. This means
that the extra payroll tax liability would be shared and will have far
less financial impact on individual businesses than the alternatives of
an across-the-board tax rate increase, as proposed by the previous
administration.

Again, the experience of other industrial nations may serve as a
Cruide. Many foreign systems have covered shares paid with the em-
)loyers contributing a larger share than employees. This does not

represent a basis departure from social insurance principles since
there is no magic in an equal division of costs.

To the social security system itself, this approach has many ad-
vantages. It does not imlpjose any further future liabilities on the
system and it avoids regressive taxation of lower- and middle-income
workers.

This proposal, in particular, is indicative of the care the adminis-
tration has taken to assure that: One, no sector of the economy and
no individual will be unduly impacted by the financing needs of the
system and two, to move in the direction of more progressive
financing.

Other proposals: The remainder of the proposals-phasing in
modest increases in the taxable wage base for employees; raising
the contribution rate for the self-employed; shifting a modest amount
of the III rate to OASDI: moving up ihe tax rate increase scheduled
in the law-for the year 2011; and refining the eligibility test for
dependents' benefits'so that men and women are treated equally-
all operate in a conventional manner and improve the financing and
equity of the system. Certainly, there should be no controversy
attached to any of these proposals.

In summary, the administration's mix of proposals represents a
balanced approach with full consideration of the alternatives before
us. Additionally, they are appropriately timed, both to meet the
needs of the system aid to avoid an adverse impact on the economy.
Moreover, the proposals operate within the existing benefit structure;
they are philosophically consistent with the nature and intent of
the'program; they are equitable, and they are appropriately cautious
and flexible.

Mr. Chairman, I would like to impart to this committee the words
of one of your own eminent colleagues, Senator Hubert H. Hum-
phrey, in addressing our group a few weeks ago, and I quote:

A society may be Judged by how it treated three groups of its population:
Those in the dawn of life, its young; those in the twilight of life, its elderly;
and those in the shadows of life, its disabled.

Thus, the decisions made today may. be the basis on which our
society is judged tomorrow.

I thank you.
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Senator NELSON. Thank you very much. -
Do I understand, then, that the National Council of Senior Citi-

:zens endorses each specific proposal in the administration's plant
Mr. CRUIKSIIANK. Yes, sir.
Senator LONG. I would like to ask a question of Mr. Cruikshank.
First, let me say that I have a high regard for you. I have admired

you for a great number of years. I think probably all of us on this
committee hold you in very high regard, Mr. Cruikshank, for the
fine work you have done in the social security welfare area for a
great number of years.

Did your hair turn white in this cause or did you start out with
white hair? The first time I saw you you had white hair.

Mr. CRuIxsHANK. I turned white at a very early age. I was getting
white when I came into this. So none of my gray or white hairs can
be attributed to sessions before this committee, Ir. Chairman.

Senator LoNe. W ell, you have picked up some wrinkles and wear
in the course of all of this.

Mr. CRUIKSIAINK. Yes, and thank you for your generous comments.
Senator LoN;. I am very much concerned about the security and

solvency of this program, just as you are. You make the statement
that the income tax is the fairest way to pay, and I have bought that
)hilosophy down through the years. But I want to look at our

government ag a whole at the moment.
We have two big taxes to rely upon now, the income tax and the

social security tax. The income tax was here first and that was the
-one that was covering the burden of general government prior to
the time we had the social security tax.

Now in carrying the burdens of general government, the income
.tax and all of the rest of the taxes put together are not doing the
job. They are leaving us about $60 billion short. And we have other
suggestions being made of things that should be done in government,
some of which I am sure you strongly support, such as health insur-
ance, which are going to Increase thie cost of government by a great
deal more than we can economize anywhere. If anyone thinks you
are going to finance these programs by economizing on something
else, he is deceiving himself to the point he should be ashamed of
himself. It will cost money to do those things over and above what
we are raising now.

The PresidTent is going to bring down his tax reform suggestions
and try to make the tax law more reasonable. In some respects, the
income tax is counterproductive. In some respects, it tends to defeat
its own purpose. I believe that-we are going to find that the President
is going to say that when he recommen-ds tax reform.

I don't know what he is going to recommend, but everything I am
hearing from people in the business world, from people in the Treas-
ury, and from the enterprising newspaper people around here is that
the President is going to recommend reducing the 70 percent top
tax rate and eliminating a lot of the so-called shelters or tax ad-
vantages that onie group or another has. That will give us a more
uniform tax system. -

But if lie does what he says he is going to do and tax income only
one time so as to provide a credit for corporate income taxes against
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personal income taxes--however he works it out, he will not be"
sending us a tax reform bill which will bring us a substantial amount
of money.

I predict that it will be a revenue loser. That being the case, the
income tax is not going to cover the burden of general government.
It is going to be about $60 billion short, even if the economy does
pick up.

I don't see a prospect of more employment coming. As a matter
of fact, the things that we do to gain full employment are going to
cost us a great deal of what we will make when we do get people
more fully employed. -

That, then, gets us to our third big source of revenue. Right now,
with this government running a $60 billion deficit, we would be broke
if it were not for the fact that the Federal Reserve is annually
printing $60 billion of greenbacks over to the Treasury. If that were
the only 3vay we were financing the social security program or gen-
eral government, you and I both know that as fast as they print more
money, the value of our money would depreciate.

In other words, if we were trying to finance our government with
printing press money, if we doubled our money supply, by the time
we got through printing 100 percent more money, the money would
purchase half of what it did before, with the result that we would
meet ourselves coming back-like trying to lift yourself off the
ground by your bootstraps. Wouldn't that be the case?

Mr. CRtJKSHANK. Yes, but there are many other considerations.
Of course, as chairman of the Senate Finance Committee, you have
wrestled and continue to wrestle with the whole problem of the broad
tax structure of the United States and its people. We start with the
postulate, however, that the people of this country are not going to
desert its elderly people, its disabled people, and "its orphaned chil-
dren. And we approach the same problem that you do and share
the same concern, but we approach it from another direction, of
course. We take this postulate, which I am sure you share, that this
country is not going to desert these people. The problem we are
confronted with 4* the whole social cost. That is, even if we did not
have a social security system, the social cost would be with us still,
and it would fall unevenly and haphazardly upon the children who
have to support their parents and grandparents and all.

We have devised a better structure of distributing that burden.
So the Government mechanism is a mechanism for more evenly

distributing that burden. Now it becomes, then, since we will have
this cost, it becomes a matter of how we are going to distribute it,
how we are going to use the machinery of Government to provide a
more equitalle basis for distribution. And now that the whole social
security system is in the consolidated budget, it does become a matter
of its being in competition with every other program.

But the question of where is the money going to come from is one
that confronts every one of your programs with which you are
concerned.

The same question is applied to our defense. It is applied to our
educational programs as well. So that it becomes a matter of priori-
ties. And we are confident that the Congress, led by your committee
and Chairman Ullman's committo in the House, are going to give
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a high priority to the needs ol the elderly and to sustaining the
soundness of the system.

We know the money does not grow on bushes. We know that you
cannot just cavalierly create it and run printing press money with-
out running into the other d fingers which you mentioned. But we
only ask that with the compassionate approach to the problems of
these people, that this be given a high priority as you devise ways
of using Government to meet what is a social cost and will confront
us anyway.

Senator LoNG. I am sure you know, Mr. Cruikshank, and you have
probably explained to others what I will say at this point, that about
half of the trouble we have with people in this world could be re-
solved if people would just spend a little more time putting them-
selves in the other person's shoes for a few moments and analyzing
the other person's problem, rather than insisting upon looking at it
from their point of view.

Let me ask you to look at this problem from my point of view for
a moment.

If I go out on the Senate floor to ask someone to pay a tax to
finance the foreign aid program, they will vote me down. All I will
do is the charge of the light brigade. About one-third of the Senate
won't even vote Tor the foreign aid appropriation right now.

Suppose you try to get the Senate to vote for a tax to finance
foreign aid. One-third of the Senators will say, I am against the
whole fool thing to begin with and I won't vote to pay 1 penny for
that. But the rest of them would find great difficulty explaining to
people that they voted for this tax.

Now if we can find the votes and make the Senate and the House
vote for anything, we ought to be able to make them vote for money
to pay for the social security program, because there is a large con-
stituency and a compassionate case. A large number of the benefi-
ciaries would be in bad circumstances without this social security
program.

From my point of view, everything you say is correct, and that
being the case, we ought to be able to persuade the Senate and the
House of Representatives to vote for whatever tax it takes.

But if we give those fellows tho alternative in financing this pro-
gram by printing press money, I feel that they will take it. When
you add that to all these other programs for which it is much more
difficult to persuade the Senators and Representatives to vote, I fear
for the fiscal solvency of this country.

Now, if the money is no good, it doesn't make a lot of difference
that we are willing to levy enough taxes to pay for the program that
you are here to advocate. The fact that the whole government is
basically unsound will undermine your program along with every-
one else s program.

That is why I think that when you have a program such as the
social security program, which we can finance with taxes, if we tell
those people in the Senate and the House, either you vote for this
tax or these people are not going to get those benefits, that we can
finance them. There may be some difficulty, but there is no doubt
about the outcome. We will raise the money.



192

But if we are going to turn to the printing press for the sociar
security program, which, from my point of view, is the easiest of
flem all to finance for the simple reason that if that Congress if
faced with a bill that contains both the benefit and the tax, when
you get down to final passage, those men are going to vote for that
bill.

I am concerned about trying to finance this government with print-
ing press money to any greater extent than we do already. That is
why I hope that you will join some of us and say, let's put on what-
ever taxes it takes to pay for this program, because we can do it.
T.e only thing that will keep us from goingg it is defection in our
ranks, vith the alluring appeal, for example, of trying to finance
this program with print ing press money.

If you are going to take that approach, all we are really doing is
covering the deficit in the social security program by increasing the
deficit in the general government. That approach might very well
lead to coilplete fiscal insolvency of the whole government over a
period of tife.

I am for the program. I believe enough in the social security pro-
gram to vote for whatever taxes it takes to pay for it. I just hope
we can get you to advocate the tax it takes to pay for it. We will be
needing your help.

Mr. CRUIMSIANK . We feel that we are advocating the tax that it
takes to pay for it. If you mean an increase in the tax rate, we feel
that that has now reached the level where it has an adverse effect on
the economy and compounds ouir difficulties. If we could reduce the
unemployment to the modest rate of 5 percent, and hold inflation
down to 4 percent in the next four years, that would make a $49
difference in the social security trust fund.

Now all we are proposing is that we have a stand-by provision
in the use of general revenues to make up the deficit if we fail to
do that. And it seems to me that this is a kind of modest under-
writing approach to the whole social insurance system.

Senator Lo.NG. It seems to me that you have not thought of the
overall fiscal problems to the extent I would like you to think about
then.

We are not anywhere near paying for the expense of general gov-
ernmient with the taxes that we have, other than social security tax.

That being the case, rather than have a social security program
leaning on the same taxes which are not adequate to pay for the
general government the way it stands now, the social security taxes
should be used to finance the social security program until we can
find, if we ever do, whatever it takes to finance general government
otherwise.

Now you say the income tax is fair. I agree with you on that.
But when the income tax advances to the point that it becomes
counter-productive, and a further increase in the tax just results in
less revenue rather than more, at that point I think we should all
agree and we ought to turn to some other source of revenue, even
though it might be a less progressive source.

Mr. CITIIKsHA'. I am sure that you recognize, sir, that it is tax-
ing the same population. Now it is a different distribution within
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the population, to be sure, but by some limited reliance on general
revenues, we are asking that the population of the United States, to,
have supported more out of the pockets of the well-to-do and less
out of the pockets of the low income people. And if you would lump
all of these taxes together, if you would combine thein into one single
tax approach, you would still want to have it so graduated that it
would hit the lower income people with less impact than it would
the high income people, I am sure.

So we do not have it all lumped together. We do not have a single
tax. Therefore, we look upon the combination of the tax structures
to achieve the same end. And we think the President's proposals
meet that criterion.

Senator LoNG. Well, the President, I believe, has your confidence,
as one who shares your tax philosophy.

Is that correct, sir?
Mr. CRUIKSHANK. I would hope so. I have not discussed this in

detail with him.
Senator LoNG. Knowing what you know about him at this moment,

I woull hope that you wohill think so.
Mr. CiUi1I0ANK. Yes; I do.
Senator LoNe. My guess is he is going to recommend to us a tax

bill which he feels puts as much burden on the relatively few in this
country who are wealthy compared to those who are not wealthy, as
he believes can be achieved without being counter-I)roductive.

I think he is going to do it that way and I would like to ask you
if that is about what you are anticipating. Because I think if the
President sends his tax reform bill down to us this year, he will be
recommending to us a mix of tax increases and tax cuts and tighten-
ing up on so-called tax loopholes or totally eliminating certain tax
shelters, to the extent that he will be )ringing out a bill which he
believes will tax those few who are wealthy up to the point that
to go any further would bc counter-productive.

That's what I think he is trying to do.
Mr. CRunKSITANK. lie may well be.
Senator LoN-G. That is the way I judge it.
If we do that with the income tax, and I think we will, I think

that is a judgment the Congress will make, if each man votes the
way his intelligence makes him see it. We will still be left with this
big deficit to continue with and that means that we are going to
have to pay for these other things.

Once you have taxed the affluent up to the point of diminishing
returns, it seems to me that from that point forward, when you are
talking about the blue collar workers or these very skilled workers
that sonie of them may be, and the good wages that some of them
tare receiving on down to the lower end of the middle income bracket,
that is where you are going to have to raise most of your tax money
because there is where the numbers are.

In otler words, you have so many more of those taxpayers than
you have who are very affluent. So most of your additional income
will come from then of necessity, because there is nowhere else to
turn for it, once you have taxed the affluent to the extent that you
think that you should.
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Now as far as those people are concerned, what difference does it
make to the average-working man with whom you are very familiar,
that he pays as a tax increase l)y way of a consumer tax or whether
he pays as a tax increase by way of -a payroll tax or by way of an
income tax? What real difference does it maice to him if it is the
same amount of dollars he is paying, in any event?

Mr. CRUIKSJ[ANI. If it is the same amount of dollars, it probably
doesn't make any difference, but it will not be the same amount of
dollars for large blocks of the population, for large groups of the
work force.

It is true, of course, what you say, that there'is a point of dimin-
ishing returns in taxing the wealthy. But there is also a point of
diminishing returns of taxing the low income people and vou can
have, perhaps, a more adverse effect on the economy by taxing the
low income people than you can by taxing the high income people.

Senator LoNGo. But if a tax fails on all consumers, it is generally
regarded as a regressive tax, and in many respects, the social security
tax (loe.s. You and I agree with that, I am sure.

Mr. CnTTIKSHAxNxc. The tax, taken in itself, is regressive, yes, sir.
Senator LONG. It is passed on to the consumer as a hidden sales

tax and to the extent that it does, it is generally regarded as a re-
gressi ve tax.

But do you agree with me that there are things that we can do
so that a tax which starts out being regressive can be tailored or put
into a combination of taxes with others so that the sum total is not
regrlessive?

For example, some years ago I went to Senator Nelson, who is the
chairman of this subcommittee, and said, why don't we put a provi-
sion in here that says if you don't make enough money to give us an
income tax, we will give you back the money that you paid in social
security taxes. From that hopeful beginning eventually emerged the
earned income credit. For the low income people who'have children
to support, we are giving them back what amounts to 10 points of
the social security tax. There is no reason why we cannot extend that.
I think you would approve of that principle.

Mr. CRUIRSHANIK. I think that was a sound approach and we hope
that it can be continued and extended to all of those in the low-
income group, not just those with dependent children.

Senator LOxo. That, I think, has merit, but I also think it has a--
lot of merit to extend it to provide more than a $400 credit. I
would like to see it be l)erhaps twice that much.

But in any event, we agree on the principle.
When we say we will use a refundable income tax credit to give

you back either all or I)art. of what you paid by a tax that falls
heavily on the poor, then that reduces or relieves the criticism that
the tax tends to l)e regressive.

There is one other point involved here when you talk about a tax
which tends to be regressive in nature, for examl)le the social secu-
rity tax or a value-added tax, which I have been upl)raided recently
by the Washington Post for mentioning in one of these hearings. If
a" poor m1ian is paying it, lie is paying it on a fairly small amount
of income or a fairly small amount of consumer expenditures. The
more affluent, person is paying it on a much greater amount.
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The fellow on the lower end pays a smaller social security tax
and he gets a tax break to help offset even part of that. And then,
,when you look at the benefit side, if he gets five times the benefit
which he pays in taxes, if you look at the sum total effect, the social
security system is not really a bad deal, it isI

Mr. CRUIRSHANK. No. We think the system, taken as a whole, is
not regressive when you add the benefit side to it to counter-balance
the effect of the regressive tax. The tax alone is regressive. Yes, the
social security system, as a whole, I don't think, can be characterized as
regressive.

Senator LON(. You know, my uncle, who was the governor of
Louisiana on more occasions than one, campaigned-once for office on
the basis that he was going to guarantee at least a $30 welfare pay-

* ment to aged people. This was in the 1950s at that time. And at that
time it was a pretty good amount of income, especially compared with
other States. And when it came time to try to find out who would
pai for it, he said he was going to advocate a sales tax to do it.

Hie said now, admittedly, that will fall on the poor. They will have
to pay that along with everybody else, but they are going to get all
of that money back. They will get every nickle they paid plus what
the other fellow pays.

The sum total effect is that for the low income, the low- to middle-
income people, they are getting back about $5 in benefits for what
they pay out in taxes, even though some of that benefit is paid later
on in life.

Can one really complain if the government is, in effect, trading
him $5 bills for $1 bills?

Mr. CJIUIKSIIANK. No, they can't on that deal, of course. Senator,
T think it is fair to say, and true, that there are probably a number
of combinations of tax proposals, both in the broad tax approach
that you have mentioned that you anticipate having a chance to re-
view from the President, and combining them with the social security
taxes.

We feel that the President's proposal is a well thought out one
which does reflect the combinations which meet the criteria of fair-
ness and equity and the proper distribution of the load of caring
for the elderly, the disabled, and the orphans in our society.

That does not mean that we, in the National Council, or I, per-
smnally, would have a closed mind to other proposals. If there are
sources of revenue that meet the criterion of fairness and equity

* and also the redistributive objectives of a system of this kind, cer-
tainly we would be willing to sit down with you, your colleagues, or
anyone, to help review those to see if they ficle In. or

We just feel that a good bit of thought has gone into this already.
* This is a program that meets these criteria. We are not saying it is

absolutely the only one or that we would not consider any other.
We would surely be willing to work with you, your Committee, and
their staff, if you are considering alternatives to meet the same broad
objectives.

Senator LoNG. The only one I find to cause serious concern is the
recommendation w]iich amounts to fimncing this program with
printing press money. I think this program has always been financed.

95-101-77-14
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Actually, the original actuarial assumptions were such that in the
earlier years, we were taxing more money than we were paying out
in benefits. I am not sure it was all that good an idea but we did,
and that was a decision made back when you were there and long
before I got here.

But it seems to me that as a minimum, when we move away from
building up reserves, at least we ought to have the courage, and I
say this as an elected official, to go back and face the public and ask
people to vote for us, having voted for those taxes. We ought to have
the courage to go in there and ask the Senate to vote for whatever
taxes it's going to take to pay for these benefits--not for the Federal
Reserve to print more money, but to put the additional taxes on and
see to it that year by year we raise at least as much in money as we
pay out in benefits, and we ought to raise somewhat more.

I have no apologies for voting for social security taxes. I think
that the program is worth it and we ought to be willing to face up
to it.

Now as I say, if I can't persuade a Senator to vote for taxes to
pay for the social security system, I couldn't )ersuade him to vote
for anything, in my opinion. .

I think we can sell it and I think we ought to insist on raising
the money in taxes to pay for this program.

Mr. Citrims i ANK. I assure you that your estimates of your powers
of persuasion are not below ours. We have a very high' estimate of
your powers of persuasion.

Senator Lo,-. We will try to keep this government fiscally sound.
Thank you, and thank you very.much, Mr. Chairman, for letting

.me trespass on your time to the extent that I have. I didn't hear
the bell ring and I thought it was going to ring any moment.

Senator NELSON. As chairman of the full connnitiee, you are ex-
.tllsed.

[General laughter.]
Senator N ELSON. Excuse ie.
Senator DANFOIITII. I will make up for it by asking no questions

at all.
Senator NELSO. Thank you very much. It was very nice to have

You here.
M[r. ('IuImSIIANK.. Thank you for the opportunity of appearing

before you.
Senator NELSON. Our next witness is Mr. William 1)ennis, appear-

ing on behalf of the National Federation of Independent Business.

STATEMENT OF WILLIAM Y. DENNIS, JR., DIRECTOR, LEGISLATIVE
PLANNING AND RESEARCH, NATIONAL FEDERATION OF INDE-
PENDENT BUSINESS

31r. DEN.Is. "r'. McKevitt, our General Counsel, regrets he can-
not make it today. lie has been detained on some business in Cali-
fornia.

11r. Chairman, NFIB, on behalf of its 510,000 member firms,
appreciates the ol)l)ortunity to present the views of small business
on President Carter's social security financing proposals. Social Seciz-
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rity is, of course, enormously important to small business as 56 per-
cent of the private nonfarm work force is employed by small firms.

NFIB and small business has a vested interest in maintaining a
viable social security program as small businessmen and their em-
ployees will utilize social security in varying degrees as a part of
their retirement incomes. But,--social security taxes are a cost of
labor and part of the overall costs of doing business. Increased fixed
business costs are particularly critical to small business as many are
faced with serious cash flow problems and their ability to pass on
increased fixed costs is severely restricted. And social security is not
the only Government-decreed cost of business we face. Mininium wage
is currently being discussed in the House as are energy taxes, and
while national health insurance has only been postponed, it is likely
to return.

Small business doesn't care for the administration's social security
financing proposals. While NFJB recognizes that larger firms pro-
portionately bear a greater burden from these proposals than we,
and that worse possible solutions to the current financial dilemma
for us exist, the Carter proposals are generally harmful to small
business as much for what they do not do as for what they do do.

The proposals continue to raise payroll taxes. Even though many
small firms will feel minimal impact, many will feel a rather sub-
stantial one. The point you must bear in mind, however, is that a
$100 or even a $1,000---depending on firm size--government-man-
dated, fixed-cost increase )robably will not in and of itself kill anysmall firm. But it is this $100 or $1,000 increase repeated ad infinite
that is driving small business to the. wall.

Perhaps worse, the. administration's proposals unnecessarily per-
petuate na)or .inequities sinall business currently encounters in the
social security financing structure. We all recognize the social security
system is a massive intergenerational-and intragenerational for that
matter-=income transfer program. NFIB does not challenge the social
goal of providing low-income retirees with some. type of subsidized
income. But small business does strenuously object to having em-
ployers, particularly small employers, regardless of income, pay 50
percent of the bill for this sulsidv.

NFIB would. therefore, offer thIe outline of an alternative proposal.
We suggest the existing OASI program l)e divided in two. For

lack of better terminology, we wi refer to the two resulting pro-
grams as part A and part B.

Part A would resemble an insurance program. It would lie financed
by employer-employee contributions just as the existing system. But
tie benefit structure of part A liferss from the. existing system in
that the existing subsidy would be stripped away, and benefits accrue
to individual contributors regard less of household status or earnings.

In other words, part A involves two primary conceptual changes
from the existing )rogram. The beneficiary becomes the individual
rather than the unit. The benefit becomes the emplover-emuployee
contributions plus interest rather than the existing "iish-mash" of
need and contributions criteria.

The part B program assumes there will be a number of elderly
receiving' part A benefits in such sums that will not permit them
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and/or their families to exist at reasonable standards. Part B, there-
fore, is a program patterned directly after the existing supplemental
security income program.

Part B focuses on family need. Benefits are determined by sub-
tracting family income from some arbitrary standard. Thus, part B
beneficiaries would- receive two checks, their part A entitlement
based on their employment contributions and their part B benefit
based on their family need.

Since part B benefits are social subsidies and not earned entitle-
inents. they would be financed from the general revenues subject to
:nnual appropriation.

There are a number of advantages in moving to such a system. We
list 10 of them beginning on page 13 of our full statement, not the
least of which are a reduction in OASI payroll taxes, rationalization
of the benefit structure and a decrease in long-term obligations. "

Regrettably, NFIB does not see the principles used to develop our
OASI proposal as being applicable to the disability insurance and
hospital insurance programs. Small business recognizes that a tax
rate--or wage base-increase whether for OASI or Hospital Insur-
ance, makes no practical difference for the small employer and his
employees. And we are disturbed by the upward trend in total costs
for the DI and HI programs. Nevertheless, NFIB cannot provide
any reasonable conceptual alternative to these two programs at this
time.

Mr. Chairman, NFIB, on behalf of small business, has attempted
to provide you with the reasons we believe make the administration's
proposals unsatisfactory, and to present you a constructive, reason-
able alternative to at least a major part of the problem. We appre-
ciate the opportunity to do so.

Senator NELsoN. The full and detailed statement of the National
Federation of Independent Business will be printed in the record, as.
well as your summary statement.

I did not have a chance to read the detailed statement, but did
you make computations as to where your proposal would lead the
social security fund over the projected period and what kind of tax
would be left, if any?

Mr. DiNNIs. We did some preliminary cost estimation, but we did
not put cost figures inlo the testimony at all. Quite frankly, because
they are so rough, and we need full actuarial work done on the
proposal.

In general, we see a reduction of total outlays. In effect, if the
system, or concept-and I must emphasize we are talking about a
concept-the reason we are presenting it at this time is because we
are strongly of the feeling that we need to begin thinking in new
directions rather than merely tinkering with the existing system. But
if the concept were in place now, total outlays would be reduced
the subsidy cut to wealthy people. That saving would be countered.
to some degree, by the intragenerational subsidy that currently exists.

Depending upon how high you set that arbitrary standard for the
part B, we think at' this time you would have no greater outlays.
Over the long run, obligations would be reduced because your
employer-employee OASI tax would be reduced. Therefore, his iotal
contribution, on which at conie subsequent date le will receive a
part A benefit will be reduced.
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Senator NELSON. You would include in your so-called part B, which

would be funded, I take it, from the general fund.
Mr. DEuxs. Yes, sir.
Senator NEIsox. And then part A would be simply an insurance

plan which would pay an entitlement of whatever it was to contribu-

tions, employer-employee, at retirement.
Mr. DENNIS. Yes, sir.
Senator NELSON. What is the list of items you include which would

be funded under the general fund, then?
Mr. DENNIS. I was referring simply to the OASI fund. Is this

your question, when you ask what items?
Senator NELSON. What items would you cover out of the general

fund for part B of your program ? What conceptI
Mr. DENNIS. The concept of need. It is based on concept of need

by family units, somewhat similar to the current existing SSI pro-

gram.
Senator NELSON. That is already funded through general revenue.

'Mr. DENNIS. Yes, exactly. I am sorry I am having trouble with

the question you are asking.
Are you saying how much in dollar terms are we talking about?

It is about half. The subsidy is about half right now.
In the existing OASI program, about one-half of all dollars paid

out to beneficiaries are subsidies in the sense that they are not related

to their contribution, their employer's contribution, plus interest.

Senator NELSON. You say it is subsidized, but it is not coming

from the general fund.
Mr. DENNIS. Not now, no. Under the proposal, which would cur-

rently approximate one-half of the OASI fund, part A benefits

would be determined by contributions plus interest. The remainder

of that, the subsidy, which is the other half of the fund, would then

be, under the proposal, drawn from general revenue.
Senator NELSON. IVhat items are subsidized now? If you are talk-

ing about the subsidized items, what are they?
Mr. DENNIs. When each person draws a benefit, that is in some

degree a subsidy because it is more than what le has contributed, his

employer has contributed, plus interest. Some are being subsidized

more than others.
Let me give you one example of a type of person who is being

subsidized more than another: A married person and his wife. The

wife has not contributed at all to the system.
If you contrast that, let's say-
Senator NELSON. At that point, you would require the general fund

to pick up that part of the subsidy.
Is that what you are saying?
Mr. DENNIS. That is correct.
What you do is determine how much he had paid into the fund.

He would then receive his part, A benefit. If his part A benefit plus

any outside earnings, income through dividends, et cetera, is not

suitacient to reach some standard, some arbitrary standard, then you

would have to go to the general revenues for a part B supplement.
Senator NELSON. I see what you are saying. All right.
Mr. Long?
Senator LoNo. Thank you very much.
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I think there is a lot of merit to your suggestion, but I would like
to know a little bit more about your part B.

Would you mind explaining how your part B would work?
Mr. DENxiS. Yes, sir. When a person retires, he would be deriving

some part A benefit and perhaps a private plan. Maybe he has some
interest earnings or something of that nature. His total income would
be determined. If it were above a certain standard, whatever that
standard happened to be, then he would receive a supplement in pJJrL
B income, which would be drawn from general revenues of wie
Treasury.

Senator LoNG. Thank you very much.
Senator NELSON-. Thank you.
[The prepared statement of M1r. 5McKevitt follows. Oral testimony

continues on l). 206.]

STATEMENT OF JAMEs D. "MIKE" MCKEVITT, WASHINGTON COUNSEL,
NATIONAL FEDERATION OF INDEPENDENT BUSINESS

Mr. Chairman, NFIB on behalf of its 510,000 member firms appreciates the
opportunity to present the views of small business on President Carter's Social
Security financing proposals. Social Security is, of course, enormously important
to sulall business as 56 percent of the private non-farm work force is employed
by small firms. In fact, if forced to choose issues which have sustained active
membership interest over the past decade, Social Security would easily rank
among the top three.'

At the outset, we think it vital to outline certain characteristics of small
businesses that are not well recognized. Individually small business is indeed
small, but in aggregate small business is big business-by far the nation's
largest business. There are approximately 3.7 million employers in the nation
of which over 95 percent are small. These firms produce 43 percent of the
private, nonfarm GN1P. But, NFIB's median member, which reflects the small
business community as R whole, annually grosses about $300,000-$350,000 and
employs 6 to 9 people (full-time and part-time employees). Ninety-five percent
of our membership employs 40 or fewer people, making the size distribution
of NFIB tilt slightly toward smaller and medium sized small business.

If not totally absent. hard data on small business is usually weak. But
NFIB would like to present a few facts that influence us and that we hope
will be helpful to you in your deliberations.

Small business is more labor and less capital intensive than big business.
The Small Business Administration estimates it takes an average investment
of $7.250) to create one jol in a small firm : " the D epartment of Commerce has
estimated investment costs as high as $30,000 for larger firms.

Payroll as a percentage of gross varies enormously from type of business
to type of business. Construction tends to be the highest with approximately
25 percent and wholesaling the lowest with approximately 7 percent.' The retail
trade which constitutes the largest small business sector is about 10 percent.

Wages paid by small firms tend to ie generally lower than in large firms.
NFIB data indicates that approximately 50 percent of the persons employed
(full-time and part-time) by small business, exclusive of the construction,
agriculture, and manufacturing sectors, are )aid less than $3.00 per hour.'

1The other two are OSIIA and paperwork.
Letter from Andrew A. Canellas, Acting Assistant Administrator, Small Business

Administration to James D. McKevitt, Washington Counsel, National Federation of
Ind'Pt-ndent Business, March 8, 1977.

8 I"or. Proprietorship. of between $200,000 and $500,000 annual gross receipts. Internal
Revenue Service, Statistics of, ncoyne-1972, Busincss Income Tax Rcturns, (U.S. Gov-
ernment Printing 0111ce: Washington, D.C.), 1976.

ADunkelberg, William C., NFIB Statement on II.R. 3744, Proposed Fair Labor Stand-
ards Amendments of 1977, before the Subcommittee on Labor Standards of the Iouse
Committee on Education and Labor, March 9, 1977. The statement was based on extrap-
olations made from data contained in: Dmnkelherg, William C., and Bailey, Riehard M.,
Minimum. Wage Legislation and the Independent Business Community. (NFIB: San
Mateo. Cal.), 1973. Also see: "Employee Compensation in the Private Non-Farm Econ-
omy, 1972", Bureau of Labor Statistics, (U.S. Government Printing Office: Washington,
I).C.), 1975.
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Regrettably, we have great difficulty providing you data estimating the number
of persons employed by small business earning $10,000 (the Social Security
wage base) or more. All evidence indicates it is a relatively small percentage,
at least in comparison to larger firms. But there will be considerable variation
by industry sector, regional, and urban-rural factors.'

The relatively low wage levels shouldn't be surprising in light of the fact
that self-employed workers (small business proprietorships) have lower median
earnings than do wage and salary employees, even though these proprietors
put in long hours and frequently use unpaid family labor.6 But the range of
self-employed worker earnings is greater as many do quite well and others
fare rather badly. To some degree, the Census statistics on which these state-
ments are based, are deceptive. A large number of small businessmen are
incorporated, thereby, technically classifying these entrepreneurs as employees.
Since larger small firms tend to be incorporated, it is NFIB's judgment that

*small entrepreneurs' earnings (understanding they include payback on the
original investment) are somewhat higher than wage and salary employees
when this segment of entrepreneur is included.' As a result, the typical small
businessman, judged by income, falls squarely in the middle class.

When reviewing President Carter's Social Security financing proposals,
NFIB kept several factors in mind:

First, small businessmen and their employees will utilize Social Security in
varying degrees as a part of their retirement income. Therefore, NFIB has a
strong interest in maintaining a viable Socini Security program;

Second, Social Security taxes are a cost of labor and part of the overall
cost of doing business. Increased fixed business costs are particularly critical
to small business as many are faced with serious flow problems and their
ability to pass on increased fixed costs is severely restricted;

Third, do these proposals end Social Security tax increases or are they
merely another step in seemingly endless increases? Small business cannot
continue i)eing "nickle and dimed" to leath;

Fourth, Social Security is not the only government decreed cost of business
'increase we face. Minimum wage is currently being discussed in the House as
are energy taxes, and while National Health insurance has only been post-
poned, it is likely to return;

Fifth, paperwork is an enormous problem for small business. The Senate
Small Business Committee has estimated a small entrepreneur will spend one
day per week filling out government generated forms;

Sixth, the family, generally a wife, often spends considerable time working
for the firm as unpaid labor. As a practical matter, they receive no wages,
thereby, avoiding Social Security taxes. This arrangement is prevalent because
spouses cannot draw their own benefits anyway. We find the phenomenon is
most frequent in the smallest business and those having difficulty;

Seventh, small business believes in equity. Small business should neither
pay a disproportionately large share of any program nor should it pay a dis-
proportionately small one; and

Finally, NFIB not only considers itself the protector of existing small busi-
ness. but also of the opportunity to become a small entrepreneur. Therefore,
proposals adversely impacting entry into the business community concern us.

Applying these considerations to President Carter's Social Security financing
proposals, NFIB finds them generally wanting. Only on the first-financial
viability of the program-does the President's proposals meet small business
tests and that is precisely the point on which we are least qualified to speak.

r If It is assumed supervisory and managerial employees and no one else earn the
wage base or more (shaky assumptions at best), NFIB membership profile data Indl-
cate 41 percent have no employees earning the wage base, 30 percent have one, 20
percent have two to four, 5 percent have five to eight, and the remainder have nine or
more. On a sector by sector basis, however, matters change dramatically with the
median small manufacturer having approximately one of four employers in some super-
visory or managerial capacity.

0 For a more detailed discussion on "self-employed" workers, see: Ray, Robert N., "A
Report on Self-Employed Americans In 1973", Monthly Labor Review, (U.S. Department
of Labor: Washington, D.C.). January, 197S.

7 The NFIB Quarterly Economic Report for Small.Business, (eds.) Dunkelberg. William
C., and Bailey, Richard M.. (NFIB: San Mateo, Cal.), series, clearly demonstrates the
better financial position of larger small firms vis-a-vis smaller small firms. But after-tax
earnings per dollar of sales for manufacturing corporations are approximately twice as
much for large manufacturers as small ones. See: Federal Trade Commission, Quarterly
Financial Report for Manufacturing, Mining and Trade Corporations, series.
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There is no doubt in our minds that the package will increase revenues and
reduce obligations, thereby, bringing to the Fund(s) some degree of financial
Integrity. But we are not here as actuaries and must reasonably defer those
Judgments to others.

On virtually every other account, however, the proposals fall small business
needs. While NFIB recognizes that larger firms will proportionately bear a
greater burden from these proposals than we, and that worse possible solutions
to the current financial dilemma for us exist, thW Carter proposals are generally
harmful to small business as much for what they do not do as for what they
do do. Let me share some of our specific concerns:

The Administration proposals to continue to raise payroll taxes. While the
amount of increase will vary considerably from firm to firm, removal of the
wage base from the employer's contribution would affect a very rough 15 to
20 percent of small firm employees.' The provision would generally leave the
smaller proprietors untouched. With a $30,000-$35,000 payroll spread among
four full-time employees and one part-time employee, there are proportionally
few instances where a single employee will be earning more than the wage base.

As the size of firms grow, matters do change. Small manufacturers, for ex-
ample, which tend to pay higher wages as well as employ more people per firm
than small retailers, will be affected by the abolition of the wage base for
employer contributions--some rather seriously. The same would be true of
small wholesalers although to a lesser extent as the frequency of skilled labor
employed is less. But construction, transportation, and professional services,
largely irrespective of firm size, will feel an Impact.

The typical small firm will feel the greatest impact from the tax rate in-
crease. The one-half of 1 percent increase in the nondeductible self-employment
tax, and the scheduled .20 percent rate hike as well as the accelerated .25
percent proposal will affect every firm. While the dollar increase per se may
seem relatively small for the individual firm,' it must be viewed in historical
perspective and in light of other government mandated fixed cost increases."

The point you must bear in mind is that a $100 or even a $1,000 (depending
on firm size) government mandated fixed cost increase probably will not in
and of Itself kill any small firm or forbid entry of new firms. But it is this
$100 or $1,000 increase repeated ad infinitum that is driving small business to
the wall. This trend simply cannot be-sustained. But here we see the Presi-
dent's Social Security proposals doing precisely that.

Supposedly these financing proposals will rectify the short-term and long-
term financial problems of Social Security. However, NFIB has this nagging
suspicion we will be forced to come back again in the near future, because
even if passage of these proposals patch the financing mechanism, we see a
bulge growing in the benefit structure.

Perhaps, we rely too heavily on experience in making this assessment. But
we see serious questions of beneficiary equity which will have to be addressed.
NFIB itself has raised one--the wife who is in fact a partner in the business
and cannot draw benefits. Unquestionably, each of your offices has received
voluminous correspondence on the problem of the earnings limitation imposed
on working senior citizens. Even President Carter, at the time this testimony

$As mentioned earlier In the testimony. NFIB has an enormously difficult time esti-
mating the number of small business employees earning the wage base or more. The
"15 percent to 20 percent" estimate is given only to present the Subcommittee with
some "ball park" figure, and is clearly not meant to be definitive.

The estimate was derived by taking the 19 million employees estimated by the Social
Security Administration to be earning $16,500 or more and subtracting approximately
10 percent employed by State and local governments. Comparative "pay for time worked"
ratios were then developed for firms employing less than 100, 100 to 499, and 500 or
more, from BLS figures. The number of persons employed by firm size was then taken
from Census data. Since firms under 100 employees employed roughly half the private
work force, but paid a 20 percent lower average compensation, it was estimated that
approximately 6.A million employees would be affected. Dividing that figure into the
total number of persons employed by these firms yields the very rough estimate.

' Assume a small firm with a $40,000 payroll and the proprietor earning $16,500. His
existing total Social Security bill is $3,495--the equivalent of 20 percent of the propri-
etor's income. Other factors remaining constant, the increased bill would be $162.50.

10 Between 1970 and 1980, the Social Security wage base will have risen from $7,800
to $20,700 and the tax rate from 4.8 percent to 6.05 percent for the employer. The wage
base will have doubled for both State and Federal Unemployment Compensation programs
with the estimated average tax rate for both moving from 1.74 percent to 3.45 percent.
The minimum wage was $1.60 in 1974 and will rise to heaven only knows what in 1980.
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was in preparation, indicated he would appoint a blue-ribbon panel to review
Federal retirement benefitsl

So, when that bulge is patched In the benefit structure, we must also apply
another patch on the resulting financing bulge. Will small business then return
wfth the same assessment of the new financing proposals that we now offer
on President Carter's financing proposals--"Yes, it will adversely impact us;
no, it will not kill us in and of itself."--or will small business then return
with the assessment-"This is the straw that breaks the camel's back?"

Perhaps worse, the Administration's proposals unnecessarily perpetuate major
inequities small business currently encounters in the Social Security financing
structure. We all recognize the Social Security system is a massive inter-
generational (and Intra-generational for that matter) income transfer program.
In fact, two of every three dollars paid out in retirement benefits (1070) are
not the contribution of the beneficiary and his employer (plus interest).u
Those two dollars are a direct cash transfer program from the working gen-
erations to the retired generation."

NFIB does not challenge the social goal of providing low-income retirees
with some-type of subsidized income. That is another question. But small
business does strenuously object to having employers, particularly small em-
ployers, regardless of income, pay 50 percent of the bill for this subsidy.

Let's take an example: Mr. Jones, an employer earns $20,000 from his busi-
ness; his payroll is $35,000, all of which is subject to Social Security tx.
Mr. Jones, therefore, annually pays $1,732.50 into OASDI on behalf of his
employees, and a non-deductible $1,155 on his own behalf. Mr. Smith, an em-
ployee, also earns $20,000. Ills payment into OASDI is $816.75. That means
employer Jones, with the same income as employee Smith, pays $2,070.75
more. Assuming two-thirds of these dollars are directed to subsidizing current
retirees, Mr. Jones is paying $1,387.40 more in subsidy.",

NFIB simply cannot rationalize this condition. Nor, for example, can we
rationalize governmental employees not helping pay the subsidy. But the Ad-
ministration's proposals perpetuate these unjust conditions and make them
worse by placing an even greater burden on small business. So, small business
is not only being told to shoulder a greater amount of the subsidy load, but
shoulder a load that is inequitable in the first place.

NFIB does not wish to criticize the Carter administration too severely.
Social Security problems are not of its making and it was forced by circum-
stance into immedtdte action. Our complaint lies with an unimaginative re-
sponse and a failure to utilize this enormous opportunity to review the entire
Social Security program.

Having told you small business is not happy with the Carter Administration
proposals, we feel it incumbent upon us to offer you a reasonable and respon-
sible alternative. While the proposal remains a skeleton, we feel it offers
significant promise in resolving the financing problem as well as many ques-
tions of beneficiary equity. NFIB does not offer this as the only acceptable
approach to small business, but as one moving the discussing in new positive
directions.

The following are the assumptions upon which the NFIB proposal is based:
NFIB assumes the Social Security Trust Fund is in financial difficulty, and

the gap between revenues and obligations will continue to grow without sig-
uitlcant change in the existing system;

NFIB assumes payroll taxes, of which Social Security is the largest, ad-
versely affects employment and are a cost of doing business; is

NFIB assumes it is not socially wise nor politically feasible to reduce benefits
of present retirees;

NFIB assumes employer-employee contributions are an essential ingredient
of a Federal retirement insurance program; and

"After inquiries to the White House and h1W. it Is not yet clear whether or not
Social Security will be among those retirement benefits.

"2Munro, Douglas R.. "Welfare Component and Labor Supply Effects of OASDHI
Retirement Benefits," (Pli.D. dissertation, Ohio State University: Columbus, Ohio), 1976.

'$The ratio of subsidy to contribution should shortly be approximately 1 :1.
"4The subsidy is slightly inflated because the OASDI rather than the OASI tax was

used in the calculation.
'$See "Ee6norafc Recovery and the Financing of Social Insurance", Staff of the

Senate Budget Committee, (U.S. Government Printing Office: Washington, D.C.), 1977.
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NFIB assumes Federal social programs in contrast to insurance programs,
should be financed progressively via the graduated income tax.

NFIB proposes the existing OASI program be divided in two." For lack of
better terminology, we will refer to the two resulting programs as Part A
and Part B.

Part A would resemble au insurance program. It would be financed by
employer-employee contributions just as the existing system. But the benefit
,structure of Part A differs from the existing system in that the existing sub-
sidy would be stripped away, and benefits accrue to individual contributors
regardless of household status or earnings.

In other words, Part A Involves two primary conceptual changes from the
existing program. The beneficiary becomes the Individual rather than the unit.
The benelit becomes the employer-employee contributions plus interest rather
than the existing "wish-mash" of need and contributions criteria.

The Part B program assumes there will be a number of elderly receiving
Part A benefits in such sums that will not permit them and/or their families
to exist at reasonable standards. Part B, therefore, is a program patterned
directly after the existing Supplemental Security Income (SSi) program.

Part B focuses on family need. Benefits are determined by subtracting family
income from some arbitrary standard. Thus, Part B beneficiaries would receive
two 'checks, their Part A entitlement based on their employment contributions
and their Part B benefit based on their family need.

Since Part B benefits are social subsidies and not earned entitlements, they
would be financed from the general revenues subject to annual appropriation.

There are a number of advantages in moving to such a system:
First, we make the system rational and comprehensible. Very few persons

including those receiving Social Security benefits have even a minimal under-
standing of how the existing system operates. Beyond paying Social Security
taxes, drawing Social Security benefits, and having a Social Security number,
the program remains a mystery. There is simply no good reason for unneces-
sarily perpetuating such complexity in an open democratic society.

Second, the proposal allows us to address specific problems without creating
distortions in other parts of the program. For example, if it were determined
un(ler the current program that the minimum benefit needed to be raised. then
the system might be further distorted by forcing a tax rate increase (regres-
sive) or a wage base hike which eventually raises the maximum benefit and
causes long-term obligations to soar. In attempting to raise Social Security
revenues, President Carter decided to generally avoid these two distortions,
but created a third one. i.e., removal of the wage base for employers only.

Third. the proposal places rationality and equity into the benefit structure
from the beneficiaries' perspective. That is not now true. Persons who con-
tribute don't necessarily receive benefits; persons who don't contribute may
receive benefits. Some are "docked" for working afier retirement, while others
having a greater income receive the full benefit. It simply doesn't make any
sense.

The proposal eliminates most of those problems. Part A benefits are your
contributions plus interest. Part B benefits are more arbitrary, but are gener-
ally classified as "need".

Fourth, the proposal forces persons not contributing to Social Security to
pay their fair share of the subsidy given low income retirees. Since Part B
benefits will be financed from general revenues, no person can escape paying
his fair share. Time largest group affected will be the approximately two mil-
lion Federal employees who now contribute virtually nothing to the mainte-
nance of the low-income elderly.

Fifth, the proposal permits utilization of general revenues without violating
the general principles of a trust fund.

Sixth, the proposal reduces payroll taxes, thereby, creating employment and
halts regressive taxation.

To some degree labor is an elastic commodity. The higher its cost, whether
the specific cost be wages, benefits, payroll taxes, etc., the greater the propeu-

2As this testimony was in final preparation, an articulate though brief essay wa.q
ublished arriving at the same conclusion as did NFIB. See: Boskin, Michael .J.. "Social

.,Icurity: The Alternatives Before Us", The Crisis in Social Security: Problems and
Prospect, (ed.) Michael J. Boskin, (Institute for Contemporary Studies: San Fran-
cisco, Cal.), 1977.
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sity to substitute for labor. As the staff report of the Senate Budget Cbmmittee
pointed out, "The existing system of employer payroll taxation creates a
number of anti-Job biases." 1'

The current Social Security financing structure is regressive in that It
compels lower income people to pay a considerably higher proportion of their
income to support a social subsidy program than do higher income people. In
fact, a substantial number of Americans now pay more In Social Security taxes
than income taxes. The proposal effectively changes that condition by financing
the subsidy (Part B) through general revenues.

Seventh, employer-employee contributions would still be made to create an
earned entitlement. The employee would, therefore, draw a Part A benefit that
is his by right and not by the gratuity of Uncle Sam. It also ensures that
every employee is compelled to some extent to make a contribution to his own
retirement. While one of the criticisms of this proposal will be that it serves
as a disincentive to saving for retirement, the proposal certainly is far more
reasonable in that regard than drawing totally from general revenues.

Eighth, the increasing coverage and reliance on private pension plans should
in the long term relax the cost of Part B. In other words, the growing number
of workers which would be entitled to both Part A and private pension benefits*
would over a period substantially reduce the number of persons qualifying
under Part B. That reduces public expense and public involvement in the
retirement system.

Ninth, at some point in time (we assume a transition) relatively poor
workers, whether employees or employers, would stop helping subsidize wealthy
retirees.' All retirees receive a subsidy under the existing benefit structure
whether it is needed or not. That situation would not occur under this proposal
because those not in need would receive only the Part A benefit.

Lastly, the proposal will restore lessening confidence in a successful and still
popular program. The success of Social Security has been founded in the
public's willingness to finance it. But increasingly younger workers are ques-
tioning the proportionately large amount they are paying and wondering
whether anything will be left when they retire. This is not a healthy sign.

By alleviating the regressive taxation and rationalizing the benefit structure,
the proposal helps bolster long-term public support for the program.

Despite overwhelming advantages, this proposal is not without defects. It
has liabilities and we believe it only fair to discuss at least some of them:

A practical problcm.-there must be some transition period (at least on the
benefit side) so that persons can plan their retirement. This is of particular
concern to persons nearing retirement age. While to many beneficiaries there
will be no problem in switching to the new program immediately, it wold
prove difficult for many of those receiving a private pension as well as Part A
benefits. For example, .,rln Doe plans to retire at age 65 in 1980. He counts on
receiving $400 a month t om his Social Security and $100 a month from his
private pension for a total of $800 per month. Under the proposal, however. the
Part A benefit would only be about $200. Therefore, he would only total $600
per month. (It is assumed $600 per month is too much to qualify for Part B
benefits.) As a result, some phase-in period is crucial.

Strengthened private pension plans.-since relatively high income benefici-
aries over a period of time would have their Federal benefit relatively reduced
to their true entitlement, pressure would be added to strengthen existing private
plans and institute new ones.' Such a development would have far reaching

'7"Economic Recovery and the Financing of Social Insurance", op. cit., p. 5.
11 Total family money income in Wu74 where heads of household were 65 and over was as follows:

Percent
Income: of families

$4,999 or less ........... .................................................................. 28.3
$5,(;00 to $9,199 ............................................................................ 38. 4
$10,0(C0 to $14,19 .......................................................................... 17.3
$15.000 or more ........................................................................... 16.0

Source: U.S. Bureau of the Census, Current Population Reports, series p-10, No. 101, "Money Income
in lt74 of Families and Persons in the United States" (U.S. Government Printing Ofllice: Washington,
D.C.), 1976.

19 For a discussion of small business and private pension plans, see: fielding. Bruce
G., NFIB statement on S. 901, "Penion Simplification Act", before the Subcommittee on
Private Pension I'lans and Employee Fringe Benefits of the Senate Committee on Fi-
nance, May 24. 1977.
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ramifications that we are not totally able to assess. Positively, it moves the
private sector Into a relatively greater role in the provision of retirement
income, which should also mean greater availability of investment capital.
Negatively, it means greater influence over the capital markets by pension fund
trustees.

Disincentive to save and provide pension plan.-it can be argued that the
low income which now have difficulty saving would have absolutely no incen-
tive to do so under the proposal. This would be particularly true if this
individual did not qualify for some private plan. In other words, since he
knows Part B will take care of him anyway, why save any of his already
limited funds?

Similarly, why should an employer establish a modest pension program when
he recognizes Part B will take care of his employees anyway?

There will unquestionably be persons taking advantage of the situation, but
then isn't that the situation now? Further, we would not expect Part B to
provide princely sums to beneficiaries and we further anticipate some consider-
ation of positive personal savings and private benefits would be considered in
Part B calculations.

Administration.-any subsidy program has administrative problems and Part
B should be no different. Questions and determination of need are not always
easy to tackle, particularly when large numbers of persons are involved. But
there would exist one major practical difference between administering Part B
and a conventional subsidy program. That is, the income of the elderly tends
to be fixed and subject to fewer fluctuations than a conventional weV',re
recipient. Persons are also less mobile. This eases administration of Part B
considerably. And while it will always remain a problem, it may not prove as
difficult as many might expect.

Only one program.-the proposal directly addresses only one, albeit by far
the largest, of the Social Security funds. But there is no intrinsic reason why
the OASI program cannot be reformed in the manner suggested without a
simultaneous conceptual change in the other programs.

Regrettably, NFIB does not see the principles used to develop our QASI
proposal as being applicable to the Disability Insurance and Hospital Insur-
ance programs. These programs are conceptually as well as practically based
on the principles of "shared risk". Therefore, while there may be an inter-
generational subsidy to pay the "premiums", to distinguish who belongs to
what and which revenue drawer should account for what part of the premiums,

\ becomes a mess in practice if not in theory.
Small business recognizes that a tax rate (or wage base) increase whether

for O)ASI or Hospital Insurance, makes no practical difference for the small
employer and his employees. And we are disturbed by the upward trend in
total costs for the DI and HI programs. Nevertheless, NFIB cannot provide
any reasonable conceptual alternative to these two programs at this time.

Mr. Chairman, NFIB, on behalf of small business has attempted to provide
you with the reasons we believe make the Administration's proposals unsatis-
factory, and to present you a constructive, reasonable alternative to at least a
major part of the problem. We appreciate the opportunity to do so.

Senator NELSON. The hearing will resume tomorrow morning at
i0.

[Whereupon, at 12:10 p.m., the hea ring was recessed, to reconvene U
on Friday morning, June 21, 1977, at 10 a.m.]



SOCIAL SECURITY FINANCING PROPOSALS

FRIDAY, -TUNE 24, 1977

U.S. SENATE,
SUBCOMMTrrrEE ON SOCIAL SECURITY

OF THE COMMITTEE ON FINANCE,
Vas hington., D.C.

The subcommittee met pursuant to notice at 10:05 a.m. in room
2221, Dirksen Senate Office Building, Hon. Gaylord Nelson (chair-
man of the subcommittee) presiding.

Present: Senators Long, Nelson, Curtis, Packwood and Danforth.
Senator NELSON. Today the Senate Finance Subcommittee on So-

cial Security holds its fourth day of hearings on proposals to solve
the immediate and long-term financing problems of the social security
system.

The subcommittee has thus far received testimony from the Secre-
tary of Health, Education, and Welfare, Joseph Califano, from a
panel of experts which included a former Secretary of Health,
Education, and Welfare and a former Social Security Commissioner,
from several organizations representing labor, small businesses, and
older citizens.

The subcommittee today welcomes William Hsiao, Associate Pro-
fessor of economics, Harvard University, and Chairman, Consultant
Panel on Social Security, which wrote a report for the Congressional
Research Service on future financing of the social security system;
Robert Myers, former Chief Actuary for the social security system
and currently a consultant on social security and professor of actu-
arial science at Temple University- and Otto Eckstein, professor
of economics, Harvard University, a former member of the Council
of Economic Advisors, and head of Data Resources, Inc.

I understand that both Mr. Hsiao and Mr. Myers will appear
*, together, followed by Prof. Otto Eckstein.

Mr. Hsiao, Mr. Myers, your statements will be printed in full in
the record. You may present them however you desire.

STATEMFNT OF WILLIAM HSIAO, ASSOCIATE PROFESSOR OF
ECONOMICS, HARVARD UNIVERSITY

Mr. HsIAo. Mr. Chairman, I am pleased to have this opportunity
to appear before you this morning as you consider the best way to
restore the financial soundness of the social security program.

During the 1975-76 period I have chaired a Consultant Panel on
Social Security appointed at the request of the Senate Finance Com-
mittee and House Committee on Ways and Means, and this panel
consisted of a group of actuaries and economists; and let me make

(207)
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clear that none of us has even run for the office of sheriff, but we did
manage to get one actuary who is retired and who is receiving social
security benefits.

We spent 1 year studying various alternatives in an attempt to
solve the financing problems of social security, and this panel has
made a written report to the Senate Finance Committee.

My testimony today presents the major recommendations made by
this panel.

I realize this is the fourth public hearing you are conducting on
this subject. I will not be redundant to repeat again the problems
confronted by the social security program, rather I will just make
a very brief summary of what they are.

I think everyone knows the social security program is incurring
serious financial deficit right now and it will continue for the future.

In fiscal year 1978 the program is estimatedilo pay out $95.2
billion.

Senator NELSON. What year? 4

Mr. HsIAo. Fiscal year 1978, and it is expected to have a total
income of $89.1 billion, thus incurring a deficit of $6.1 billion.

The financial deficit in the short run largely resulted from three
factors: The recent rapid rate of inflation, the increase in unemploy-
ment and the technical error in the automatic adjustment provision
in the benefit formula-

The most serious long range problem confronted by the social secu-
rity program is the double indexing of the benefits. I would like to
go into that in greater detail later. The double indexing l)roblem is
further exacerbated by the demographic bulge. We have recently
seen a swing from a baby boom to a baby slump, and this will in-
crease the number of retirees while reducing the number of workers
at the beginning of the 21st century.

Today there are 30 beneficiaries per 100 workers. In another 25
years we expect there will be 50 beneficiaries per 100 workers, so
there is-more than a 50-percent increase in the number of bene-
ficiaries under the social security program to the number of active
workers.

Senator NELSON. You say over 50, there will be 50 beneficiaries for
every 100 at what date?

Mlr. THSIAO. I am sorry, Mr. Chairman, I didn't hear you.
Senator NELSON. You said there would be 50 beneficiaries for every

100 employees at what date?
Mr. HsIAo. At the turn of the century, the year 2005.
Senator NELSON. Included among those beneficiaries are-
Mr. IISIAO. Retirees and their dependents, disabled and widows

and dependent children.
There are many ways to restore the financial soundness of social

security. Realistically, there is only one broad approach for solving
the short-run deficit problem namely, Congress must provide addi-
tional revenue for the system. Any consideration of reducing benefits
in order to reduce the deficit is undesirable and politically unviable.
Additional revenue can be provided in three ways: By raising the
taxable wages, by using funds from general revenue or value-added
tax or some other form of new tax, or by raising the social security
payroll tax rate.
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These are essentially the three major alternatives Congress has in
dealing with the short-run deficit problem; but in my opinion the
more critical issue is how to solve the long-run problems.

Congress needs to deal with both the short-run and the long-run
financing because they are intertwined together; also, social security
is a long-term program. Whether the benefits promised to the Ameri-
can workers when they retire can be fulfilled depends on what you
do now.

Like any pension program, the benefits usually do not become
payable until 20 years to 40 years from the date of any legislative
change.

In dealing with both the short-run and the long-run financing
problems, I am in favor of increasing the wage base to a point at
which the entire earnings of approximately 90 percent of the Ameri-
can workers are covered. TIranslate that into dollar amount it means
in 1978 the estimated maximum taxable earnings base will be in-
creased to $20,100 instead of the $17,700 expecte( under the present
law.

Senator CURTIS. Will you give that year again?
Mr. HsIAo. That is the year 1978, January 1, 1978. If this is

adopted-
Senator CURTis. $20,000 even?
Mr. HsIAo. $20,100, Senator Curtis.
Senator CURTIs. Thank you.
Senator NELSON. To cover 90 percent of what ?
Mir. HsTAo. Of the total earnings of 90 percent of American

workers.
Senator NFLSON. And at what level would the tax rate have to be

today in order to do that?
MAr. HsTAo. By increasing the wage base you will be able to gener-

ate additional revenue to the system, so the tax rate required to
finance the system would not be as great as otherwise. The additional
revenue you would generate is approximately 4 percent.

Senator NELSON. IOW much ?
Mr. HSToA. Four percent.
Senator NE:LSON. You said to increase the wage base to cover 90

percent of the total employee income?
Mr. HSTAo. No, the wage base would cover the entire earnings of

90 percent of American workers.
Senator NELSO-. And my question-
* Mr. HslAo. Earnings. rIrhat would exclude the unearned income.
Senator NELSON. My question was, today at what level would you

have to increase the wage base tax today in order to cover 90 percent?
Mr. IsIAo. 1977?
Senator NELSON. YeS.
Mr. HsTAo. You will have to increase the $19,800.
Senator NELSON. $19,800?
Mr. HSIAO. No. I stand corrected. $18,700 for 1977.
Senator DANFORTM. Are you saying to cover 90 percent of all earn-

ings of American workers or all earnings of 90 percent of American
workers?

Mr. HsA\o. I am saying the latter, that is, all earnings of 90 per-
cent of American workers.
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Senator DANF0m T. All earnings of 90 percent of American work-
ers?

Mr. HsAo. Yes, sir.
Senator N.LSON. Now You have got me confused. I thought it was

to cover 90 percent of the total earnings of all workers. You are
saying there is a differenceI

Mr. Hsuo. Yes, sir; there is.
Senator NELSON. Which one are you saying?
Mr. HsLAo. I am saying covering the total earnings of 90 percent

of all American workers.
Senator NELSON. I follow you. OK, I had it the other way.
Mr. HsIAo. Let me try and untangle the confusion I am creating.
Actually it is not an important point, Senator. The difference be-

tween the two, which you are trying to clarify, changes the wage
base by as much as the wage base by only $300-$600.

Senator NELSON. It is an important point. It is all the more neces-
sary we get it straight because that is the kind of point we make the
most about around here.

Mr. HsTAO. I would like to make clear that raising the wage base
by itself will not be sufficient to cover the long run deficit in the
social security program. Regardless, what you do about the taxable
i age base, if you do nothing to change the benefit formula, even if
you take the limit off completely, you will still not be able to finance
the social security cash program in the long run.

Many proposals have advocated social security be financed from
the general revenue funds. One frequently cited rationale is that a
payroll tax is regressive. If the tax is appraised in isolation then
it is indeed regressive; but this is taking an exceedingly narrow view
of the total social security program.

Under social security, a person's benefits are in part determined
by his tax contributions. Both the benefits and the contributions are
based on the earnings of the worker. The benefit formula causes a
low-income w6rker to receive benefits that are proportionately higher
than those of higher income workers. If the tax and the benefits are
examined together, as they should be under the social insurance
program, then the whole system in fact is quite progressive.

If general revenue financing is introduced because social security
needs additional revenue, I believe we should be mindful that other
worthy programs may have more urgent claims on general revenue.

As Senator Long pointed out in his remarks before, we don't have
any excess general revenue funds; and even down the road T think
there are other programs that may have more urgent claims on the
general revenue that will include welfare reform, housing programs,
national health insurance, long-term care and a whole series of other
economic and social programs that your committee and other com-
mittees in Congress are considering.

Furthermore, general revenue financing of social security will
weaken the earnings-related nature of the program. It could jeopard-
ize the long-run stability of the entire system, leaving many Ameri-
can workers' expectation of retirement income unfulfilled.

For these reasons I believe it is unwise to use general revenues to
financial social security.
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Then that leaves the payroll tax or some other form of tax as
the revenue sources. Today I would only address the payroll tax.

The amount of additional financing required for the program
depends on what method Congress chooses to correct the double
indexing problem.

There have been two major proposals advanced before your com-
mittee and I realize they are very complicated and they are quite
technical, and I think there has been very little debated in the press
about the pros and cons of the two major alternatives; nevertheless,
both of these proposals have different and serious implications for
the degree of control that Congress has on the program and the
amount of revenue required to finance the program, particularly to
the next generation of workers as well as the equitable treatment
among retirees of different ages.

If I may ask for your indulgence, I would like to take a few
minutes to explain to you very briefly the two major proposals which
had been made in correcting the overindexing problem under the
present law.

Both proposals provide for automatic adjustment of benefits ac-
cording to the Consumer Price Index for those people who are al-
ready receiving benefits, so for retirees, survivor and disabled bene-
ficiaries, their benefits would automatically go up with any change in
the price level.

However, the two proposals differ in the computation of initial
benefits for workers who retire in the future.

The Consultant Panel on Social Security recommends a price in-
dexing method. The way this method will work is to protect the
benefits for current workers against inflation as well as in the future.

In addition, the benefits for future retirees will tend to increase
because their real wages tend to increase.

Senator Lo.,o. Might I interrupt the witness for a moment?
I am going to have to leave here within the next 20 minutes, other-

wise I would be happy to wait my turn. I do want to ask these two
witnesses just a few questions.

I would like to ask consent of the committee that I be permitted
to ask a few questions at this point, in view of the fact I cannot
stay, if my colleagues would be willing to permit that?

Senator NELSON. Do you want a vote on it? [Laughter.]
Senator CuRTs. I have a note handed me they need me on the

floor. They want me, I don't know that they need me. If I could
ask a couple of questions after lie does, I will not object. I won't
object anyway.

Senator LoNG. Reading these statements I am impressed-by both
these witnesses. I would like to ask them both about a couple of
points. "When people talk about taking money out of general revenues,
they talk as though the money is coining out of the income tax. My
impression is that the income tax is our principal support of our
General Government, the national defense, for foreign aid, just what-
ever. The social security program was always supposed to be financed
by the taxes for that particular purpose.

Our General Government is $60 billion in the red. If you are
going to try to finance social security by the income tax, all you are

95-197-77- 15



212

doing is just making the deficit smaller in the social security fund
and making it bigger in the general fund. It is purely A matter of
borrowing from Peter to pay Paul, with printing press money.

Can you see anything but that type of situation'?,
Mr. 23iEus. I certainly agree 100 percent on what you have just

said.
Senator LoN,,G(-. What is your thought about that, Mr. Hsiao?
Mr. IIsTAo. Senator Long, I agree with you but I do want to point

out there is a slight different effect in who pays the tax. I want to
point out there is that difference.

Senator LoNo. That is the point I had in mind.
Looking at it from the point of view of people who are trying

to be responsil)le on a tax-writing committee, if you can't get the
members of this committee to muster the political courage to be re-

sponsible and try to finance what the Congress is voting to spend
money for, then you are not going to be able to get any committee
to do that. This committee is accustomed to fiscal responsibility-
or at least they are accustomed to hearing about it. [Laughter.]

They are accustomed to talking about it, making noises along that
line, even if they are not sincere.

Yi)i hiave got as good a chance of getting this committee to save
the country from bankruptcy as you have getting anybody to do so.
If we were trying to finance our Government entirely with printing
press money, b)1 just financing it out of deficit, am I correct in
thinking that a's fast as you print more money the value of what
you have continues to go clown so that you can't run a printing press
fast enough to get ahead of yourself.

Mr. MYEFiRs. Once again, I would agree with you completely, MJr.
Chairman.

Senator LoNG-. Do you agree with that, Mr. Ilsiao?
Mr. IlsIAo. Yes. We sec the foreign experience. Germany did that

and China (lid that and they led to hyperinflation.
Senator LoNG. We already owe $600 billion plus. If it is a good

i(lea to finance the Government by printing money, let's just repeal
all the taxes and then finance the whole cost of government with
prinitinig press money. If that is a good idea, why not (10 more of it ?
If you dlid that, if o rne bu 40lilm of printing press
money. the money you have got in circulation will go (lown in value,
bY $S400 billion at hesamne time-or maybe more than that because
people would lose confidence in the money. Is that correct ?

3r. 1Is o. Yes.
Senator LoNG. You both agree?
Mr. MYRS. Yes, sir.
senator Loo. We have our choice up here. Are we going to go

for a bigger deficit, or are we going to raise money to pay for sone
of these things?

You have to get groups to put pressure on the Congress to get
the Congress to do what is in the national interest, but my thought
is if you can't get the people to vote for a tax to pay for social secu-
rity benefits, you can't get them to vote for any tax. If that is the
case, the country is doomed to bankruptcy. I don't see any way out.
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Do you.know of anything that would comie nearer attracting the
votes of Senators and Uepiiibrs of the Iouse of Representatives than
something to pay for the benefits for the aged, the blind, the disabled,
the sick, and little children? If you can't get a vote for them, can
you tell me anything that has more appeal than that, if you are
trying to get votes for taxes?

Mr. M-iEis. I can't think of anything that would do ,,o.
Senator Loo. Well, that is the way it seeitis to ine. Therefore, it

,seems to in1 that if the President wants to have a balanced budget,
the last thing on Earth he ought to do is let these Senators and
Congressmen escape their duty to vote for a -tax to pa y for these
social security benefits. I don't think he can get them to vote for a
tax to pay for foreign aid. There are all sorts of things he couldn't
get them to vote for a tax for. Lie can get them to vote for a tax for

.,ocial security, provided they don't have another option.
With regard to the income tax, which is $60 billion ill the red,

can either one vf you gentlemen see how we can cover that $60 billion
deficit and find still more to pay for a social security program with-
out taxing beyond thr point of diminishing returns?

Mr. M'rys. No, " ir. Chairman.
Mr. IISIAO. I don't have any magic, Senator.
Mr. MYERs. Nor do I, Mr. chairman.
Senator Loet. Some people say the income tax is fair. If you get

the income tax up to where you tax 100 percent of people's income,
vou will make less money than you do taxing them 50 percent. I
believe you agree with that, do you not?

Mr. MYERS. Yes.
Mr. HISTAO. Yes.
Senator LoNo. While I can agree we ought to tax the affluent, even

tax them right up to the point of diminishing returns, I know what
it is to have a tax go so far that it is counterproductive.

I have told this story before, but it might bear repeating at this
point. I am reminded of the situation that occurred back in World
War II. At least three people sat down to have a few rounds of
drinks at the Mayflower Lounge. After a while one of them said,
let's go home, hand me the check, I am in the 90-percent tax bracket,
it wont cost me but 10 cents on the dollar.

No, let me have it, said the second man, it won't cost me anything,
I'm on welfare.

The other fellow said, let me have it, I have a cost-plus contract,
I will make a 10-percent profit.

That is the kind of economic waste you are paying for when you
tax beyond the point of diminishing returns. Back at that time most
of these corporations set up big pension plans for their executives,
not for the workers, rather than pay the taxes by the excess profits
tax, and they were pouring money down ratholes to find ways to
keep from pitying the Government taxes during that time. Are you
familiar with that fact?

Mr. MYERS. Yes. Mr. Chairman.
Senator Lo,o. Are you?
Mr. I1sIAO. Yes, sir.
Senator LoNxa. It seems to ine while I am satisfied that we ought

to tax the affluent as much as we can raise from them, we are going
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to have to find other ways to raise money other than that income tax
to pay for all these social security benefits.

Now, do both of you agree that that will be necessary, especially
if you are going to have health insurance ?

Mr. MyRws. Yes.
Mr. HsaAo. Yes sir, I would.
Senator LoxG. With regard to this point about the social security

tax being a regressive tax, it is not true that there are certain other
things that should be considered? One of them is this: if you are
levying a value added t.x or a social security tax, while it is true
that it does tax the poor, they are the ones who get the best deal on
the taking down en. In other words, a lot of these poor people get
$5 back Ior every dollar they put up. Now, from my point of view,
if you want to trade me $5 for $1 bills, I will stay here and trade
with you as long as you want to exchange currency. That is point
No. 1.

Point No. 2, just because the tax tends to be regressive doesn't
mean you can't do something to offset some of the features of the
regressivity, as we did with earned income credit. When I started
out suggesting this I went to the chairman of the subcommittee,
Senator Nelson, and said, I have an idea, why don't we say if a
person does not make enough money to owe us an income tax, we
will give him back the money he ays in social security taxes, and
that is basically the approach of the earned income credit.

Is it not true that when you look first at the benefits that are paid
and who gets them and to what degree, and also the fact that you
can take a regressive tax and give the money back to the working
poor, that there are ways that you can handle a consumer-oriented
tax like the social security tax or a value-added tax, in a way where
the sum total mix works out where it is a very, very good dealI

Mr. Mxmits. Yes. I think that you and I have seen this point for
years; namely, that you have to look at the entire picture of social
security both the benefits and the taxes. Furthermore, as to regres-
sivity of taxes in general, you have to look at the whole tax picture,
not just one part of it.

Senator LoNG. A gentleman comes up here and testifies from time
to time for this organization known as Taxation With Representa-
tion, Mr. Brannon, and now and then he gives me a hard time.
Sometimes I give him a hard time. But I am always pleased when
somebody who gives me a hard time agrees with me on something.
He was up here before our committee a few days back saying that
when people say the value-added tax is regressive that is just hog-
wash. He might have used a different word, but it didn't indicate
any greater respect for the argument. [Laughter.]

He pointed out the kind of things I am talking about here. He
said if you want to, and can do the kind of things we do with the
earned income credit, and that is not the end of human imagination,
to figure out ways so that low income people are not injured by it.

Once you are taxing the affluent people to a point of diminishing
returns, to where you are not going to make any more money by
putting more tax on those people-or not enough to make it worth
trying to chase the rabbit through the briar patch-after you have
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.done that, then where you are taxing those middle income people,
let's say a worker making $15,000 with a wife and a couple children,
it really makes little difference to him whether the tax he is paying
is subtracted from the check by withholding on his income or whether
it is cranked into the price he pays for the product.

Can you see where it makes a great deal of difference to him
which way you do it?

Mr. Mymns. No. I certainly agree with you that any study of tax
incidence are a very difficult thing to carry out, particularly if the
tax has been in existence for a while. The individual is going to pay
it in one way or the other. Very frequently, he just does not realize it.

Senator LoNo. One of the most successful taxes we have levied
while I have been around here was one that we took a lot of kidding
on, a lot of chastisement from the press and others. It was the 8-
percent tax on airline tickets. I insisted that we tax everybody,
without any exemptions. That stopped the thing of some guy going
up, some big shot politician, and he is asked "You are tax exempt?"
"Oh, yes, I am tax exempt." He fills out this certificate while every-
body else stands in line and waits their turn just cussing to the high
heavens under their breath because that guy having helped put the
tax on them has exempted himself from it.

We said everybody pays the tax. If you want to give it back to
somebody, do it some other way. We also required that the airlines
advertise what the final price of that ticket is. If you are going
from here to New Orleans instead of advertising $100 and then say-
ing when you are ready to pay the $100 they say, "I am sorry; there
is an $8 tax," they put big signs up advertising the fact you paid
an extra $8 in addition to the $100. But they still had to tell you
the final price.

In due course everybody knew you had to pay a tax to get on the
airlines. I don't know of any serious complaint about it. Everybody
understands that it is necessary to provide for airline safety and to
provide for the runways and the terminals and things of that sort
that provide a service.

ofhen you put a tax on and everybody pays it, there is not a lot
of complaint about it. Then if you want to give something back to
somebody because he is poor or disabled or because he had a misfor-
tune of any sort, you can do that to whatever extent you want to
(1o it. It seems to me from the point of view of the average person,
it, is probably a little less obnoxious to have it cranked into the
price of the product than it is to have him look at that check every
week and see whether you have taken this much out of his paycheck.

But in either event I think we will all face up to it; we cannot
confer any more benefits on the middle income people by taxing the
other giv. There are not that many other guys to tax.

We are getting about 50 percent of their income if they are in
the top bracket, and once we tighten up on a few little shelters here
and there that we are going to look at in the next year, we will have
just about exhausted our potential working those people over.

You might find $1 billion that you might differ with me on, you
might think we can pick up here or there, but on the whole, haven't
we pretty well exhausted the potential of taxing the affluent for the
benefit of the middle income people ?
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Mr. MYlls. I would certainly think so, Mr. Chairman, but I think
that you are far more of an authority on that than I am.

Senator LoN., Well, if we can have anything left it is all right
for me to go after that, I am not complaining about that, but there
are not as many people who are getting by without paying their
fair share of tax. You might find 1 out of 1,000 or 5 out of 1,000,.
less than 1 percent, who are getting by in a way that is unconscionable.
We are going after them again. We have gone after them twice;
we are going back after them again in the tax reform bill that will
be up here this year, and pass it next year, and I believe in all fair-
ness if you look at how much we will get by taxing people who have-
incomes over $50,000, it is not going to be enough to finance any
big spending program.

It won't be enough to make a real big dent on the deficit we have
to retire. So if you want to provide the social security benefits to,
these people, it seems to me that we are going to have to put some
tax on and we are being deceitful, far less than honest, if we don't
tell these rank and file American people that if we are going to
balance the budget and provide these additional things that the
President of the United States has promised, it is going to cost them
a substantial increase in taxes..

Do you gentlemen think that is correct or not?
Mr. M iis. I certainly think that is correct.
Senator LoNG. Do you?
Mr. HsAo. Yes, Mr. Chairman. I said in my testimony I don't

think we have that kind of money in the general revenue and there
would be less general revenue available for other programs which
needs that money perhaps more urgently than social security.

Senator LoNG. Some time back congress started this principle of
saying when we provide for social security beneifts we will put the
tax in the bill to keep the program solvent, and every time wve pro-
vide benefits again we will bring the whole program tip to the point
it is solvent. One can rely upon receiving his benefits out of tax
assessed on the American )eOple. I hope we don't depart from that.

It is bad enough to have these horrible deficits in the Federal
funds. I would think we should avoid doing the same thing to the,
social security program.

Do you gentlement agree with that?
Mr. M3rins. I certainly do.
Senator Lo.,G. Do you?
Mr. IIsIAo. Yes, sir.
Senator Lo.No. Thank you very much.
Thank you, Mr. Chairman, for permitting to have my day in court.
Senator NE:LSON. I was going to say that even though you weren't

on the schedule, you have been the best witness we have had thus far.
[Laughter.]

Mr. Jlsiao, go ahead where you left off.
Ifr. TIsrAo. There has to )e something done to the double indexing

of the benefit formula, and I think every expert and student of social
security programs agree that has to be corrected. The way to correct
it is decoupling. There are two major ways to do this decoupling.
They have very serious implications to what extent Congress will
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maintain control over this social security program down the road
and also how much it will cost to finance each alternative.

President Carter proposed a method of computing the initial re-
tirement benefits by using a wage indexing method. The aim of the
wage indexing method is to provide an initial retirement benefit and
replace a fixed ratio of a worker's retirement wages.

Under this approach, it is assumed that the standard of living of
workers is determined by their present retirement wages. Therefore,
the computation for the initial social security benefit should be auto-
matically adjusted to this relative income level of the worker. Mean-
while, the price indexing method when price indexing is measured
by the replacement ratio criteria, produces a decline replacement
ratio for the future retirees.

These two methods produce very different promises of benefits
to workers retiring in the future. The price indexing method guar-
antees a moderate benefit and preserves a greater degree of control
and flexibility for Congress to increase the benefits in the future,
while President Carter's proposal would try to make it totally
aut omatic.

In our report, the members of the panel state tIfat we believe an
element of flexibility must be built into the social security program.
The price indexing method will guarantee a benefit that is protected
against inflation and it will allow some financial margin for Congress
to use it for either general benefit increases or to deal with unex-
pected social, economic or demographic changes.

Meanwhile, President Carter's proposal, which uses the wage in-
dexing method, will leave very little financial margin for Conrress
to make future changes in the social security program. Because of
the demographic bulge, the payroll tax rate that requires to finance
President Carter's'proposal will have to be 19 percent as compared to
the existing 9.9 percent.

Senator N-LSON. Do you mean tliat, under the President's proposal
as it now stands with wage indexing, the tax wonld be 19 percent
by the year 2000?

Mr. lIsTAo. Yes, if there are no other changes to the program. But
President Carter also gives you a very complicated package that
includes increasing the wage base for the workers as well as for the
employers and employees with no maximum limit on the taxable
wage base for employers.

Under the complete package proposed by President Carter. the
payroll taxes still have to go up as high as about 15 percent or 16
percent at the turn of the century.

Senator NELsoN. The tax paid by the employee would be included
in that?

Mr. ItSIAO. Yes.
Senator NELSON. But you are saying that the President's proposal

would have to include some tax base that got to 15 percent by 2000?'
Mfr. HSTAO. The tax rate is to be 15 percent.
Senator NFLSON. The tax rate has to be 15 percent. Since his pro-

posal removes the lid on the tax paid by the employer, there is no
place else to get that money other than increasing'the tax on the
employee, is there, unless you go to the general fund? To get the 15
percent you have to increase the employee tax.
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Mr. HsIAo. You would increase the employee's tax but also you
increase the tax on the employers because the tax rate applies to
both employee and employer.

Senator NELSON. Right.
Mr. Hs Ao. This high-level payroll tax rate which is necessary to

finance a wage indexing benefit formula is so painful that I don't
think everyone including President Carter want to deal with it. The
administration proposaf-made before your committee does not ad-
dress that issue how to finance the longrun cost of the social security
system.

The President proposed to name some kind of outside body or a
commission to look into the problem of long-term financing. The
simple reason is because the amount of tax required to finance what
the President proposes is so high at the turn of the century that it
is too painful for anyone to face up to it. Without adequate long-
term financing for the program, there is little assurance the retire-
ment benefits expected by the American workers can be fulfilled.
The consultant panel does not believe that's an appropriate way to
design a long term program.

The essential difference between the wage indexing method and
the price indexing method is they guarantee different benefit amounts
to people retiring in the future.

The price indexing method promised retirement benefits which are
protected against inflation. It leaves the Congress the flexibility to
give periodic general benefit increases to everyone.

In contrast to this, the proposal made by President Carter pro-
vides a tilt in favor of the workers retiring later on.

The increase in benefits for the current retirees is limited to in-
creases in the rise in the Consumer Price Index, yet workers who
retire 5 years later will receive increments due to inflation as well
as increase' in real wages. This difference can be substantial. Let me
just illustrate by example.

For a person who reached age 65 and retired in 1976, the average
worker's benefits will be about $350. For somebody who was born
15 years later and retired in the year 1991, that worker's benefit
would amount to more than $520 measured in 1976 dollars.

In other words, the person who is retiring 15 years later will get
50 percent more benefits than the one who retired in 1976.

Senator NELSON. In real dollars?
Mr. IIsIAo. In real dollars.
Senator NELSON. I thought you stated that President Carter's plan

tilted toward an employee working longer? Maybe I misunderstood
you. Vhat happens? I thought you were talking about somebody
retiring at age 68 instead of 65. -

Mr. HSIAO. I am sorry. I did not make that clear. President Car-
ter's proposal tilts toward people who are retiring in the future
years. Let's assume they all retire at age 65. It is not what age they
choose to retire but rather, because I happen to be born in the year
1911 I am retiring in 1976, I only get $350. If I am born 15 years
later, I would get much more. Let me quickly summarize my point.

The recommendation I have outlined here will completely restore
the actuarial soundness of the social security program for the short
run as well as in the long run. The combination of measures I am
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suggesting are first correct the double indexing program by de-
coupling.

However, price indexing should be used to calculate future benefits
instead of the wage indexing benefits proposed by President Carter.

Secondly raise the maximum taxable earnings base to $20,100 in
1978 instead of $17,700 as expected under present law.

Thirdly, increase the payroll tax rate by 0.3 percent on employers
and employees each. This increase in payroll tax rate can be phased
in over the next 4 years taking into account our general economic
condition.

Senator NELSOn. What was that percent, 0.3? .
Mr. HsiAo. Point three percent on employee and employer each.

The combination of these three measures will completely restore the
financial soundness of the social security program. The advantage of
this package is it protects social security benefits now and in the
future against inflation while keeping the program cost at a reason-
able level.

It also preserves the flexibility and control of Congress to improve
the program in the future. Furthermore, it gives equitable treatment
to the retirees of different ages.

Lastly, of course. it accomplishes the goals that your committee
seeks; that is, restore the financial soundness of the social security
program for the short run and the long run.

Thank you very much.

STATEMENT OF ROBERT MYERS, PROFESSOR OF ACTUARIAL
SCIENCE, TEMPLE UNIVERSITY, AND FORMER CHIEF ACTUARY,
SOCIAL SECURITY ADMINISTRATION

Mr. MYEs. My testimony will be devoted to the financing problems
of OASDI and how, in my view, they can best be solved.

What are the problems? Briefly, the short-range financing prob-
lem of the OASDI system is that the trust funds will soon run out
of money unless legislative action is taken.

The OASI Trust Fund will be exhausted at some time in 1982
to 1984, while the DI Trust Fund will run out-of money in 1979,
according to the 1977 Trustee's Report. In fact, under these adverse
conditions, it is possible that the DI Trust Fund could even be
exhausted somewhat before the end of next year.

The long-range financing problem is a little less apparent but is
equally serious and significant. The average long-range cost of the
program over the next 75 years as shown by the intermediate esti-
mate in the 1977 Trustees' Report is 8.2 percent of taxable payroll
in excess of the average tax income. This is a relative cost overrun
of 75 percent.

It will be recalled that prior to 1972, any such lack of actuarial
balance in excess of 0.1 percent was considered to be unacceptable
and thus indicative of the need for prompt remedial action.

Following the 1972 amendments with their automatic adjustment
features and thus the need for using dynamic economic assumptions
in the actuarial cost estimates, this acceptable margin was increased
to 0.50 percent, so at present the imbalance is far in excess of what
has been considered to be acceptable.
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Quite simply, the short-range problem can be solved either by a
reduction in outgo or an increase in income, or a combination of
the two. It seems that the most likely solution for the short-range
problem would be an increase in the income of the trust funds.

Increased income can be derived from only three sources-hilgher
tax rates, higher taxable earnings bases than those which would
otherwise result under the automatic adjustment provisions, and
subsidies from the General Treasury; that is, from general revenues
or by increasing the budget deficit through borrowing.

Tax increases are, of course, not popular; however, there has been
less sentiment against them under OASDI because the general pub-
lie has in mind its insurance nature.

In my opinion, the approach of increasing tax rates is by far the
very best one because it forthrightly and clearly assesses the cost
against all participants. The public Will thus recognize the financing
problems of the program and will share openly and universally in
the solution.

At this point I might mention I agree completely with what
Chairman Long said in our colloquy this morning. If you believe
that the social security taxes are regressive, this can be remedied
elsewhere, through other parts of the taxing structure.

.At the same time, I believe that the arbitrary ceiling of, seven
percent for the self-employed rate should be eliminated and that the
original basis of 11/, times the employee rate should be restored.

Others have recommended instead that the maximum taxable earn-
in-s base should be increased far more than the automatic adjust-
nient provisions would do. This procedure can produce a consider-
ably increased income in the early years, but over the long run it
is not very cost effective, because additional long-range benefit lia-
bilities also develop.

I oppose this approach because it is cost deceptive to the general
pl)ublic and because it narrows the scope of the economic security
field which can and should be taken care of by the private sector.

The remaining method of solving the short-run financing problem
of OASDI is to inject a Government subsidy on a one-time or a
continuing basis, possibly to the extent of paying for one-third of
the total cost of the program in this way.

I believe that this approach is undesirable because it hides the cost
aspects of the program from the public, many of whom would be
deceived thereby into believing that somebody else is paying for part
of the cost of their social security benefits. Actually, the cost of a
Government subsidy to OASDJ would be met by virtually the same
people who pay OASDT taxes, although the incidence of the taxation
might be somewhat different. In fact, it is difficult, if not impossible,
to measure the ultimate impact of any tax, even though it is great
intellectual sport to attempt to do so.

Specifically, I believe that the short-range financing problem of
OASDI should be solved by an immediate increase in both the
employer and the employee tax rates of 0.5 percent. This could per-
Ilps be phased in over a 2-year period, such that part of it would
come into effect in 1978 and the remainder in 1979.

Such an increase, as this subcommittee knows, is nothing new or
unusual. Many such increases have been made in years gone by with-
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out serious effects or adverse reactions from the general public. At
the same time, the allocation of the tax between the OASI and the
DI trust funds would be revised so as to give a somewhat larger
I)roportion to the latter than under present law, in order to remedy
its more serious financial situation.

I oppose any transfer of the payroll taxes for the hospital insur-
ance system to OASDI. The 1977 trustees' report shows that HI
also has serious financing problems in the next decade. Even if the
cost containment proposal of the Carter administration were enacted
and were successful, or if other cost control provisions were provided,
the HI program would need all the financing through tax-rate in-
creases that would be provided under existing law.

Let us turn to the long-range financing problems of OASDI that
remain after the short-range ones are taken care of.

The first and most urgent thing to be done is to restructure the
method of computing benefit amounts at initial claim under the
automatic adjustment provisions. However, the present procedure
for increasing benefits for persons on the roll should be left un-
(changed because this does operate properly.

As these initial computation procedures will likely operate in the
future, relative benefit levels or replacement ratios will steadily rise
in the future and, of course, the same thing will happen as to the
cost of the program.

Eventually, benefit amounts will reach illogical levels such as being
in excess of preretirement take-home pay. Proper structuring of the
computation l)rocedures, popularly referred to as decoupling, would.
eliminate at least half of the longrun actuarial deficit shown in the
intermediate cost estimates in the 1977 trustees' report.

The present computation procedure for. OASDI benefits is coupled.
This has been so not only for the automatic adjustment provisions
adopted in 1972 but also in previous legislation that provided ad hoc
benefit increases. This procedure worked out well in the 1950's and
1960's. both from a benefit design standpoint and as to the financing
results, because, as it so happened, economic conditions then were
just right so as to achieve. such a result. Under current economic
conditions and those that seem likely for the future, this result will
not prevail, but rather that the instability referred to previously will
occur. This coupled procedure also desirably gives equal treatment
to beneficiaries with the same average wage regardless of when they
retire.

* 1-nder a coul)led system, when a percentage increase is given to
beneficiaries on the roll, the percentage factors in the formula for
primary benefits applicable to new retirees are increased to the
.same extent.

For example, the formula applicable for June 1975 through May
1976 could be expressed approximately as 46.5 percent of average
monthly wage, plus $92. After the 6.4 percent increase for June 1976
for beneficiaries on the roll, the formula became 49.5 percent of
average monthly wage, plus $98.

Actually, the exact formula involves some eight steps of average
wage bands, and the percentage factor applicable to each of them
,was inereased by 6.4 percent.
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Under decoupling, the benefit increases for those on the roll would-
continue to be made as at present, that is, by the percentage change-
in the Consumer Price Index; however, benefits for new claimants
would be calculated in a different manner than now. The result would
be that benefits would not be as sensitive to differing rates of change
of prices and wages and, in fact, under some decoupling approaches
would not be at all sensitive thereto.

The 1975 Advisory Council on Social Secarity developed general
principles for a decoupling approach which would completely sta-
bilize the relative benefit level. This recommendation was made-
specific in a bill developed by the Ford administration in 1976, H.R.
14430 and it has also been made by the Carter administration.

In both instances, the ultimate relative benefit level would be at
about the same height as it will be under present law just before-
the new procedure becomes effective.

I strongly support this approach of stabilizing the replacement
ratios; however, I believe that such stabilization should occur at a
slightly lower level, say, ten percent, so as to recognize the relative
overexpansion of the benefit level in the last few years, in part due
to the faulty action of the computation procedures.

Under the general approach of decoupling by indexing by€ wages
there would be a new concept of average earnings and a new benefit
formula. The previous benefit computation method frozen as of the.
changeover date would be a transitional minimum guarantee or sav-
ings clause for retirees.

The average earnings under the new basis, the average indexed
monthly earnings, or AIME, would be determined as at present as
to the period of averaging and the number of years to be. averaged.
but it would be based on wage-indexed earnings rather than actual'
earnings.

Under the recommendations of the Ford and the Carter adminis-
-- trations, a new benefit formula intended to duplicate closely the re-

sults under the present formula as of the changeover date 'would be
used.

Under my proposal, the new formula would produce slightly lower
amounts for many cases in the first few years of the changeover.
Under these circumstances, however, the aforementioned savings
clause would apply and no retirees would get less than under present
law, as it would provide as of the changeover date.

The indexing of an'individual's earnings for any particular year
would merely be his or her actual earnings for-that year multiplied
by the ratio of (a) the average wage in covered employment in the
year to which indexing is being-done, to (6) such avera ge wage for
the particular year. The average of the indexed earnings will, of
course, be larger than the average of the actual ones.

The revised benefit formula for the wage-indexinf method would
be a three-step one in the general form x percent of the first $A of
AIME, plus y percent of the next $B of AIME, plus - percent of the
AIME in excess of $(x- +y). The benefit percentages (x, y, and z)
would be of a decreasing nature, so as to provide relatively larger
benefits for lower paid workers, just as in the formula of present law.

This formula would be changed each year, for new claimants then,
by adjusting the dollar bands according to changes in wages in coy-
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ered employment. For example, if such wages increase 8 percent from
one year to the next, the formula would be changed by multiplying
each of the AIME dollar bands by 1.08.

A somewhat different method of decoupling has been proposed
by a consultant panel to the Congressional Research Service. Its
.approach differs from that just described primarily only by having
the indexing of the earnings record done with the CPI rather than
with average wages in covered employment.

The effect of the panel's approach would be to produce lower
AIME's because the CPI has generally risen less rapidly than wages
in the past. This difference in AIME concept is compensated forby
using generally larger factors in the benefit formula. Such formula
initially would, on the average, closely duplicate the results of the
benefit'formula in present law. The A IME bands would be changed
,each year by the movement in the CPI.

The apparent-and I stress "apparent" for reasons which I will
bring out later-long-range result of the CPI decoupling procedure
would, however, likely be to produce decreasing relative benefits or
replacement ratios over future years, although benefit amounts
vould rise in terms of dollars and would maintain the purchasing
power of the benefits.

In turn, this would mean that apparently the CPI approach would
eliminate a much larger proportion of the presently estimated long-
range actuarial deficit than would the wage-indexing approach; but
as will be brought out subsequently, this highly desirable result is
actually only a mirage because the proposal is of an unstable nature,
both logically and politically, and so ad hoc benefit increases would
most certainly be made in the future.

The illogical mixture of both price and wage elements in the com-
putation of initial benefit amounts that is present in current law
would continue to be present under the CPI-indexing method. On
the other hand, the wage-indexing approach maintains consistency
by using only earnings elements.

Under the CPI procedure, taking into consideration likely future
economic conditions, the replacement ratios would continually de-
crease over the future unless ad hoc benefit increases were legislated.
This decreasing trend seems irrational from a pension planning
standpoint.

It would seem difficult, under these circumstances for private pen-
sion plans to supplement OASDI. If the private pian assumed that
OASDI benefits would decrease relative to final earnings, it would
have the potential danger that such benefits would actually be in-
creased on an ad hoc basis and that then its own benefit level would
be too high and thus too costly.

Young persons, particularly, would feel that the CPI procedure
is unfair. They could receive relatively lower benefits than the cur-
rent older generation, despite their paying much higher OASDI
taxes, not only in dollars but also as percentages of their earnings.

The advocates of the CPI procedure might claim that Congress
will prevent replacement ratios from decreasing in the future
through ad hoc legislation, but it is logical to develop a benefit
structure that will almost inevitably result in ari undesirable situa-
tion which must necessarily be changed? Ad hoc legislative patch-
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work of an automatic adjustment system could well produce a result
as irrational as the present basis.

I 1 lieve that OASDI should be automatically adjusted on a
basis that will result in relative stability of the benefit level, as the
wage-indexing procedure would do. The CPI method attempts to
walk on both sides of the street at the same time.

You just cannot have it both ways--dangling the prospect of elimi-
inating the financial problems of OASDI by CPI decoupling before
those to whomt this will appeal, while at the same time assuring
others concerned about. benefit adequacy that. deterioration will never
really occur because there will surely be ad hoc legislative changes
in the future.

Returning to the slbject of decoupling by wage indexing, some
persons might object because it is such .a great change from tile
present procedure and b because the concept of indexing is difficult to
understand. What other posibilities for the necessary decoupling
exist?

Perhaps the first thing that comites to miind is merely to use a final-
aver.age-wage approach, such as is successfully (lone under the civil
service retirement system and mnder many private pension plans.
Combined with this, the weighted benefit formula vottld be adjusted
annually by clmanging the dollar bands accordingly to variations il
the general wage evel.

Such an approach would not work out well in the nationwide
system such as OASI)I because of the mmilpulation, intentional or
otherwise, possible by acquiring a high earnings record in the last
few years. This could particularly be done by Government employees
who are not. under OASDI and who take early retirement and then
enter covered employment.

Another possible l)ice(lure is one that I developed several years
ago. It is mentioned in the bill(.. book that your staff has prepared,
so I won't go into any detail on tlat. It would simply use the present
method and provide a cap on the increases in tie benefit factors.
so that they would not increase by more' than the lesser of the CPI
or 55 percent of what wazes increase.

This eml)irical method would also produce stable replacement
ratios.

In balance, I believe that the wage indexing procedure of de-
coutpling, preferably with about a ,10 percent lower ultimate level for
tile replacement ratios, is sitperior to the procedure just described, of
using the present basis modified only so as to hav'e a cap on the rela-
tive incrases in the percentage benefit factors that would be based onp percent of the increase in the general wage level.

As a solution of the remainder of tie long-range problem, if (Tie-
coupling were aevomliplished by wage indexing with ultimminte replace-
ment ratios being 10 percent lower than those for current clainmants,
but with a permanent savings (laise being apl)licable so that no
retirees will get less than tInder the present formula as it woul 1)e
on the ('hallgeover date, and if the short-range fimnaneing problems
were solved by an increase of one-half percentage poit in the em-
ployer and empt)loyee tax rates, it seems likely that the only addi-
tio 'al hnanving needed for at lemist tile next tlti e decads w'uhI(1 h



225

an increase of one-quarter percentage point each sometime in tle
1980's. If decoupling is done at present replacement ratio levels, such
increase would have to be about one-half percentage point.

In about 30 years, however, a further financing problem would
arise under the current estimates as a result of the great changes
expected in the demographic situation then.

The solution, I believe, would be to increase the tax rates sizablybeginning in about the year 2011, at which time under present law

a 1 percent increase in both the employer and employee rates is
already scheduled. It is by no means certain at this time how much
increase will then be required.

A great (teal will depend upon such uncertain elements as future
fertility and mortality trends and, equally important, retirement
rate trends.

I believe that, after the year 2000 when labor market shortages
may show up as a result of current and future low fertility, retire-
ments will tend to be more deferred than the present experience ill(i-
cates. This can be an important cost-reducing factor for OASDJ. As
a result, if this occurs, the tax rates estimated to be necessary three
decades hence may not need to be as high as now senms to be the case.

Another possibility that has been suggested is along somewhat
similar lines; namely, that the minimum retirement age for full
benefits should be gradually increased from the present. 65 to some-
thing like 68, beginning al)out 30 years from now and phased in over
a period of several years. Such proposals now meet with a great lack
of enthusiasm from the. general public: however, it is conceivable
that several decades from now this might well be feasible as con-
trasted with having higher taxes for OADT.

Still another factor to be considered is that higher tax rates for
OASDI several decades from now may not be too burdensome if at
the same time lower taxes are needed for items associated with
children, such as public education. Certainly this should eventuate
if the demographic situation is such that there are relatively far
fewer children in the population than currently.

Next, I should like to discuss the question as to what is the desir-
able size of the OASI and DI trust funds. Ideally. in my opinion.
they should average about 1 year's outgo. They should 1)e somewhat
higher than this during good economic times, and then somewhat
lower during )oor economic times. however, considering what has
happened to this relationship in the last few years, which was the
result not only of reduced economic activity, but also of inadequate
tax rate levels earlier, I (1o not believe that this relationship can
ever be restored in the future.

There is no definite actuarial determination possible of the optimum
average size of the trust funds. I would say that we must pro-eed
from where we now are or are likely to be before remedial legislative
action occurs. Specifically, I believe that, if certain actions are. taken
that I will next enumerate, it will be. sufficient if the trust fmnd
balance is at the level of about 4 months' out go.

The administration proposal would justi fy this level of the trust
funds on the basis of providing a Government subsidy in times of
high,'employment, whioh is Ifiberd-'as a ountet'ycli'mll finnitvimg
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mechanism. I have previously indicated that I oppose this approach
for the reason that any Government subsidy to the program is un-
desirable. Further, I seriously question the validity of the estimated
computed amounts of taxes lost because of high unemployment in
1976-78-$14.1 billion.

Instead, there might be considered another approach by which the
same ends could be achieved. Such a relatively low trust-fund-
balance situation would be satisfactory if the trust funds were
granted borrowing authority from the General Treasury. Such loans
would be repayable with appropriate interest in specified times of

lower unemployment. Interest would be computed in exactly the
same manner as is now done in reverse when reimbursement to the
OASI trust fund is made by the General Treasury for the special
age 72 benefits. The general procedure for loans to the trust funds
proposed here is in accordance with what is already being done in
the unemployment insurance program.

The proposal of the Carter administration to have so-called
countercychcal financing through a Government subsidy is described
as producing a "savings" of some $24 billion as a result of a lower
trust-fund ratio being suitable. I hardly think that it is proper to
call this procedure a "savings." In any event, the same result of a
lower trust-fund ratio could safely be achieved in other ways.

One other point, Mr. Chairman. As I mentioned, I read with great
interest the excellent blue book your staff prepared.

There was one point there where I had some question about the
figures that were supplied, and I would like to ask your permission
to include a short memorandum in the record on this point.

Senator NF.LSON. It will be received in the record.
Mr. MYEns. Thank you.
[The memorandum follows:]

- [Memorandum]
SiLVrB SPRaIN, MD., June 2., 1977.

To: Michael Stern, Staff Director, Committee on Finance, U.S. Senate.
Subject: Possible errors in staff data and materials relating to social security

financing.
The above-mentioned committee print, just recently issued, is an excellent

compendiumnof facts and discussion about the subject of Social Security financ-
Ing. However, I believe that some of the data (which were undoubtedly fur-
nished by the Social Security Administration) contain errors.

Specifically, I am referring to Tables 29-33, which give cost information on
various decoupling procedures. The estimated costs as a percentage of payroll
generally seem consistent, but this is not the case for the replacement rates.

As to the Carter Administration proposal, the trend of the ratios for the
maximum-earnings case is virtually level over the years (from 33 percent in
1979 to 32 percent in 1985 and 1990, and then slightly upward to 34 percent for
2010 and after). All such figures that I have seen previously show a significant
upward trend over the years for this category-by about 10 percent relatively
(or from 33 percent now to 36 percent ultimately).

As to wage indexing at a reduced replacement rate level, the rates in the
early years should be much higher-for 1979, at just about the same level as
the Administration proposal. Also, I cannot understand why the ultimate level
of the rate for the maximum-earnings case is as high as 33 percent (vs. 34
percent for the Administration proposal). This proposal also involves a much
smaller benefit percentage for the highest earnings band, so as to hold the rate
down to about 30 percent in the long run.
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Finally, as to the procedure of increasing the benefit percentages by the
lesser of the CPI or 55 percent of the wage increase, the replacement rates
seem too high. I cannot understand how they can start off in 1979 at a higher
level (for all wage categories) than the Administration proposal (e.g., 46 per-
cent for the average case, vs. 45 percent). Moreover, I believe that, over the
long run, the rates under this proposal will stabilize, but at a somewhat lower
level-not at the 1979 level. As a result, I believe that the cost reduction for
this proposal will be larger than shown here.

I would very much appreciate your checking back with the Social Security
Administration on these points.

ROBERT J. MYERS.

Mr. Mnvas. In conclusion, may I express my hope that the Congres
will soon take action on remedying the financial problems of the social
security system and thereby restore its financial integrity. This is
necessary so as to alleviate the fears of the people of our country. Many
are deeply concerned that the floor of economic security that they had
been planning on will not be there when needed.

Thank you, Mr. Chairman.
Senator NELSON. Mr. Danforth?
Senator DANFORTH. I would like to have the views of each of you

on the desirability and the effect of including Federal employees
within the social security system with a pension on top of the social
security benefits so that the aggregate would not diminish the total
amounts that they are receiving now but so that a portion of their
coverage would be social security rather than have 100 percent Fed-
eral pension.

Mr. MYERs. Senator, I am strongly in favor of coverage of Federal
employees and also of State and local government employees as much
as can be done. I have held this position for years, and I will first
openly admit that I may be said to be in a glass house throwing
stones, because I will be getting windfall benefits as a result of having
long-term Federal service and only a short time under social security;
namely, since I have been a professor; the only offset of that being
that perhaps I will not retire at age 65, so the benefits I get possibly
would not be payable until age 72.

Such a coordination procedure has been discussed for a long time
and has great merit. This was attempted in the days of the Eisen-
hower administration. I just wish it would be successful at some point
in the near future.

Mr. HsIAo. Senator, I endorse that view, and I think universal
compulsory coverage in the social security for all workers, regardless
of their being Federal employees or State or municipal employees, is
desirable and has merit. I also believe that will enhance the workers'
ability to plan for retirement as well as the equitable treatment of
different workers under different systems.

Senator DANFORTHI Would this improve the financial condition of
the social security trust fund?

Mr. HsIAo. I -believe it would improve the financial condition of
the social security system very slightly.

Senator I)ANFonTm. Do you agree with that?
Mr. MYERS. Yes: I agree with that.
SenatorDANFORT. Now, I wonder if-I don't want to )rolong

this, but you have touched, I think, in general on your views of the

95-197-77-16
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administration's program, and what I would like you to do is to very
briefly, if you could, alteriatoly, go through tie administrations
proposals and, in a nutshell, like 15 seconds or 30 seconds, tell me your
conclusions as to the desirability of the administration's program.

Do you havp them there in front of you, in order?
Mr. MY'ES. I have in inind' the: eight different proposals of the

administration. Two of the proposals involve increasing the earnings
base more than the automatic adjustment provisions would do, elimi-
nating it for the. employer and raise it by $2,400 for the employee.

Senator DANFORTII. Let's do this, if you don't mind, so we can go in
an orderly basis--why don't I call out the proposal and each of you,
in 15 seconds, if you could, respond to it.

"One, countercyclical financing out of general revenue.
Mr. HSiAO. I am against afty fdrnh of general revenue financing at

least as designed that Way. I think if we want to introduce general
revenue financing, it should be through Surtax or some approach like'
that.

Senator DANFOnTi. Through a surtax, because in that way it would
be a definable, visible social security tax ?

Mr. HsIAo. That is right.
Senator DAIF0I'o*1. Mr. Myers?

,Mr.' Myzfis. I am opposed to it both in general, as being against any
government subsidy 'of the system, and I am particularly opposed to
the proposal because I don't think the method of determining it is
proper, and I don't think-it can ever be determined properly.

Senior DAiFonITi. All right. Taxing employers on the entire pay-
ioll,' removing the base for eniploye s.

Mr. HsTAo. I. think that. will weaken the equity aspect of the pro-
gram, the relationship of how 'much workers contribute and how
much' benefit they will earn. I believe that will weaken the social
security system, and I don't believe that is desirable.

Senator DANFORTH. I missed that.
Mr. '1sI8o. It will weaken th relationship of how much does a

worker contribute or contributed by his employer on his behalf and
the amount of benefits to be earned by the' worker. Therefore, it will
weaken the social insurance principle underlying the social security
program, and I believe that is undesirable.

Mr. MYERs. I am opposed to it, too, on the grounds that I think the
equal-sharinge concept that has been the tradition over the years is a
good one, an5 it should be retained.

Senator DANFORTIT. Would it tend to drive State and local govern-
ments out of the system ?

Mr. MYis. It would have that tendency.
Senator DANFORTH. Would it therefore be self-defeating?
Mr. MYERs. There would be a tendency that way.
Mr. IIsAo. Yes.
Senator DANFTrTrI. Third, increasing the base for employees in

$600 increments over and above the scheduled increases.
Mr. HsAo. I am in favor of that proposal, as pointed out in my

testimony. I believe that is a desirable approach.
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Mr. MiEas. I am opposed to it because I believe this narrows the
area in which the private sector can provide economic security.
Furthermore, over the long run it does not increase the income over
the system; it brings in more money in the first few years but creAtes
more: benefit liabilities for the future that are just about offsetting.

Senator DAFoIRTir. Do you think it is absolutely necessary to keep'
payout to the increases in the base? ' ' 1

*Mi'. M'rns. Yes; I think that, at least as far as the employee tat
is concerned, this is so. It seems t6 me that you would lose a lot of:
popular support for the system if taxes were paid on more thhn you
got benefit credit for.

Senator DANFORTIH. Four, increasing the tax rate of the self-
employed.

Mr. HSrAo. Yes; traditionally, the self-employed tax rate is 150
percent of the employee's and I think that is a desirable feature of
the program.
- Mr.. MYERS Yes; I am in favor of this change, too, although the"

original 11/ times was an arbitrary figure. I think it should have"
been retained.

Senator DANrFmORT. Five, shifting in funds from the hospital in-
surance trust fund.

Mr. HsAo. No; I am against that proposal, as I pointed out earlier.
The hospital insurance program is also running a deficit, at least in
the intermediate range, I don't think this is a desirable feature, to
weaken one part of another program to pay for the cash benefit.

Mr. MYERs. I believe the same way. I don't think you should have
all the trust funds going broke at the same time.

Senator DANFORTHI. The sixth is decoupling. I will not ask you to
take us through that again.

Seven is advancing the planned tax increase from the year 2011
to 1985 and 1990.

Mr. HsIAo. If the Congress adopts the price indexing method, the
Congress does not even have to move those tax rates forward, as
proposed by President Carter. Under President Carter's proposal,
you have to move these tax rates\to earlier years is because of how
the benefits are determined under the wage index method. They cost
a lot more.

Mr. MyERs. I think this is desirable. Since I am in favor of
solving the financing problems by a tax raise, I would move the
tax rate increase up even more and earlier.

Senator DAN Form. All right, and the final one is the test for
beneficiaries with respect to dependents.

Mr. MYERS. I think that this is a desirable change. I think there
is also merit to the other approach recommended by the Advisory
Council, of offsetting any dependents or survivors' benefits by any
pensions earned under a governmental plan where social security
coverage does not exist.

Mr. HsTAo. Yes; I think it is a desirable change, Senator,
Senator DANFORT.T. Thank you, Mr. Chairman.
Senator NELSON. Senator Curtis?
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Senator CvRTIS. I regret I had to leave for a little bit. You have
been very helpful witnesses.

I find that in general you are quite in agreement; but Doctor, I
want to ask you one thing.

Would you care to comment on Dr. Myers' concern about the price
indexing method of decoupling?

Mr. HSIAO. Yes; I would like to comment on that.
I think Mr. Myers' criticism of price indexing is that the replace-

ment ratio would decline and so Congress in the future will have to
give ad hoc benefit increases. That is undesirable. I would like to
point out, first of all, that the program has been in existence for 40
years, where Congress reviews tie program every two or three years
and makes any modifications necessary, including giving general
benefit increases; anid the Congress hos acted with responsibility and
has built up a stable and successful program.

I don't see why we should lose faith in Congress in the future, its
ability to act responsibly and rationally; and secondly, I want to
point out under the wage indexing method the benefits are not stable
because it gives unequitable treatment between different ages, I mean
retirees with different ages, so Congress will still have to correct that
problem periodically.

So the criticism which Mr. Myers made on the price indexing
method equally applies to the wage-indexing method.

Senator CURTIS. Mr. Myers, is there anything you want to add?
Mr. HsIAo. I would like to point out, it is interesting Mr. Myers

does not show what kind of tax rate you, the Congress, has to legis-
late to finance the wage-indexing method.

Mr. Myers placed a tremendous amount of faith in the uncertainty
about the demographic changes or economic changes about the future
30 years friom now, and he hopes those conditions might solve the
problem; but I think we should be a little cautious in accepting those
assumptions.

Mr. MYERS. As you know from my testimony, I can't agree with
Dr. Hsiao on this.

I, of course, would not say that the Congress has not acted re-
sponsibly in the past and that Congress will not do so in the future,
because I know from my long experience that they have, and I am
sure that they will. But it is my view that it is irrational to develop
a program that is certain to have to be changed. one that you know
is going to produce undesirable and unacceptable results.

What counts in this world, I think, is relative terms. People want
to retire with benefits that bear some relationship to their recent or
final earnings. Under the CPI method these benefits will steadily de-
crease unless legislative action is taken.

Under the wage-indexing method, which is so widely supported,
the benefits will retain their same relative position as they were at
the time of enactment. I therefore believe that Congres would want
to act in a manner that they think there is a good possibility that the
system will operate successfully as enacted and not one 'that it is
known in advance must be changed in some indeterminate manner.
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Finally, as to the comment that Mr. Hsiao made about my not
being concerned about the long-distance future and only expressing
the hope that this might be solved by demographic trends or by re-
tirement age trends, I did have a paragraph in my statement that did
take this into account; namely, if all does turn out that the costs are
much higher, as they would be under the wage-indexing approach,
and I am sure they would be by ad hoe action if the CPI-indexing
approach were taken, then higher tax rates would, in my opinion, be
necessary and they would not be unbearable even if they reached
the level of 16 percent for the combined evployer-employee rate.

Under my proposal they would probably be somewhere between
15 and 16 percent for the employer and employee combined, as com-
pared-to the present approximately 10 percent.

I would maintain that such an increase, phased in over the years,
would by no means be unbearable, especially considering the very
important fact that taxes for children; namely, for public education,
will be so much lower in the future if this demographic picture ac-
tually comes about.

If you could see the figures of how small the child population
would be under these projected demographic trends, which are quite
possible, I think you would be very much surprised. We are seeing
schools being closed now in a few places. There would be so much
less of a cost for child education that this much higher social security
tax phased in gradually would really, I am convinced, not disturb
people then as it would seem to as we look at it today.

Senator CURTIS. My purpose was not to try to resolve it but to
clarify it, so this is pursued by our staff as well as members of the
committee would understand the context.

I find that the two of you are in very much accord in the general
thrust of maintaining the social security fund intact and supported
primarily-in fact, entirely-by the payroll tax.

It seems to me that we must considerthe feelings and the attitudes
and those very deserving aspects of human existence relating to the
dignity of the individual, and it has been my observation that the
social security system, the retirement system, has been paid with a
sense of dignity and sense. of participation by the beneficiary and has
been a very wholesome thing in that regard, and that we might-I
do not know, but we might-endanger it a little bit and have it lean
toward a welfare program if we once start to pay it out of general
funds.

At least, would you agree that is something we ought to think about
and consider?

Mr. HsIAo. Yes, sir.
Mr. MYERS. Yes, I would agree.
Senator CUTRTIS. Now another thing-I am glad that the social

security benefit formula treats more generously people of low and
modest income, I think that is right as a national policy. I favor it.

I believe that the individual better equipped to provide for his own
retirement should carry part of the load. Would you both agree that
the present benefit formula is geared to give added benefits to those
with low and modest income?
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Mr. Mi RS. Very definitely so, Senator.
Senator CuTrxs. That is, does that pertain to retirement in addition

to survivors' benefits I
Mr. Hsmo. Yes, sir.
Mr. MYERS. Yes; it relates to all three--retirement, disability, and

survivors' benefits.
Senator CuRTis. That is because the formula is so weighted that the

greater share of the benefit comes by qualifying, and qualifying for
a minor minimumn plus a small amount of wage credit; is that right?

Mr. MYERs. Yes.
Mr. IIsIAo. MiUch greater weight is given to the lower income

earnings.
Senator CURTIs. As I say-I do not mention this in any way as

criticism-I think that a national policy that is a social system
should give preferential treatment to those people who must rely
upon that solely, and the individual with resources and higher earn-
ings can better be able to add things for his own retirement where
many of the people cannot.

I (lon't want to take the time right now but, Dr. Myers, would you
giex, for the record, two or three illustrations both in retirement and
in reference to survivors, the dollar amounts of some hypothetical
cases 'which will illustrate that for the committee in the printed
re(ordI

Mr. MYERS. Yes, sir. I will be glad to do so, Senator.
[The following was subsequently supplied for the record:]

SILVER SPai, MIn., June T27, 1977.
Subihject: Illustrations of social security benefits for persons at different earn-

ings levels;.
The aitachcd table presents data on retirement and survivor benefits under

the Social security program for persons at different earnings levels. In sum-
mary. these figures Indicate the very considerable heavier weighting of benefits
applicable to persons with low earnings.

The retirement case is for a man retiring in January 1977 at age 65, and
considers only the primary benefit. An individual who had had low earnings in
.-alt years before 1977 (at least as far back as 1956) would have a benefit repre-
.sentlng about 57 percent of his final wage. On the other hand, such an individual
who had had maximum earnings in all years in the past (at least back until1956) would have such a ratio of only 32 percent. Thus, the low-paid individual

-would have a relative benefit almost twice as large as the maxinmum-earnings
.case.

The lower part of the table shows survivor benefits for a widowed spouse and
two eligible children. If the insured worker dies at age 35, the total family
benefits are quite sizable, representing 67 percent of the final earnings for the
maximum-earnings case nnd over 100 percent for the low-earnings case. On the
other hand, if the deceased worker was older, these benefit percentages would
not have been as high. Thus. for age at death 46 or older, the replacement rate
would be about 57 percent for the maximum-earnings case. Thus there is again
illustrated the muich larger relative benefits for persons with low earnings,
although the benefits are quite substantial in all cases.

The anomalous situation as to the extremely high benefits for workers dying
at young ages (which would be even more if the age at death that was con-
sidered was under 30) has been pointed out at times in the past. It would be
eliminated under the proposals that would decouple the benefit computations
through the use of the wage-indexing method. Under such circumstances, the
benefit results for all ages at death would be somewhat similar to those shown
in the attached table for ages at death 40 or older.

ROBERT J. MTER.
Attachment.
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ILLUSTRATIVE SOCIAL SECURITY BENEFITS

Monthly
Earnings benefit Replacement

Earnings category in 1976 payable rate (percent)

Man retiring In January 1977 at age 65, primary benefit only:
Maximum .................................................... $15,300 $412.70 32.4
Average ....................................... 9,266 335.10 43.6
Low' I........................... .4,600 218.30 '56.9

Person dying In January 1977 at age 35, family benefit for widowed
spouse and 2 children:

Maximum .......... ........................... 15,300 86.40 67.2
Average ................................................... 9,226 711.50 92.5
Low 1 .................................................... 4,600 416.50 108 7

Person dying in January 1977 at age 46 or older, family benefit for widowed
spouse and 2 children:

Maximum ................................................... 15 300 722.20 56.6
Average ............................................... 9,266 168. 0 80.5
Low I ................................................. 4,600 32& 90 85.8

I Assumed at $4,600 in 1976 and following the trend of the average wage in previous years.

Senator CURIs. Because I believe that many people do not give
much thought to the survivors' benefits until tragedy strikes but a
young man maybe of 30 years of age having two or three or four
children, even though his wages are not exceedingly high, an indi-
vidual of that age being taken by death, it is a very substantial bene-
fit. is it not?

Mr. MYERS. It most certainly is, and you are quite correct, many
people in the general public don't realize the great value of that
protection.

Senator CUTnS. So what I would like is two or three hypothetical
cases in reference to survivors and in reference to retirement.

As I say, I favor that national policy; I think it is sound, but I
also think it is something to consider when we view the overall pro-
gram and try to work out an cement of justice so far as taxing is
concerned.

Isn't it also true that at least with some employees who may be
regarded as rather modest wage earners in amount, in their later
years may move up into the higher brackets and so it is in a sense
the same people that are taxed in the higher bracket. in the lower
bracket, but through time and experience and promotion they have
moved up there; is that correct?

Mr. HSIAO. Yes.
MNr. MYERS. Yes, sir.
Senator CURTIS. Would you refresh my memory concerning the

establishment of the Advisory Committee on Social Security to this
committee, to the Finance Committee? When did we do this?

Mr. HsTAo. This was done in 1975 in a letter written by Senator
Long as chairman of the committee, requesting the Congressional
Research Service to appoint a group of outside technical experts to
review in detail the financing problems confronted by social security
and recommend how t, deal with it.

Senator CuRTrs. I - ink it would be interesting to know the origin
of it. Senator Long asked the Library of Congress Congressional
Research Service to do this?

Mfr. HI8Ao. Yes.
Senator Cuwris. And how large a commission or group of advisers

was appointed?
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Mr. HSIAo. There were four of us appointed.
Senator CURTIS. Who were the other three members?
Mr. HsmAo. The other three members are Ernest J. Moorhead who

is an eminent actuary, and retired; and James Hickman, professor
of actuarial science and statistics at the University of Wisconsin; and
also Prof. Peter Diamond, professor of economics, Massachusetts
Institute of Technology, plus myself as the chairman.

Senator Curis. And earlier in your testimony did you give your
background?

Mr. HSIAO. No, I did not, other than I think what is in front of
you. I am an associate professor of economics at Harvard University.
I am an actuary and an economist.

Senator CunTis. In your appearance here this morning you are
appearing for the group of four?

Mr. HsIAo. That is correct, yes.
Senator CURTIS. And Ahen did you file your report? Do you have

a written report?
Mr. HsTAo. We actually filed the report in April 1976, Senator

Curtis, and it is printed by order of your committee.
Senator CU(RTIS.Yes. I was aware of that but I didn't recall all

the circumstances, who all was in there, and I think you have ren-
dered a very helpful service here.

Senator CURTIS. May I ask, do you happen to know, Dr. Myers,
the trustees-do they have an advisory committee, too?

Mr. MYEiRS. Senator, as you will recall, there is an Advisory Coun-
cil on Social Security that is appointed every 4 years.

Senator CuRirs. It is a continuing body?
Mr. MYES. It is appointed every 4 years and it is to be appointed

after February of this year, so the administration now, I understand,
is considering various members of the public for this advisory coun-
cil. It also is supposed to study the matter this year and submit a
report by the end of next year.

This council is usually 12 people, drawn from the general public
with equal representation from labor and management-usually it
has been three representing labor and three management-and with
the remaining six representing the general public.

Senator CURTIS. Yes, sir. N ow have they had a report that-if it
doesn't deal directly, but in the main-deals with the problem we are
facing right now? Was it included in their last report, or is it too
far back for that.?

Mr. MYERS. No, I think that their last report, vhich was submitted
sometime in early 1975, directly faced most of the issues that are
still before you. In their report they did recommend a number of
financing recommendations. They also recommended decoupling by
the wage-indexing method that I support.

Senator Curris. My recollection is that while we have to allow for
the fact that it was filed in 1975, that in general they followed, or-
I withdraw that-in general their recommendations were along the
same lines of reasoning as you have presented here this morning;
isn't that correct?

Mr. MYERS. In general, yes. There were a few differences.
Senator CuRTIS. So far as the trust fund is concerned and so far

as not recommending general funds, is that correct?
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Mr. M.YAis, That is correct. I should explain one recommendation
that they -did make. They recommended t~hat the 6ash benefits pro-
gram, OASDi, should continue to be supported solely by payroll
taxes. They recommended however, that the hospital insurance pro-
gram should be supported in part'by general revenues, and the tax
rate from that program should be moved over into the necessary
OASDI tax rate increases.

Senator CuRTIS. Well, again, I thank you for your appearance here,
both of you. It has been very helpful.

Senator DANFORTIL I neglected to include in the list of administra-
tion proposals the proposal to reduce the reserve from 50 percent to
35percent.

Could you comment on that proposal?
Mr. HsAo. That is along thle same line, trying to shift from one

pocket to another pocket, or using bookkeeping methods to show the
system is in better financial balance. I am against that. I believe the
social security cash benefit program needs a reserve fund that is
greater than 35 percent of the outgo.

Mr. MYERS. I, too would like to see a larger ratio than that.-I
would have preferreA if we could have kept one years' balance, but
we are not at that balance now and I can't foresee the possibility of
getting back there. However, if it is decided to have a balance of
only one-third of a year's outgo, 1 don't consider the money so in-
volved as representing a savings. That is a misnomer to me, but in
any event if the trust fund is left to decrease as it is doing now and
gets down to that level, I think there are other ways of solving the
situation than having this countercyclical financing out of general
revenues.

As I mentioned very briefly in condensing my testimony, I think
that there could be a loan provision repayable with interest as is
intended to be done in the unemployment insurance program, al-
though my first preference would be for a higher ratio.

Senator DANFORTH. Thank you.
Senator NELSON. Thank you very much, gentlemen.
Mr. HSIAO. Thank you.
[The prepared statements of Messrs. Hsiao and Myers follow. Oral

testimony continues on p. 246.1
STATEMENT OF WILLIAM C. HSIAO, ASSOCIATE PROFESSOR OF ECONOMICS,

HARVARD UNIVERSITY

SUMMARY

There are two major problems confronting the financing of Social Security:
Large annual deficits of the cash benefit system which will exhaust its

trust funds by 1981 and
Long-term problems caused by the double Indexing of benefits and the

demographic bulge.
Social security financing is complicated, but both short range and long range

problems can be solved by the combination of the following measures which
would completely restore the actuarial soundness of the system for the near
and long term future:

Correct the double indexing problem by decoupling, however, price-
indexing should be used to calculate the future benefits, instead of the
wage-indexing method proposed by President Carter.

Raise the maximum taxable earnings base to $20,100, in 1978, instead
of the $17,700 as expected under present law.
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Increase the payroll tax rate by 0.8% on employer and employee each.
This increase in tax 'rate can be phased in over the next four years.

The reform recommended above has the following advantages: ,
it protects Social Security benefits now and in.the future against infla-

tion while keeping the program cost at a reasonable level.
it preserves flexibility and control for Congress to improve the program

in the future;
it gives equitable treatment to retirees of different ages; and
it restores the financial soundness of the system for both the short run

and the long run.
Many schemes have been proposed to use general revenues to finance Social

Security. I believe that elderly Americans and American workers will be ill-
served by general revenue financing because:

General revenue funds are limited and there are many other programs
which appear to have more urgent claims on general revenues, such as
welfare reform, tax reform, national health insurance, long-term care, etc.

Some advocates for general revenue financing believe that dipping into
general revenues is desirable because they perceive payroll tax as regressive.
However, that is an incomplete view of the whole system. The Social Secu-
ity program, as a whole, is very progressive when we consider both the pay-
roll tax contributed over a worker's lifetime and benefits earned. This
progressive nature of the system is appropriate for a social insurance pro-
gram. When critics take an incomplete view of Social Security by distort-
ing the social insurance program into an annual "incom( transfer" system,
they separate the contributions paid from benefits earned and perceive the
tax in isolation as regressive. This distorted and partial view of Social
Security does not alter the basic fact: Social Security in its entirety is very
progressive. Lower paid workers receive proportionately higher benefits
than those higher paid workers In relation to their respective contributions.

General revenue financing would weaken the earnings-related nature
of the program. It could even jeopardize the long-range stability of the
entire social security system, thwarting citizen expectations of retirement
income protection.

STATEMENT

I am pleased to have the opportunity to appear before you this morning as
you consider the best way to restore the financial soundness of the Social
Security program. During 1975-1976, I have chaired the Consultant Panel on
Social Security appointed at the request of the Senate Finance Committee and
House Committee on Ways and Means. This panel consisted of a group of
actuaries and economists. We spent a year studying various alternatives in an
attempt to solve the financing problems of Social Security. The Panel has made

---- a-written report to the Sonate Finance Committee. My testimony today presents
the major recommendations made by the Consultant Panel.

Today the Social Security system is confronted with four major problems:
1, Serious financial deficit.--Once again, the newspaper headlines have raised

the public's uneasiness about the financial integrity of the Social Security pro-
gram. Simply put, the system pays out more money than it takes in. According
to the 1977 annual report of the trustees, the OASDI program will have a total
income of $89.1 billion in FY 1978, but will pay out $95.2 billion, and-incur a
deficit of $6.1 billion. This annual deficit is projected to grow in the future
years.

In 1970, the OASDT trust funds were equal to 12 months of benefit outgo.
Now they equal only about 5 months of benefits. Experts agree that if Congress
takes no action to strengthen the financing of the system, the continuing deficits
will deplete the trust funds by 1981.

The financial deficits in the short-run largely result from three factors: recent
high rates of inflation; increases in unemployment; and the technical error in
the automatic adjustments provision in benefits. In the long run, the deficits
will become greater and more serious because of the technical error in the
automatic provision and the demographic bulge.

2. Double indexing benefts.-In the past, all benefit increases in Social
Security required Congressional action. The 1972 Amendment built into law
automatic cost-of-living escalators. While adjusting benefits and taxable wages
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for inflation Is a good Idea, the automatic. indexing methods lcorporated into
the law were technically wrong. They result in a significant overadjustment
for inflation. This technical error causes initial benefits to grow over time,
'Eventually a great many new retirees would receive benefits in excess of their
retirement wages. These inflated benefits would place a severe financial strain
on Social Security. As far as I know, all experts and students of Social Security
believe that the current double indexing of benefits should be corrected.
, 3. Demographic bulge.-The recent swing from baby boom to baby slump will

increase the number of retirees while reducing the number of workers. Today
there are 80 beneficiaries per 100 workers. In another fifty years there will be
50 beneficiaries for every 100 workers. If the current pattern of benefit replace-
ment ratio (i.e., the ratio of benefits to pre-retirement wages) is maintained, the
tax rates would have to be raised by more than 50 percent, to 187o or 19% of
taxablepayroll, in order to finance these benefits.

4, More women in labor force.-Today, a majority of married couples have
both spouses in the labor force. The current spouse benefit formula' seemed
appropriate during the early days of the program because fewer than one out
of seven married women was in the labor force at that time. But this spouse
benefit is not consonant with our present social and economic life. It is giving
unfair and unequitable treatment to one-worker and two-worker families.

Alternatives of restoring financial soundness
While there are numerous ways to restore the financial soundness of Social

Security, realistically there is only one approach for solving the short-run
difficulty. Congress must provide additional revenues for the system. Any con-
sideration of reducing benefits in order to reduce the deficit Is undesirable and
not politically viable. Additional revenue can be provided in three ways: by
raising the taxable wage base; by using funds from general revenue; and by
raising the Social Security payroll tax rate.I am in favor of increasing the wage base to a point at which the entire
earnings of approximately 90 percent of all workers are covered. In 1978, the
estimated maximum would be $20,100 instead of the $17,700 expected -under
present law. This increase will provide an additional revenue of 4% to the
system during the early years, but the gain will be much smaller in later years.
I would like to make clear that raising the wage base by itself will not be
sufficient to cover the deficits In the long run.

Many proposals advocate that Social Security be financed from the general
revenues. One frequently cited rationale is that the payroll tax is regressive.
If the tax is appraised in isolation, then it is regressive. But this is taking an
excessively narrow view. A person's benefits are in part determined by his tax
contributions. Both the benefits and contributions are based on the earnings of
the worker. The benefit formula causes low-income workers to receive benefits
that are proportionately higher than those of high-income workers. If the taxes
and benefits are examined together, then the whole system, in fact, is
progressive.

If general revenue financing is introduced because Social Security needs addi-
tional revenue, then we should be mindful that other worthy programs may
have more urgent claims on general revenues. These may include programs such
as welfare reform, housing, long-term care, and social services. Furthermore,
general revenue financing of Social Security would weaken the earnings-related
nature of the program. It could jeopardize the long-run stability of the entire
system, leaving many workers' expectation of retirement income unfulfilled.
For these reasons, I believe it is unwise to use general revenues to finance
Social Security.

That, then, leaves payroll tax rates. The amount of additional financing re-
quired depends on the method that Congress chooses to correct the double
indexing of benefits. Two methods have been proposed for providing the proper
indexing of benefits. They have vastly different implications for the degree of
control that Congress has on the program, total cost of the program, particularly
to the next generation of workers, and equitable treatment among retirees of
different ages.
Correct overindexing: Prce-itde ing method versus wage-indexing method

1. Flexibility and Congressional Control
There are two proposals before the Congressional committees to correct the

overindexing problem. Both provide for automatic adjustments of benefits ac-
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cording to changes in economic conditions. For those already receiving benefits,
both approaches guarantee that their benefits will keep pace with the inereasd
In the Consumer Price Index.

However, the two proposals differ in the computation of initial benefits for
'workers who retire in the future. The Consultant Panel on Social Security
;appointed at the request of the Senate Finance Committee and the House Com-
mittee on Ways and Means, recommended the price-indexing method. This
method will implement the Congressional intent of 1972. The provisions will

.protect current workers against inflation through automatic adjustments in the
formula used to compute initial retirement benefits. In other words, the benefits
for workers retiring in future years will be protected against inflation. In addi-
tion, their initial benefits will tend to increase when their real wages Increase.

On the other hand, President Carter has proposed a method of computing the
initial retirement benefits by using the wage-indexing method. The aim of the
wage-indexing method is to provide an initial retirement benefit that replaces
a fixed ratio of a worker's pre-retirement wages. Under this scheme, it is as-
sumed that the standards of living of workers are determined by their pre-
retirement wages. Computation for the initial Social Security benefits should
:automatically be adjusted to the relative Income of workers.

These two methods produce different guarantees of benefits to workers re-
tiring in the future. The price-indexing method guarantees a moderate benefit
and preserves a greater degree of control and flexibility for Congress to Increase
the benefit in the future while President Carter's proposal would make it totally
automatic. In the Consultant Panel's report to the Congress, the members stated
that we believe an element of flexibility would guarantee a benefit amount that
Is protected against inflation. Moreover, the benefits for future retirees would
tend to increase even without future congressional action because of the rise in
workers' productivity. Congress can further raise the benefits in light of the
needs of retired people and the economic, social and demographic conditions
prevailing at that time.

Meanwhile the supporters for the wage-indexing method believe that the
Social Security system should be made fully automatic. These automatic adjust-
ment provisions give a guarantee of benefits at a higher level which would
reduce or eliminate the need for Congressional action.

2. Ienefits promised and coat to finance them
The pay-as-you-go method of financing Social Security is akin to a chain

letter. Taxes paid by current workers are immediately paid out to the presently
retired people. The retirement benefits of current workers must be financed by
the payroll tax contributions collected from the next generation of workers.
Therefore whether the expectations of current workers can be realized depends
upon whether next generations of workers are willing to pay the required taxes.
If the promised benefits are unreasonably high, then the program will en-
counter financial difficulties.

The two alternatives proposed to correct overiladexing guarantee different
benefits. Correspondingly their respective costs are very different. The proposal
made by President Carter requires the next generation of workers to pay a
payroll tax that is 70% greater than what we pay now. Doubts have been
expressed about whether future workers will be willing to pay such \a signifi-
cantly higher tax rate. At this time I would like to question whether it is fair
or wise for current voters to bind our sons and daughters to a much higher tax
rate than we are willing to pay ourselves.

A comparison of estimated costs of the benefit formula based on the price-
indexing method and the wage-indexing method is presented in the following
table. Social Security is a long-term program. Like any pension program, pro-
visions may have little cost impact until later years when the program matures.
Long-term projections are inherently quite complicated and based on assump-
tions. Nevertheless, the projections provide valuable indications as to what the
future costs might be if the economic, social and demographic elements are not
Substantially different from past trends. The estimated costs shown below has
been prepared by the Office of the Actuary of the Social Security Administra-
tion, using a set of intermediate assumptions. The price-indexing method pro-
,duces expenditures which are relatively level as a percentage of taxable pay-
roll. Meanwhile the wage-indexing method produces expenditures which require
substantially greater tax payments from the next generation of workers. Presi.
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d4nt Carter has not proposed how these large outlays would be financed in the
long-run future.

COMPARISON OF OASD) LONG-RANGE COST

(In percent]

Expenditures as perent of
taxable paryoll I

Price-index. President Car-
ing mettid tor's proposal

Year:1977 ....................................................................... 10.8 10.8
190 ....................................................................... 10.6 10.7
1990 ....................................................................... 0.5 11.8
2000 ....................................................................... 10,0 12.4
2010 ....................................................................... 10.0 13.4
2020 ....................................................................... 11.5 16.5
2030 ....................................................................... 12.5 18.9
2040 ...................................................................... 1.9 18.
2050 ....................................................................... 11.3 18.8

1 percent of taxable payroll equals $8,000,000,000 in 1977.

3. Unequal treatment of retirees of different ages
The price-indexing method of correcting the double indexing problem guaran-

tees that the retirement benefits of all are protected against inflation-people
who have retired and people who will retire in the future. It leaves some finan-
cial flexibility for Congress to give periodic general benefit increases to every-
one: currently retired people and workers retiring in the future.

In contrast to this, the benefit formula proposed by President Carter provides
a tilt in favor of workers retiring in the future. The increase in benefits for
the current retirees is limited to increases In the rise In the Consumer Price
Index, yet workers who retire five years later will receive increments due. to in-
flation as well as increases in real wages. This difference can be substantial.
For example, we can look at three workers whose lifetime earnings are in the
same relative position. Their earnings reflect the average in the total economy.
However, one man was born in 1911 and retired in 1970; one was born five
years later, in 1916, and retires in 1981; the third was born in 1926 and retires
In 1991. The method proposed by the Administration will guarantee the follow-
ing benefits.

MONTHLY RETIREMENT BENEFIT (EXCLUDING SPOUSE BENEFIT) IN 1976 DOLLARS FOR MEDIAN EARNERS

Benefit amount
Year of (In constant

retirement 1976 dollars)

Year of birth:
1911 ................................................................... 1976 $347
1916 .................................................................. 1981 413
1926 ................................................................... 1991 521

Measured in constant purchasing power, the man retiring In 1981 will receive
19 percent more in monthly retirement benefits than the man who retired In
1976. The man who retires in 1991 will receive 50 percent more in monthly bene-
fits than the person who retired in 1976.

STATEMENT OF ROBERT J. MYERS

SUMMARY

1. Financial problems confronting the Social Security program are serious
but can be solved readily.

2. The short-range problem should be solved by an immediate increase in
the tax rate on both employers and employees of % percent. The self-employed
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rate should be restored to tho initial basis of 1% times the employee rate. The
maximum taxable earnings base should not be increased any more than the
automatics will do. A government subsidy should not be injected into the
program.

8. Decoupling of the computation of initial benefits should be done by wage
indexing of the earnings record at a 10 percent lower relative level than the
current one, which will produce higher benefits in both dollars and purchasing
power. A permanent savings clause should apply such that benefits will never
be less than under the present law as it now stands.

4. Decoupling by price indexing of the earnings record is not a viable or
desirable approach, nor is the present procedure revised to use a final-average
wage. Decoupling by using the present method revised by including a cap of
55 percent of the wage increase if less than the CPI increase would be satis-
factory.

5. The present method of Increasing benefits for those on the rolls is satis-
factory.

6. As to long-range financing, a further A percent taxe rate increase would
be needed under my decoupling recommendation in the mid-19809, or % percent
under the Carter Administration proposal. After 30 years, a further rate in-
crease may be needed, depending upon future experience as to fertility and re-
tirement rates.

7. The desirable level of the trust-fund ratio can be based on other considera-
tions than government subE;idles, as under the Carter Administration proposal.

STATEMENT

Mr. Chairman and Members of the Committee: I am currently Professor of
Actuarial Science at Temple University, and I also do extensive consulting
work in the field of Social Security benefits.

I was Chief Actuary of the Social Security Administration from 1947 until
My resignation In 1970. Before 1947 and back to 1984, I held other actuarial
positions with the Social Security Administration and its predecessor agencies.
As to my professional qualifications, I am a Fellow of the Society of Actuaries
and a Member of the American Academy of Actuaries.

The views that I am expressing here are solely my own and are not neces-
sarily those of any organizations with which I am affiliated.

The financial condition of the Social Security program, Old-Age, Survivors,
and Disability Insurance, have been a matter of wide public discussion in the
past three years. Much of such discussion has tended to be on the sensational
side and has greatly overstressed the financing problems of OASDI. The public
might now almost feel that, because no legislative action has yet been taken,
and because checks are still going out to the beneficiaries each month, no finan-
cial problems really exist and that somebody Is "crying wolf."

Such is not the case. Serious financial problems are present in OASDI, both
of a short-range nature and a long-range nature, but solutions are readily
possible. My testimony will be devoted to the financing problems of OASDI and
how, in my view, they can best be solved.

WHAT ARE THE PROBLEMS?

Briefly, the short-range financing problem of the OASDI system is that the
trust funds will soon run out of money unless legislative action Is taken. The
OASI Trust Fund will be exhausted at some time in 1982-84, while the DI
Trust Fund will run out of money in 1979, according to the 1977 Trustee Report.
In fact, under adverse conditions, it is possible that the DI Trust Fund could
even be exhausted somewhat before the end of next year.

The long-range financing problem is a little less apparent, but is equally
serious and significant. The average long-range cost of the program (over the
next 75 years), as shown by the intermediate estimate in the 1977 Trustees
Report, Is 8.2 percent of taxable payroll in excess of the average tax income.
This is a relative cost over-run of 75 percent.

It will be recalled that, prior to 1972, any such lack of actuarial balance In
excess of 0.1 percent was considered to be unacceptable and thus indicative
of the need for prompt remedial action. Following the 1972 Amendments, with
their automatic-adjustment features and thus the need for using dynamic
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economic assumptions In the actuarial cost estimates, this acceptable margin
was increased to 0.50 percent. So, at present, the imbalance is far in excess
of what has been considered to be acceptable.

SOLVING THE SHORT-RANOZ PROBLEM

Quite simply, the short-range problem can. be solved either by a reduction in
outgo or an increase In income (or a combination of the two). It seems that
the most likely solution for the short-range problem would be an increase in
the income of the trust funds.

Increased income can be derived from only three sources-higher tax rates,
higher taxable earnings bases than those which would otherwise result under
the automatic-adjustment provisions, and subsidies from the General Treasury
(i.e., from general revenues or by increasing the budget deficit, through bor-
rowing). Tax increases are, of course, not popular. However, there has been
less sentiment against them under OASDI, because the general public has in
mind Its "insurance" nature.

In my opinion, the approach of increasing tax rates is by far the very best
one, because it forthrightly and clearlp assesses the cost against all partici-
pants. The public will thus recognize the financing problems of the program
and will share openly and universally in the solution. At the same time, I
believe that the arbitrary ceiling of 7 percent for the self-employed rate should
be eliminated and that the original basis of 1/ times the employee rate
should be restored.

Others have recommended instead that the maximum taxable earlngs base
should be increase far more than the automatic-adjustment provision would
do. This procedure can produce a considerably increase income in the early
years, but over the long run it is not very cost-effective, because additional long-
range benefit liabilitlep also develop. I oppose this approach because it is cost
deceptive to the general public and because It narrows the scope of the eco-
nomic security field which can, and should, be taken care of by the private
sector.

The remaining method of solving the short-run financing problem of OASDI
is to inject a government subsidy on a one-time or a continuing basis, possibly
to the extent of paying for one-third of the total cost of the program in this
way. I believe that this approach Is undesirable because it hides the cost
aspects of the program from the public, many of whom would be deceived
thereby into believing that somebody else is paying for part of the cost of their
Social Security benefits. Actually, the cost of a government subsidy to OASDI
would be met by virtually the same people who pay OASDI taxes, although the
incidence of the taxation might be somewhat different. In fact, it is difficult-
if not impossible-to measure the ultimate impact of any tax, even though it is
great intellectual sport to attempt to do so.

Specifically, I believe that the short-range financing problem of OASDI
should be solved by an immediate increase in both the employer and employee
tax rates of 0.5%. This could perhaps be phased In over a 2-year period, such
that part of it would come into effect in 1978 and the remainder in 1979. Such
an increase, as this subcommittee knows, is nothing new or unusual. Many
such increases have been made In years gone by without serious effects or
adverse reactions from the general public. At the same time, the allocation of
the tax between the OASI and DI Trust Funds would be revised so as to give
a somewhat larger proportion to the latter than under the present law, in order
to remedy its more serious financial situation.

I oppose any transfer of the payroll taxes for the Hospital Insurance system
to OASDI. The 1977 Trustees Report shows that HI also has serious financing
problems in the next decade. Even if the cost containment proposal of the
Carter Administration were enacted and were successful, or if other cost
control provisions were provided, the HI program would need all the financing
through tax-rate Increases that would be provided under existing law.

DECOUPLINO AS PARTIAL SOLUTION TO LONG-RANGE PROBLEM-

Now, let us turn to the long-range financing problems of OASDI that remain
after the short-range ones are taken care of. The first and most urgent thing
to be done is to restructure the method of computing benefit amounts at initial
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claim under the automatic-adjustment provisions. However, the present proce-
dure for increasing benefits for persons on the roll should be left unchanged,
because this does operate properly.

As these intial-computation procedures will likely operate In the future,
relative benefit levels or replacement ratios will steadily rise in the future.
And, of course, the same thing will happen as to the cost of the program.
Eventually, benefit amounts will reach illogical levels, such- as being in
excess of pre-retirement take-home pay. Proper restructuring of the compu-
tation procedures (popularly referred to as decouplingg") would eliminate at
least half of the long-run actuarial deficit shown in the intermediate cost
estimates in the 1977 Trustee Report.

The present computation procedure for OASDI benefits is "coupled". This
has been so, not only for the automatic-adjustment provisions adopted in 1972,
but also in previous legislation that provided ad hoe benedt increases. This
procedure worked out well in the 1950s and 1960s, both from a benefit-design
standpoint and as to the financing results, because--as it so happened--
economic conditions then were just right so as to achieve such a result. Under
current economic conditions, and those that seem likely for the future, this
result will not prevail, but rather that the instabil!ty referred to previously
will occur. This coupled procedure also desirably gives equal treatment to
beneficiaries with the same average wage, regardless of when they retire.

Under a coupled system, when a percentage increase is given to beneficiaries
on the roll, the percentage factors in the formula for primary benefits ap-
plicable to new retirees are increased to the same extent. For example, the
formula applicable for June 1975 through May 1976 could be expressed ap-
proximately as 46.5 percent of average monthly wage, plus $92. After the 84
percent increase for June 1976 for beneficiaries on the roll, the formula became
49.5 percent of average monthly wage, plus $98. Actually, the exact formula
involves some eight steps of average-wage bands, and the percentage factor
applicable to each of them was increased by 6.4 percent.

Under decoupling, the benefit increases for those on the roll would continue
to be made as at present (i.e., by the percentage change in the Consumer
Price Index). However benefits for new claimants would be calculated in a
different manner than now. The result would be that benefits would not be as
sensitive to differing rates of change of prices and wages--and, in fact, under
some decoupling approaches would not be at all sensitive thereto.

The 1975 Advisory Council on Social Security developed general principles
for a decoupling approach which would completely stabilize the relative benefit
level. This recommendation was made specific in a bill developed by the Ford
Administration in 1976 (H.R. 14430), and it has also been made by the Carter
Administration. In both instances, the ultimate relative benefit level would be
at about the same height as it will be under present law just before the new
procedure becomes effective.

I strongly support this approach of stabilizing the replecement ratios. How-
ever, I believe that such stabilization should occur at a slightly lower level
(say, 10-percent) so as to recognize the relative over-expansion of the benefit
level in the last few years-in part due to the faulty action of the computa-
tion procedures.

Under the general approach of decoupling by indexing by wages, there would
be a new concept of average earnings and a new benefit formula. The previous
benefit computation method frozen as to the changeover date would be a
transitional minimum guarantee or savings clause for retirees.

The average earnings under the new basis, the Average Indexed Monthly
Earnings (or AIME), would be determined as at present as to the period of
averaging and the number of years to be averaged, but it would be based on
wage-indexed earnings, rather than actual earnings. Under the recommenda-
tions of the Ford and Carter Administrations, a new benefit formula intended
to duplicate closely the results under the present formula as of the changeover
date would be used. Under my proposal, the new formula would produce
slightly lower amounts for many cases in the first few years of the changeover;
under these circumstances, however, the aforementioned savings clause would
apply, and no retiree would get less than under present law as it would pro-
vide as of the changeover date. The indexing of an individual's earnings for
any particular year would merely be his or her actual earnings for that year
multipled by the ratio of (a) the average wage in covered employment in the
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,,year to which Indexing is. being done, to (b) such average wage for the par-
ticular year. The average ot the indexed earnings will, of course, be larger
than the average of the actual ones.

The revised benefit formula for the wage-indexing method would be a 3-step
one in the general form X percent of the first $A of AIME, plus Y percent
of the next $B of AIME, plus Z percent of the AIME in excess of $(X + Y).
The benefit percentages, (X, Y, and Z) would be of a decreasing nature, so
as to provide relatively larger benefits for lower-paid workers, just as in the
formula of present law.

This formula would be changed each year, for new claimants then, by
adjusting the dollar bands according to changes in covered employment. For
example, if such wages increase 8 percent from one year to the next, the
formula would be changed by multiplying each of the AIME dollar bands
by 1.08.

A somewhat different method of decoupling has been proposed by a con.
sultant panel to the Congressional Research Service. Its approach differs from
that just described primarily only by having the Indexing of the earnings record
done with the CPI, rather than with average wages in covered employment.

The effect of the panel's approach would be to produce a lower AYME's
because the CPI has generally risen less rapidly than wages in the past. This
difference in AIME concept is compensated for by using generally larger
factors in the benefit formula. Such formula intially would, on the average,
closely duplicate the reults of the benefit formula in present law. The AIME
bands would be changed each year by the movement in the CPI.

The apparent-and I stress "apparent" for reasons which I will bring out
later-long-range result of the CPT decoupling procedure would, however,
likely be to produce decreasing relative benefits or replacement ratios over
future years (although benefit amounts that would rise in terms of dollars
and would maintain the purchasing power of the benefits). In turn, this would
mean that, apparently, the CPI approach would eliminate a much larger pro-
portion of the presently-estimated long-range actuarial deficit than would the
wage-indexing approach. But, as will be brought out subsequently, this highly
desirable result is actually only a mirage, because the proposal is of an unstable
nature, both logically and politically, and so ad hoc benefit increases would
most certainly be made In the future.

The illogical mixture of both price and wage elements In the computation of
intial benefit amounts that is present In current law would continue to be
present under the CPI indexing method. On the other hand, the wage-indexing
approach maintains consistency by using only earnings elements.

Under the CPI procedure, taking into consideration likely future economic
conditions, the replacement ratios would continually decrease over the future,
unless ad hoc benefit increases were legislated. This decreasing trend seems
Irrational from a pension-planning standpoint. It would seem difficult, under
these circumstances, for private pension plans to supplement OASDI. If the pri-
vate plan assumed that OASDI benefits would decrease relative to final earn-
ings, It would have the potential danger that such benefits would actually be
increased on an ad hoe basis and that then its own benefit level would be too
high and thus too costly.

Young persons particularly would feel that the CPI procedure is unfair.
They would receive relatively lower benefits than the current older genera-

* tion, despite their paying much higher OASDI taxes, not only in dollars but
also as percentages of their earnings.

The advocates of the CPI procedure might claim that Congress will prevent
replacement ratios from decreasing in the future, through ad hoc legislation.
But is it logical to develop a benefit structure that will almost inevitably result
in an undesirable situation, which must necessarily be changed? Ad hoc legis-
lative patchwork of an automatic-adjustment system could well produce a
result as irrational as the present basis.

I believe that OASDI should be automatically adjusted on a basis that will
result in relative stability of the benefit level (as the wage-indexing procedure
would do). The CPI method attempts to "walk on both sides of the street at the
same time". You just cannot have It both ways-dangling the prospect of
eliminating the financial problems of OASDI by CPI-decoupling before those
to whom this will appeal, while at the same time assuring others concerned
about benefit adequacy that deterioration will never really occur because there
will surely be ad hoc legislative changes in the future.

95-197-77- I 7
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Returning to the subject of decoupling by wage-indexing, some persons
might object because it is such a great change from the present procedure and
because the concept of indexing is difficult to understand. What other possi-
bilities for the necessary decoupling exist? .

Perhaps the first thing that comes to mind is merely to use a final average-
wage approach, such as is successfully done under the Civil Service Retire-
ment system and under-many private pension plans. Combined with this, the
weighted benefit formula would be adjusted annually by changing the dollar
bands according to variations in the general wage level. Such an approach
would not work out well in a nationwide system such as OASDI, because of
the manipulation-intentional or otherwise-possible by acquiring a high

Earnings record in the last few years. This could particularly be done by
government employees who are not under OASDI and who take early retire-
ment and then enter covered employment.

Another possible procedure is one that I developed several years ago. The
b-aefit-computation procedures would be exactly the same as at present, except
that, when adjusting the benefit formula under the automatic provisions, the
benefit percentages would be increased by the lesser of (1) 55 percent of the
percentage increase in the general wage level or (2) the percentage increase
in the Consumer Price Index--instead of only by the latter, as at present. The
effect of this procedure would be to approximately stabilize replacement ratios,
although not necessarily at any prescribed or planned for level in advance.

Actually, under likely future economic conditions, such stabilization of re-
placement ratios would occur at a level slightly lower than the presently
emerging ones. As I indicated previously, this is a desirable result-both from
a long-range financing standpoint and as a recognition of the over-expansion of
the benefit level in the past few years.

The advantage of this procedure is that it would require relatively few
changes in existing law and administrative procedures. There are, however.
some disadvantages. First, one cannot explain, with any mathematical proof
or logic, why the limitation of about 55 percent of the wage increase produces
the desired result of stability of replacement ratios (although model calcula-
tions demonstrate that it does so for a very wide variety of economic condi-
tions). Second. the level at which replacement ratios are stabilized will vary
somewhat depending upon economic conditions and cannot be established
conclusively at a desired level, as is possible under the wage indexing method.
However, I should emphasize that such level will not vary greatly from that
presently prevailing, and under current economic conditions will be slightly
lower, which has a favorable effect in reducing the long-range imbalance.

In balance, I believe that the wage-indexing procedure of decoupling (prefer-
ably with about a 10-percent lower ultimate level for the replacement ratios)
is superior to the procedure just described of using the present basis mQdified
only so as to have a cap on the relative increases in the percentage benefit
factors that would be based on 55 percent of the increase in the general wage
level.

THE SOLUTION OF THE REMAINDER OF THE LONG-RANGE PROBLEM

If decoupling were accomplished by wage indexing with ultimate replacement
ratios being 10 percent lower than those for current claimants (but with a
permanent savings clause being applicable so that nobody will get less than
under the present formula as would be on the changeover date), and if the
short-range financing problems were solved by an increase of % in the em-
ployer and employee tax rates, it seems likely that the only additional financ-
ing needed for at least the next three decades would be an increase of 14%o
each some time in the 1980's. If decoupling is done at present replacement-
ratio levels, such increase would have to be about %%.

In about 30 years, however, a further financing problem would arise under
current estimates as a result of the great changes expected in the demographic
situation then. The solution, I believe, would be to increase the tax rates
sizably beginning in about the year 2011 (at which timeT under present law,
a 1 percent increase in both the employer and employee rates is already
scheduled. It is by no means certain at this time how much increase will then
be required. A great deal will depend upon such uncertain elements as future
fertility and mortality trends and, equally importantly, retirements-rate trends.
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I believe that, after the year 2000, when labor market shortages may show
up as a result of current and future low fertility, retirements will tend to be
more deferred than the present experience indicates. This can be an important
cost-reducing factor for OASDI. As a result, if this -urs, the tax rates
estimated to be necessary three decades hence may not need to be as high as
now seems to be the case.

Another possibility that has been suggested is a long somewhat similar lines-
namely, that the minimum retirement age for full benefits should be gradually
increased from the present 65 to something like 68, beginning about 30 years
from now and phased in over a period of several years. Such proposals now
meet with a great lack of enthusiasm from the general public. However, it Is
conceivable that, several decades from now, this might well be feasibleas
contrasted with having higher taxes for OASDI.

Still another factor to be considered is that higher tax rates for OASDI
several decades from now may not be too burdensome, if, at the same time,
lower taxes are needed for items associated with children, such as public
education. Certainly, this should eventuate if the demographic situation is such
that there are relatively far fewer children in the population than currently.

DESIRABLE SIZE OF TRUST FUNDS

Next I shouldlike to discuss the question as to what is the desirable size
of the OASI and DI Trust Funds. Ideally, in my opinion, they should average
about one year's outgo. They should be somewhat higher than this during good
economic times, and then somewhat lower during poor economic times. How-
ever, considering what has happened to this relationship in the last few
years, which was the result not only of reduced economic activity, but also
of inadequate tax rate levels earlier, I do not believe that this relationship
can ever be restored in the future.

There is no definite actuarial determination possible of the optimum average
size of the trust funds. I would say that we must proceed from where we are
now or are likely to be before remedial legislative action occurs. Specifically,
I believe that, if certain actions are taken that I will next enumerate, it will
be sufficient if the trust fund balance is at the level of about four months'
outgo.

The Administration proposal would Justify this level of the trust funds on
the basis of providing a government subsidy in times of high employment, which
is labeled as a counter-cyclical financing mechanism. I have previously indi-
cated that I oppose this approach for the reason that any government subsidy
to the program is undesirable. Further,-I seriously question the validity of the
estimated computed amounts of taxes lost because of high unemployment in
1975-78 ($14.1 billion).

Instead, there might be considered another approach by which the same ends
could be achieved. Such a relatively low trust-fund-balance situation would
be satisfactory if the trust funds were granted borrowing autho-rity from the
General Treasury. Such loans would be repayable with appropriate interest in
specified times of lower unemployment. Interest would be computed in exactly
the same manner as is now done in reverse when reimbursement to the OASI
Trust Fund is made by the General Treasury for the special age-72 benefits.
The general procedure for loans to the trust funds proposed here is In accord-
ance with what is already being done in the Unemployment Insurance program.

The proposal of the Carter Administration to have so-called counter-cyclical
financing through a government subsidy is described as producing a "savings"
of some $24 billion as a result of a lower trust-fund ratio being suitable. I
hardly think that it is proper to call this procedure a "savings". In any
event, the same result of a lower trust-fund ratio could safely be achieved in
other ways.

coNCLUSION

In concluding, may I express my hope that the Congress will soon take
action on remedying th- financing problems of the Social Security system and
thereby restore its financial integrity. This is necessary so as to alleviate the
fears of the people of our country. Many now are deeply concerned that the
floor of economic security that they had been planning on will not be there
when needed.
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Senator NELSON. Our final witness is Dr. Otto Eckstein, former
member of the President's Council of Economic Advisers, presently
president of Data Resources, Inc.

The committee is pleased to have you here again, Dr. Eckstein.
Your statement will be printed in full in the record and you may

present it however you desire.

STATEMENT OF OTTO ECKSTEIN, PRESIDENT, DATA RESOURCES,
INC., PAUL M. WARBURG PROFESSOR OF ECONOMICS, HARVARD
UNIVERSITY

Mr. EcKsTEIN. With the consent of the committee, I shall be very
brief, since lunchtime is upon us, and I do assume, as you indicated,
you will print the entire statement in the record setting forth my
views rather carefully and at some length.

Senator NELSON. You may take whatever time you desire. I don't
go to lunch.

Mr. ECKSTEr. Let me then quickly summarize the main themes of
my testimony, and let me say that I found this very difficult testi-
mony to write.

I am a longtime participant in social security matters. I am as
loyal to the social security system as everyone else who usually forms
a protective ring around it;'but I could not help reach the conclusion
that the social security system is really in need of a more drastic
reform than the administration's proposals or anybody else's pro-
posal at this time suggest: and the problem is very simple.

The problem is on the expenditure side. We have before us the
administration's proposal which would finance all of the good inten-
tions for social security and would indeed overfinance them, provid-
ing a surplus at least for a period in the early 1980's. This increase in
expenditures would be financed by the imposition of what is in effect
a new major source of revenue for the social security system, a tax
on professional and executive salaries which would provide revenue
but would for the first time in the history of the system have no
association with benefits at all.

Now if one digs into the substance of the social security system at
this time, it turns out that the problem is really somewhat different
than it is presented. The problem is not that the pensions -Ire insecure
or that the trust fund that pertains to retirement pension is in deep
trouble. As table I in my testimony, on page 3, shows, the deficit in
the old-age and survivors' insurance fund is quite moderate and
would in the ordinary course of events be partly closed by a recover-
ing economy.

The deficit is in fact nearly half on the disability side and this
disability fund is running at a deficit of about 20 percent of its
outlays.

The question then becomes, how serious is that and what are the
long-range. implications?

If you analyze the long-range projections of the disability fund, it
turns out it is very serious indeed and the projection of this fund
suggests that it will have increased by the year 2001, would raise its
percentage of taxable payrolls, the most meaningful measure, by 82
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percent, whereas'the increase in the traditional old-age and survivors'
fund is only 11 percent; thus the long-range problem is heavily on
the disability side and the short-range problem is very heavily on
the disability side.

The question then becomes, Is the disability fund being managed
in a suitable fashion? Are the eligibility standards proper? And the
answer is "No."

The Congress has liberalized the eligibility rules in a variety of
ways. Wle started out with a permanent disability concept and a
1-year waiting period. We now have a 1-year disability concept and
a 5-month waitinY period.

As the study wh ich I footnote on page 3 reports, we have reached
a state wherehardl anyone recovers from disability and we also
have other reports t a e administration of the medical standards
that define disability vary very widely around the country.

Now that is the single biggest problem in the social security system.
It is a much bigger problem than actuarial soundness.

'A second abuse already alluded to at length in the earlier testi-
mony this morning and in the questions of Senator Danforth is the
rising problem of multiple membership in public retirement plans.

Senator NELSON. Before you go to the next subject, may I ask a
question ?

At the bottom of page 2 you state that in 1967 3.21 percent of all
beneficiaries recovered from disability and ceased to receive benefits,
in 1975 only 1 percent. This, I take it, is an annual recovery per-
centage of those who are discovered; is that right?

Mr. ECKSTEIN. That is correct.
Senator NELSON. Before you leave that, you stated that you have

broadened eligibility requirements, that standards have loosened and
so forth. Do you have some specific proposals?

Senator DANFOirH. Mr. Chairman, before Professor Eckstein
answers, I wondered what the Chair's views were. Are we going to
go and vote and come back?

Senator NELSON. Is there a vote on?
Senator DANFORTi. Yes.
Senator NELSON. You vote for me. I will trust you. [Laughter.]

We will come back in 10 minutes.
[Short recess.]
Senator NELSON. Sorry about the interruption. I was asking about

the disability fund and the standards and whether you had some
suggestions, some specific suggestions about them.

.Mr. EcKSTmN. No, sir, Senator. I simply am reporting the basic
facts on the disability fund. I think it is very difficult to sort out to
what extent it is the recession which changes people's attitudes
toward it, to what extent it is statutory changes, or to what extent
it is administrative changes. The proper congressional response to
the disability situation is to appoint some independent study that
will report back to you why this fund has become so costly so quickly
and why its prospects are for a very, very dramatic further increase
in cost.

Senator NELSON. Thank you.
Mr. ECKSTrIN. As I mentioned, the question of public employees

was discussed this morning. There is a pretty universal agreement
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that some integration is desirable. There are various ways to do it.
It is a revenue windfall to the system, as I calculate it quickly at the
hearing. It is several billion dollars that the Federal Government
would contribute for its enjployees to the social security fund.

Senator NELSON. What?
Mr. ECKSTEIN. If the Federal employees had to be covered by

social security, and if the Federal Government therefore c6ntributed
the taxes on its 2.5.million employees, it would be several billion
dollars a year.

Senator NELSON. Would it have any long-term impact on the fund?
Mr. ECKSTEIN. In the long run these employees would have also an

entitlement to benefits but it is a fact one of the ways one could aid
the fund in the short run is to make the Federal employees eligible,
although it is, of course, a burden on the rest of the Federal budget.

In the case of State and local governments, if that were made
mandatory, it would be a tax burden on them. There are ways.

Senator NEJAoN. Wisconsin simply integrated them many, many
years ago. When the contribution to social security went up, the con-
tribution to the State retirement fund went down; so your benefit
from the Wisconsin retirement fund would be reduced; your benefit
would increase in the social security fund.

Now, if you did it that way, I assume it wouldn't have any sig-
nificant consequences on the Federal budget, would it?

Mr. ECKSTEIN. That is the arrangement my university has also, but
if it were actually carried out, one would have to negotiate, with the
civil service unions and so en. What the adjustment would be in the
Federal pension is not totally predictable. Clearly, some form of
integration would be beneficial to the social security fund because at
the moment they are suffering from the lack of contribution by the
Federal Government but are burdened by the benefits paid out to
Federal employes.

Senator NELSON . Thank you.
Mfr. ECKSTEIN. A third major area which has also long been recog-

nized by the Advisory Council is the minimum benefit which has
really changed its meaning over the last 20 years, which today mainly
compounds other abuses. It is the minimum benefit which leads to
sizable payouts to people who have paid in very little, and the blue
book that'the staff prepared shows that the replacement rate at the
minimum benefit level is 146 percent.

Now let me turn to the President's proposals for a moment.
I do believe that we want to keep the system as it is; we want the

trust fund to survive; we want the public to continue to have justi-
fied confidence that in fact it will receive the benefits when it retires,
and this clearly requires that there be a major infusion of money.

Now, the first of the proposals, the general revenue sharing, is a
minorproposal. I suppose I partly deserve the blame for I recom-
mende it to the Senate Budget Committee 11/2 years ago, and it was
not received very well then; it isn't being received very well now.
but I would still urge you to view that proposal with an open mind
for a moment.

What that proposal really does is to ask the Government to make
a symbolic gesture that it will agree to transfer some of its General
Treasury claims to the trust fun, strengthen the trust fund by what
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is admittedly entirely a bookkeeping transaction. It has no impact
on the Federal budget,, has no impact on the economy; it is simply
when you look through it, it is a symbolic statement by the Fedetal
Government that it recognizes that it has a larger moral obligation
to the trust fund than thp present dollar amount; it says, in a sense,
the Government owes th trust fund some billions which they lost
because the economy got so sick Which wa&---

Senator NEIsoN. Are you referring to both the $14 billion and the
6-percent guarantee ?

Mr. EcsisTIN. Well, no; the guarantee is a separate matter, but
the $14 billion is an estimate of what the system lost through unem-
ployment.

My calculations which Were based 'on the first half of the recession
were only $5.5 billion. If you add on 1976, 1977, and 1978, you wind
up with a number in the $10 billion to $14 billion area.

Now-so that is truly a loss of the trust fund caused by the reces-
sion. I don't thiink it'is an important proposal because it is entirely
symbolic. It does not solve any long-term financing problem, has no
pertinence to fiscal policy, budget policy; it is a gesture that would

e wise to undertake, butit is not the main issue before your com-
mittee.I

On, the question of the employer tax, which is the heart of the
proposals, that is the' bulk of the incremental money beyond the
pi'evious legislation, it consists of the removal of the ceiling on em-
ployer contributions.

Now, it is one of these ideas, if you think about it, that grows on
you. My initial reaction was quite negative since my own company
would pay a great deal of it; so would universities-

Senator NF.soN.'. 'An employer tax?
Mr. E KsTEIN. From a public finance point of view, it is a pro-

gressive tax. To the extent that it is shifted back to individuals, it is
shifted to individuals with high incomes; it does nibble at some tax
loopholes. I I

For instance, the incorporation bf professional individuals has been
one of the more annoying loophooles in the tax law. Those profes-
sionals would now have to pay this 6.3-percent payroll tax on their
full pay. It would get after that a little bit. If the large corporations
feel they, want to pay very large salaries, presumably they should be
willing to pay the 6.3-percent tax on them.

I would call to your attention it is a sizable sum. On the million
dollar salaries which a few companies are approaching,lit is a $63,000
tax on one individual's salary.

Senator NELSON. But then you say it would cost the company a
good deal of money; however, in the alternative, I assume that if you
raised the tax base on both the employers and employees, the cost to
the employers--according to the administration's statist ics-follow-
ing "this traditional route of taxing both," would be $4 billion more
than' following the administration's proposal. Do you agree with
that?

Mr. ECKSThTN. As far as the, incidence among employers is con-
cerned, I think it is justifiable. What it does, it taxes t hose employers
more who have high-paid employees, which are professional organi-
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zations. It is favorable to' people like McDonald's who'have a lot of
low-paid employees. Since one of our lig economic problems is to get
a lot of people back to work, including young workers with Iowpro-
ductivity, a tax change which is relatively favorable to low-wage
workers and'unfavorable to the high-wag6 workers is probably de-
sirable. So the tax grows on you, but there are two questions about it:

The first is whether it has too loose a connection to benefits and
thereby impairs the basic logic of the social security; and the other

-question is whether the Congress should give. social security this
enormous revenue source before you 'have turned seriously to the
reform of the expenditure side; and my conclusion is'tbat once you
provide the money, you can forget the expend:,ture reforming. That
is the usual history of such matters. -

If you raise the rate, you produce a tremendous increase in revenue.
You have really given this particular group an access to Government
money that is unique, and social security is not the only program
it is not even the only social program, and you. will lose a check and
balance of this program against other programs if you are that gen-
erous.

It is like enacting what is almost a value-added tax, as your chair-
man has discussed, but earmarking it for one program.

One final question which I have to deal with is indexing. Again,
I will try to stand a little back from it and look at it in a little more
practical, long-range way.

You must fix overindexing because if you do not fix it, the claims
that will ultimately materialize are so astronomical you will ulti-
mately force the Government to renege on its commitment. You
'should fix it soon because the longer it goes on, the more difficult it
becomes to fix.

Now, between the two methods, the price escalation and the wage
escalation, of course, from the point of view of the program and its
beneficiaries, wage escalation is much more desirable because it means
the retired worker fully participates in the continuing advance in
real productivity with the working population; and ideally, one
would wish to have a retiree benefit not only from full protection
against inflation but also in addition to that the extra benefit of
increasing real productivity.

However, I would urge you not to go to that extreme proposal at
this time, but to limit it either to price :escalation or to some of the
proposals that go somewhat beyond price escalation but not to the
full wage escalation; and the reasons are these:

We do not know what the longrun future holds. The uncertainties
are very great. We have already listened to experts this morning. We
are beginning to hear talk about the hope that the decline in the

- number of children will save State and local outlays, a very dubioushope.We are already beginning to hope that retirement ages will creep

up, even though we have spent 20 years driving them down by Gov-
ernment policy. If we are already driven to recourses such as this,
it sounds to me that we will be well advised not to commit all the
resources we would have to one formula this early.

Let me mention one other consideration.
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The social security system over the next 5 or 10 years will incur
major expenditures not now on the. agenda. The system as it exists
today is unfair to the working wife. The typical working wife, with
near median women's income, receives virtually no benefit for a life-
time of contributions.

It is possible that the courts will decide the present setup is un-
constitutional. It is much more likely that the women's movement
will ultimately decide that this is a major cause for reform and will
force the Congress to change that aspect of the program, and we are
talking about very large outlays.

Furthermore, as the witnesses this morning indicated, there are a
variety of other unknown circumstances--demographic, social, and
economic areas-that make it unwise to commit every penny this
early for the next 25 or 50 years; so I think this is an overambitious
goal, which today's economic uncertainties do not really allow. We
cannot enter into a commitment to workers that we will fully escalate
their benefits in line with real productivity beyond the inflation
protection.

One final matter: I summarize in my testimony a study of short-
term economic effects. In the short run, it is insensible to analyze the
administration's proposals vis-a-vis in action, because we know we
would not let the fund go broke and it never was a realistic alterna-
tive. We have assumed action would be taken which would bring the
total social security into some kind of balance so the input we are
measuring is only where the administration goes beyond the goal to
save the trust fund, to actually have these funds contribute a surplus
to the budget toward the Government goal of budget balance.

In effect, that is what the administration's proposal amounts to.
So when you take that incremental $4 billion or $5 billion that go
beyond near balancing to a surplus, then you have a loss of real
purchasing-power; you have extra inflation.

But the amounts are small compared to the energy program. We
are talking here of a magnitude that is perhaps 20 percent as large.
The total increase in the price level here is only half a percent at
most, and the total energy program would raise the price level 2 or
3 percent. The loss in the evel GNP is half a percent, whereas in the
energy program it is half a percent a year, which, again, adds up to
several percentage points. Thank you. -

Senator NELSON. Do you have some questions?
Senator DANFORTII. I really feel that you have been short-changed,

Professor Eckstein. You are a very eminent economist, and we have
had one vote right at the outset of your testimony, and now we have
got the bell ringing for another one. That is unfortunately the way
it goes around here, but I very much appreciate your comin and I
will read your comments with great interest and I am sorry that you
didn't get the full attention that I would have liked to have given
you.

I hope you will come back and not view this as a typical perform-
ance, although it probably is more typical than we would like.

Senator NELsoN. Well, letme endorse what Senator Danforth said.
We may want to submit a few questions to you, one of them on the
effect on the economy of going the conventional route, which you
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'commented on briefly. And when we get together some proposals, it
would be my intent, time permitting, to ask 'for further comments
from witnesses such as yourself. I am sure there will be some rework-
ing of the administration's proposal, and I think you have raised
several issues that need further consideration and further comment.I I apologize for being interrupted as we have beeh here today, and
we appreciate your taking the time to come and present your- testi-
mony.

Mr. ECK'TEuq. As a veteran of such hearings, I understand the
exigencies of congressional testimony; and if 1 did not believe that
in the long run my testimony had an impact on reality, I would not
accept your invitation. Thank you.

Senator NELSON. Thank you very much.
[The prepared statement of Mr.-Eckstein follows. Oral testimony

continued on p. 257.]

STATEMENT OF OTTO ECKSTEIN, PRESIDENT, DATA RESOURCES, INC., AND
PAUL M. WARBURG PROFESSOR OF EcoNoMIcS, HARVARD UNIVERSITY

The nation's Social Security system has been one of the most successful
government undertakings in our history. In its first 40 years, it has provided
at least partial economic security for virtually our entire older population, most
of the disabled and blind, and for the widows and children of deceased bread-
winners. More recently, the Social Security system has been asked to manage
our system of public medical insurance for the aged and disabled, and to ad-
minister a substantial portion of our welfare system.

The traditional portions of the Social Security system are financed through
earmarked payroll taxes on employers and employees. The funds have been
kept segregated, thereby insulating the benefits from the usual budget pressures
and uncertainties. Automatic revenue growth helped assure growing benefits.

The process of increasing and extending the benefits of the Social Security
system has been an elaborate ritual. Every four years, the Secretary of Health,
Education and Welfare appoints an independent Social Security Advisory
Council consisting principally of representatives of the pressure groups that
support the system as well as experts who are close to and sympathetic to it.
The Councils have recommended various extensions of coverage and benefit
improvements, and have recommended the necessary increases In the payroll
tax rates. These recommendations have been reviewed and modified by succeed-
Ing Administrations, and recommended to the Congress. The Congressional
committees dealing with Social Security have been sympathetic and have
enacted a large portion of the recommended benefit improvements. The result
has been the growth of an enormous system that, on the whole, works very well,
and has done far more to reduce need and poverty In the United States than
all other programs combined. These who have played a significant role In the
development of the Social Security system can take pride In the accomplish-
ment.

But this happy period of the Social Security system is over. Like numerous
other Institutions, the recent economic crisis accelerated the day of financial
reckoning. Inherent flaws that had previously been overcome by sheer size and
growth have become more important. Today, there are just too many people
eligible for coverage. Automatic increases of the system are too large. The
benefit structure to too casual. And the administration of the system is in need
of repair.

Unfortunately, there is little sign of internal self-renewal. This Administra-
tion mainly proposes, as every previous administration and Advisory Council
did, that revenues be increased, without a serious look at the benefit problems.
In the past, such revenue-increasing proposals fell well within the bounds of
political acceptability: another tenth or two on the employer and employee tax
rate now, and further Increases In the more distant schedule, used to be suffl-
cient to keep the system whole. But In the last decade, dramatic Increases in
the taxable earnings base became necessary, and when benefits were escalated,
the earnings ceiling had to be escalated as well. The recession and cost overruns
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have' now produced a revenue shortfall which is too great for such measures to
be sufficient The Department of Health, Education, and Welfare and the Presi-
dent therefore had th6 choice of re-examining benefits or of finding a major
new tax source for the system. They proposed a major new revenue source: a
payroll tax on executive and professional salaries to be levied beyond traditional
earnings ceilings, breaking the already slender tie between contributions and
benefits.

This approach, if adopted, will not work for long. Somewhere in the 1980s,
the government will be looking for another major new revenue source or a large
increase in the tax rate of the new professional and executive salary tax. The
reason is simple: without benefit and administrative reforms, expenditures will
rise faster than the current projections.

The search for revenue has traditionally been couched in terms of the need
to preserve the actuarial soundness. In the minds of the public, the Social
Security system is still mainly a retirement pension system, with payments
paid out to workers who have contributed over their lifetime. The President's
proposals are explained almost entirely in these terms, lumping all aspects of
OASDI programs together.

But the problems of the system are not in the traditional pension benefits to
be paid to workers with a lifetime history of contributions. The problems arise
in other places. Let me discuss three major problems which must be dealt with
If social security is to continue to be a strong, viable program for the broad
middle-class of working Americans.

(1) Loo8ened eligibility standard for the Disability Fund.-The Disability
Fund will be out of money by 1978 or 1979 because its deficits are now reach-
ing 20 percent of outlays. The rate of increase of spending of the disability fund
over the last five years is an enormous 21 percent a year, and the report of the
Board of Trustees of the Social Security funds projects a rate of increase of
over 13 percent for the next five years. Total beneficiaries at the end of fiscal
1976 equalled 4,533,000 persons making this perhaps the largest redistributive
social program in the U.S. Both recent experience and future estimates are
substantially higher than had been expected earlier. According to the latest
Trustee Report, the cost of the program, measured as a percentage of taxable
payroll, would rise by 82 percent between 1977 and 2001, whereas the Old Age
and Survivors Program would rise by just 11 percent. The number of bene-
ficiaries would exceed ten million, a striking figure considering the improving
health care for the American people.

TABLE I.-TOTAL OUTLAYS AND TOTAL INCOME OF THE OLD AGE AND SURVIVORS INSURANCE FUND AND THE
DISABILITY INSURANCE FUND: HISTORY AND CURRENT LAW PROJECTIONS

[In billions of dollars

Old age and survivors
insurance fund Disability insurance fund

Total outlays Total income Total outlays Total income

Histoyor& ..... . . . . . . . . . . . . . . . . . . . .. . . . . . . .. . . . . . . . 11.2 11.4 0.6 !.1
1965 ....... :% .................................. 17.5 16.6 1.7 1.2
1970 ........................................... 29.8 32.2 3.3 4.8
1971 ........................................... 34.5 35.9 4.0 5.0
1972 ........................................ 38.5 40.0 4.8 5.6
1973 ........................................... 47.2 48.3 6.0 6.4
1974 ........................................... 53.4 54.7 7.2 7.4
1975 ........................................... . 60.4 69.6 8 8 8.0
1976 ........................................... 67.9 66.3 10.4 8.8

Projections:
1977 ........................................... 75.7 72.5 12.1 9.6
1978 ........................................... 83.9 79.3 13.6 10.3
1979 ........................................... 92.1 87.7 15.4 11.3
1980 ........................................... 100.6 96.1 17.4 12.7
1981 ........................................... 109.4 102.8 19.5 14.6

There are many reasons for the past and projected explosion of the Disability
Fund. Statutory eligibility was broadened repeatedly after 1960. What started
out in 1956 as a requirement of permanent disability with a one-year waiting
period, is defined today as a one year disability with a five-month waiting period.
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Further, general liberallsations for Social Security, particularly raising the
maximum age of child beneficiaries from age 18 to age 22 If they remain in
school and the inclusion of grandchildren under eligibility, has meant that the
disability program now Includes a larger number of young Individuals. Further,
in earlier years the largest part of all beneficiaries consisted of Individuals
suffering from degenerative diseases of aging, who could be expected to spend
only a relatively few years on disability before becoming eligible for the old-
age programs. The program now Includes increasing numbers of younger Indi-
viduals, some of whom will stay on the program for as much as four decades.
About one-third of young beneficiaries are suffering from mental disabilities
that make them unable to hold a Job, but which are tougher to evaluate than
the traditional cases. This Increase In younger workers Is partly due to the
short work experience that is necessary to become eligible.

Benefits have Improved greatly, raising the Incentives to become eligible.
Cash benefit levels were raised 82 percent between December 1969 and December
1975, and In 1973 medical benefits became available to beneficiaries, The ad-
ministration of the program also seems to have deteriorated. A recent study by
the Department of Health, FAucation and Welfare analyzes termination rates
of benefits due to recovery.' In 1967, 3.21 percent of all beneficiaries recovered
from disability and ceased receiving benefits. By 1975, only 1.07 percent were
terminated due to recovery.

The deficits of the Disability Insurance Fund represent nearly one-half of the
deficits of the two trust funds which are lumped together in the Administration
proposals. Therefore, the surprisingly drastic nature of the Administration's
proposals to restore Social Security to a sound financial basis is attributable to
the decision to let the Disability Fund continue along its path of rapidly rising
outlays without administrative reform, and to seek its future financing under
the name of soundness for the Social Security System as a whole.

In truth, the Disability Fund bears much less resemblance to an insurance
system than the Old Age and Survivors Fund. The potential beneficiary group
pays a small proportion of the future benefits; the redistributive element of
this system is much greater than in the system as a whole. And now that the
administration of the program has become looser, It Is difficult to distinguish
it from the regular welfare programs.

In part. the recession has also boosted the disability rates. An unemployed
person is more likely to seek disability status to Join the program, lie may also
become more prone to mental di..ability. Medical criteria are likely to he eased
during high unemployment: were workers really have no chance of re-
employment, the medical boards may be more sympathetic since the work alter-
native may be unrealistic. But the loosened eligibility standards are probably
also a part of a general change in attitudes In the society.

(2) Mcmberahip in Multiple Public Retirement Plans.-The lack of universal
coverage of social security and the existence of several separate public retire-
ment systems has produced increasing abuses and burdened the Social Security
system with Il-founded benefit costs. There are 81/2 million public employees.
including 2% million Federal employees, who will be eligible for social security
benefits even though they will have contributed very little to the system. The
retirement programs of the Federal government and of state and local govern-
ments are already generous, generally more so than the retirement programs
of even the most progressive employers. Retirement ages are exceptionally
early. Such public workers increasingly become covered in the Social Security
system by part-time work tinder multiple Job holdings, or by sone years of
private employment following their civil service retirements. Given the re(dis-
tributive, progressive structure of social security benefits, and given the rela-
tively brief work experience that is require(], even now, to become eligible. the
benefits that public employees can-re elve from social security are very large
in relation to their contributions. This problem has beeh compounded furtheif
by the recent Supreme Court decision to reduce some sexist discriminatory
elemuetts. All of a sudden, a civil service husband married to a wife working in
the private sector becomes entitled to Increased social security benefits without
contributing.

2Rzperienoe of Dfsabled-Worker Beneftt# Under OASDr, 1#85-74 . U.S. Department of
Health. Education, and Welfare, Social Security Administration, Actuarial Study No. 74,
January, 1977.
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The generous treatment of public employees was a luxury that the system
could afford In its heyday. But the costs are mounting as benefits are becoming
more generous and the number of public employees reaching retirement. age
expands greatly. The answer to this problem has long been clear, and was
recommended in the most recent Advisory Council report: some form of Integra-
tion of the public retirement programs with social security. The Council recom-
mended compulsory universal coverage-which would produce a near-term reve-
nue windfall and a heavy burden to public budgets. There are lower-cost
alternatives. But some solutions must be found. The present system is one of
those untouchable "sacred cows" that we Just cannot afford anymore if the
system is to perform its primary mission.

(8) The Minimum Beneflt.-The minimtim benefit level for social security
has lost Its rationale. As the last Advisory Council reported, the minimum
benefit levels are collected principally by Individuals with a brief contribution
period, such an public employees and foreign workers. A worker earning the
Federal minimum wage for a normal work life would receive almost twice the
minimum benefit.

One of the principles of the President's proposals is the retention of a con-
stant replacement ratio, that is a constant ratio of retirement benefits in
relation to earned pre-retirement income. This is a sound principal although
ambiguous in interpretation. The system should be moved closer to an earnings-
related pensiov system-leaving the other programs, such as SSI, the task of
providing minimum income support for those with an inadequate earnings
record. The most recent Advisory Council report sketched out a method which
would gradually disengage the system from the present formula without caus-
ing serious inequities. A more fundamental way to escape current anomalies is
to move more quickly toward a longer required work record and a change in
the contribution-benefits relationship toward proportionality. These matters are
discussed more fully in the excellent volume by Alicia Mtunnell, The Future
ot Social Security, Brookings, 1977.
The Pregident'8 Proposals

It is of paramount importance to assure future beneficiaries of the pension
programs that the Social Security system will be able to pay their entitlements.
Consequently, it is necessary to enact major proposals to produce extra reve-
nues, if only because reforms on the benefit side will take time. The new
quadrennial Advisory Council is Just now beginning to be formed, and its
recommendations are hardly likely to become effective before 1980. In the
meantime, major remedial steps must be undertaken. Let me comment on the
major proposals.

(1) General rcvcnue sharing to make up the recession shortfalls.-In my
testimony to the Senate Budget Committee on March 2, 1976, 1 proposed a
one-time transter of general revenues of $51/9 billion to compensate the trust
funds for the lost revenues caused by the underemployment during the reces-
slou. The Administration has now generalized these plans to larger magnitudes,
a total of $14.1 billion to be transferred in the years 1978-80. While I see no
reason to delay the timing of the transfer, I strongly endorse these proposals.

I recognize that general revenue financing is a deep, philosophical issue,
stirring fears that the discipline of the payroll taxes will he lost us a result.
Nonetheless, I urge you strongly to look at this proposal with an open mind
because it really has exceptional merit.

First, as I argued above, the discipline on spending is illusory. The system
by which social security expenditure policy is determined is inadequate under
the present set-up, and has produced excessive costs. The tax increases that are
nowv required, even with the general revenue sharing contribution, are very
large, necessitating a major new revenue source, which in fact is indistinguish-
able from general revenue sharing except in name-a general tax on employer
payrolls which will produce no benefits. Thus, if the discipline argument against
general revenue contributions ever had a merit, it was lost somewhere along
the way.

Second, the one-time general revenue transfer would strengthen the trust
funds without imposing an excessive fiscal drag on the economic recovery. To
bring the trust funds up by many billions of dollars is impossible, even with
the very ambitious tax proposals before us. The one-time infusion of general
revenvie money, justified by the misfortunes of 1973-75 which surely cannot be
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blamed on the social security.funds, would reduce the need for tax Increases
and would, on the Administration's interpretation, provide a rationale for not.
Inreeasing the trust funds dramatically in the fli'ure. Furthermore, this
rationale is realistic: if there really were a prolonged economic crisis or a
major change in the economic system, the trust funds would be depleted in a
few months anyway., The security of the pension payments is, in fAct, based on
the moral guarantees by the U.S. Treasury, and -n nothing else.

Third, when I proposed the one-time transfer a year ago, I partly did so in
order to make it possible to defer more basic decisions to a post-election Con.,
gress. I now discover that the niew Administration can face up to the revenue
side in a hurry, but that expenditure reform is a much slower undertaking.
Contsquently, the transfer of general revenue funds is necessary once-more to,
buy time for the bigger. decisions which will ultimately be inescapable.

Finally, the one-time transfer does not freeze us into a new policy on the use
of general revenues. It really is an open question whether the permauent use
of general revenues is wise. Once that step is taken, the logic of segregating
the Social Security system from the rest of the budget is gone. I recognize that
there have been various limited uses of general revenues in the past but they
have been for relatively narrow purposes.

(2) Taxing employers on the entire earnings of employee. by 1981.-Although
this tax will be very burdensome on such organizations as universities, law-
firms and consulting firms, I find that the more I consider the tax the more
merit I can find In it. For one thing, it has some incidental benefits in reducing
some tax loopholes such as the incorporation of professional practice. Further.
those corporations which find themselves able to pay enormous corporate.
salaries can presumably also afford to pay the tax of 0.30 percent,that would
be imposed. Against these considerations must be weighed the increasing pay.
roll tax burden of business to restore the unemployment Insurance trust funds
and the legislated and proposed routine increases in the tax base.

But the bigger question raised by the new tax on professional and executive
salaries relates to the Social Security system itself. Should the system be given,
access to this massive new revenue base before the tougher decisions 0n
reforming expenditures have been made? Experience suggests that the expendi.
ture reforms are not likely to be made if the revenues are provided to muddle
on without reform. I therefore urge you to delay the imposition of the new tax
until after the decisions on the expenditure side have been made. In the interim,
if it should prove necessary, the system can be kept whole by the more tradi-
tional kind of increases in the tax base and by the infusion of general revenue.4.

(3) Correcting over-indexing.-There Is no question that the Congress will
have to correct the over-indexing which was inadvertently written into the law
in 1972; the only questions are how and when. I have not made a detailed study
of the various methods of solving the problem. At the level of principle, I
endorse the findings of the consultants report to the House Ways and Means
Committee. This report favors a thorough price indexing of the contributions
during the earnings-averaging period and a progressive lengthening of the
averaging period, thereby greatly increasing the real relationship between
benefits and contributions. This formula, taken in isolation, would imply a
falling replacement ratio. But any savings realized from this approach could
easily be devoted to more selective benefit improvements.

ECONOMIC EFFECTS OF THE ADMINISTRATION PROPOSALS

DRI has assessed the economic impact of the Carter proposals, using its
900-equation econometric model of the U.S. economy. New tax collections Iegin
in 1979, when the employer and employee base changes are projected to go into
effect. As approximately $5 billion of improvement in the Social Security system
for 1980 has already been reflected in our previous forecasts, the proposals adt
only $5.6 billion in additional fiscal restraint.

Results show that the program will have a small but significant negative
effect on overall economic performance, slowing real final demand and increase.
Ing inflationary pressures. The large increase of employer taxes raises total
compensation by 0.4 percent in 1980, and by 0.6 percent thereafter. These costs
will largely be shifted into higher prices, Feedback effects boost the total infla-
tionary impact to 0.5 percent in 1980.

Real GNP is lower by 0.4 percent in 1980. These comparisons relate to the
DRI baseline forecast which already assumed more limited Social Security
changes.
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TABLE 2.-IMPACT OF THE SOCIAL SECURITY FINANCIAL PROPOSALS THROUGH 1980

1979 1980

Percent difference in level:
Real GNP ................................................................. .-0.2 -0.4
Real consumer spending .................................................. -. 2 -. 4
Real business fixed investment ............................................ -. 1 -. 2
Real disposable income ................................................... -. 3 -. 7
Real after tax profits ....................................... .. -. 7 -. 9
Compensation per man.hour ................................................. . 3 .5
Consumer Price Index ........................................................ 2 4
Implicit price deflator ........................................................ 2 .5
Wholesale Price Index .......... ................................ .2 .5

Difference in level (thousands):
Automobile sales ........................................................... . -100.0 -200. 0
Housing starts .............................................................. -9.0 -18.0

Difference in rate: Unemployment rate ....................................................... . I
Difference in level (billions, fiscal year): Federal Government deficit decrease ........... .. 1.6 $5.3

The net impact of the higher taxes is to lower private spending. Consumption
Is cut 0.4 percent in 1980 by lower incomes and higher prices. All final demand
components reflect marginal losses: beforetax profits are lower by $2.1 billion
in 1980, or about half the increased employer burden, reducing the profit share
of GNIP from 8.7 percent to 8.6 percent. Real investment Is cut by 0.2 percent
because of lower profitability and higher interest rates.

TIE CONGRESSIONAL CHALLENGE

Revamping of the Social Security financing system is a complex issue and
will undoubtedly meet with a wide range of political sensitivities. Congress will
want to consider many of the issues In detail, along with various alternative
plans. In particular, the Congress may wish to give serious attention to the
specific problems of the Disability Insurance Fund. Without such attention,
any solution on the revenue side will be temporary, and will have to be fol-
lowed by legislative patching in future years as costs keep spiraling.

The Social Security system has reached a crucial decision point at an
awkward moment. Large deficits sire coming at a time when the expenditure
side of the system is not under study. Yet it would be unwise to attempt to
permanently solve the system's financial problems entirely by turning over to
it a virtually unlimited revenue base. The new tax that has been proposed, a
tax on professional and executive salaries, would make it possible for the
system to go on for many years without facing up to the very serious flaws
that have crept into the expenditure side. My recommendation to the Congress
is to find temporary financial solutions, to speed up the process liy which expen-
diture reform can be achieved, and then to enact the proposed new employer tax
if it is still needed.

Senator NELSON. The next hearing will be at 9 a.m., July 15.
[Whereupon, at 12:35 p.m., the subcommittee was adjourned, to

reconvene on Friday, July 15, 1977, at 9 a.m.]
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SOCIAL SECURITY FINANCING PROPOSALS

FRIDAY, JULY 15, 1977

U.S. SENATE,
SUBCO~Mrrr1E ON SOCIAL SEctRrry

OF TIm COx~firii ON FINANCE,
Wa8hingtot, D.C.

The subcommittee met, pursuant to notice at 9:10 a.m. in room
2221, Dirksen Senate Office Building, Hon. Gaylord Nelson (chair-
man of the subcommittee) presiding.

Present: Senators Long, Nelson, and-Packwood.
Senator LONG. I am going to call this hearing to order. I am going

to ask Chat we wait until Senator Nelson is here to hear the witness
from Milwaukee County, Wis.

I suggest that we call the panel representing th, U.S. Chamber of
Commerce, the National Association of Manufacturers, the Business
Roundtable, and the Council of State Chambers of Commerce.

We are very pleased to have all of you here, gentlemen. First, I
would like to ask that all the statements be printed in the record.
Then we will have you summarize your presentation.

After that, we hope to ask you some questions. Just for fear that
we might run into the hour when the Senate has not given us per-
mission to meet, I ask that all of the statements be printed in the
record, and we will proceed with each of you summarizing your
statements.

STATEMENT OF JOHN R. WALL, VICE PRESIDENT OF PERSONNEL,
REPUBLICSTEEL, ACCOMPANIED BY STAN KING, ASSISTANT VICE
PRESIDENT FOR AMERICAN TELEPHONE & TELEGRAPH; AND
PRESTON BASSETT, VICE PRESIDENT AND ACTUARY FOR
TOWERS, PERRIN, FORSTER & CROSBY

Mr. WALL. My name is John R. Wall. I am vice president for
personnel of Republic Steel. I am accompanied by Stanley L. Kcing,
who is assistant vice president for kmerican Telephone & Telegraph;
and Preston C. Bassett, who is vice president and actuary for Towers,
Perrin, Forster & Crosby, Inc., an organization of consultants to
management, specializing in employee benefits and actuarial services.

We appear today at the invitation of the subcommittee on behalf
of several business organizations. Together, these organizations rep-

-resent a broad cross-section of the American business community.
Mr. Chairman, we applaud your efforts and that of President

Carter in placing social security financing among your top priorities.
There are few problems of greater concern to the American public

(259)
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than the resolution of the social security financing crisis. We whole-
heartedly endorse the recommendations of the administration and the
Board of Trustees for the social security system that Congresi must
act this year to resolve the growing crisis. Of the eight specific pro-
posals advanced by the Carter administration, we substantially con-
cur in three: decoupling, revising the dependency test, and raising
the tax upon the self-employed. We oppose the remaining five, and I
want to interject at this point that we are opposed to any suggestion
to use general revenues or otherwise depart from tested modes of
financing the system.

Senator LoNG. If I may interrupt you, I am against this same
thing, but that's not the way I regard it. I do not regard it as using
general revenues, but I regard it as using printing press money.
There are no general revenues to finance it with. The General Fund
is in the red by $60 billion.

All you can do is just print money down at the Federal Reserve
and haul it up here, or put it on a computer down there. You and
I know that will not 'work.

Mr. WALL. I agree with you, Mr. Chairman.
The problem we face today is twofold. We must first overcome the

short-term deficit that, unless corrected, will result in the unthinkable
prospect of social security not being able to issue its benefit checks,
particularly to disability claimants where the funds are almost gone
and th need in many cases is great. The fuse on this problem is
extremely short, and the disability insurance trust fund could exhaust
late next year.

The second problem to be tackled is long range, and it is caused
largely by demographic trends and a faulty benefit formula. Each
year we delay in resolving this crisis makes the solution that much
more painful and difficult.

The business community joins the rest of the Nation in wanting a
soundly financed social security program. It is in our interest and
that of our employees and their dependents to assure the financial
integrity of this program.

Since the business community underwrites almost one-half of the
cost of this program and since vast sums of money at least $70
billion in added revenues, will be needed in OASDI mnds between
now and 1982, a great (teal of attention has been devoted to devising
an appropriate solution.

Our organizations recently pooled their expertise to develop a com-
prehensive solution that would be economically supportable and pub-
licly acceptable. We believe that we have that solution, and we are
pleased to share it with you.

Our comprehensive proposal solves the short-term deficit as well
as substantially decreasing the long-range deficit. It deals with the
pressing need to revise the program's financing as well as its benefit
structure. Moreover, it offers a plan that, unlike other proposals,
relies upon tested methods of keeping social security on a sound basis.

Our recommendation calls for Congress to act this year, 1977, on
three features of the law.

First: Congress should approve an increase in the tax rate of not
less than three-tenths of 1 percent on employers and employees, to
become effective on January 1, 1978.



261

Second: Congress should reestablish the OASDI tax rate on the
self-em loyed at the traditional level of 11/2 times the tax rate levied'
on employees.

Third: Congress should modify the social security benefit compu-
tation formula to eliminate the inadvertent overadjustment for infla-
tion that has been in effect since 1972 for determining the initial
benefit claims of future retirees. This modification, known as decou-
pling, should be accomplished by adopting a wage-indexed benefit
formula that would restore future benefits to the wage replacement
ratios in effect prior to the adoption of the flawed 1972 benefit for-
mula.

In retrospect, it is clear that the 94th Congress acted wisely in not
increasing OASDI taxes. Such an increase in either 1975 or 1977
when the economy was beginning its recovery would have been coun-
terproductive. At that time, we had sizable social security trust funds
which could, and did, absorb the excess of outgo over income.

This demonstrates the importance of having adequate trust fund
balances.

Today, the situation is different. The economy is inherently strong
and can absorb a modest payroll tax increase.

There is universal agreement that there are only three general
methods of increasing revenue into the social security trust funds.
These a re:

One: An increase in the taxable earnings base;
Two: An increase in the tax rates and
Three: The introduction of monies into the system from sources

otherr than payroll taxes, the most likely source being general
revenues.

Arguing on behalf of a tax rate increase is not an enjoyable under-
taking. Nobody wants to pay more taxes--employers included.

At issue is not whether we increase social security revenues, but
how they are to be raised and who will pay the added taxes.

Various combinations of the three methods are possible, but we
have concluded that the optimum solution is to raise the tax rate for
employers, employees, and the self-employed.

arriving at our position, we considered other proposals, but
rejected them in favor of a modest tax rate increase.

We recommend a three-tenths of 1 percent increase in the OASDI
tax rate so that all who contribute to social security will share equally
in the added tax. This is the most responsible course of action, in our
opinion.

If Congress adopts our recommendations, the social security pro-
gram will, over the next 10 years, meet its self-imposed standard;
disbursements should about equal revenues.

Instead of a projected deficit in the combined trust funds of $174
billion, these modest steps will result in a $32 billion positive balance.

As a result, neither the disability insurance trust fund nor the old
age and survivors insurance trust fund will be exhausted. Moreover,
Congress would then have ample time to thoroughly review the
social security program and to consider more fundamental revisions.

Exhibits 5 and 6 on page 9 of our testimony illustrate the impact
of our recommendations and compares these with current law and
the administration's proposals.
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A tax increase is a visible and constructive response to the short-
term financing crisis. People will know what they are paying for and
have renewed confidence in OASDI's future.

We believe that it is also important to stress the desirability of
'maintaining a tax rate structure that treats employers and employees
equally while requiring the self-employed to contribute taxes at a
level 11/ times that of the contributions of other covered workers.

This, too, will help to insure continued public support for social
security.

Raising the tax rate is sometimes unjustly criticized as a regressive
step, but this point fails to take into account the highly progressive
nature of social security benefits.

Increasing payroll taxes is also said to have an employment dis-
incentive effect. However, our proposal will produce less than a $1
per week tax increase for most workers.

If there is concern about the effect that the cumulative tax increase
,on employers would have on employment, Congress could offset this
OASDI payroll tax increase with a decrease in the unemployment
insurance tax rate as suggested by the Chamber to this committee
earlier this year in testimony on H.R. 4800 and S. 604.

An alternative to the tax rate increase would be an increase in the
taxable earnings base. The administration has proposed this
approach.

Under the administration's proposal, the cap would be removed
only on the wage base to which the employer's share of the social
security tax is applied.

The base would rise in stages for employers to the entire amount
of the employee's wage by 1981.

The purpose of this separation is to raise tax revenues without at
the same time raising future benefit entitlements, since entitlements
are keyed only to the earnings on which employees pay taxes.

We cannot support this alternative. The administration's proposals
are more symbolic than substantive. Employees do not go unscathed
when taxes are imposed on employers. Business must pass on these
costs. The public ultimately foots the bill.

The administration has also proposed to use general funds to make
up for the lost revenues caused by the high levels of unemployment in
recent years.

The use of general revenues to help finance social security benefits
will not restore financial soundness to the system; it .will have just
the opposite effect. Borrowing from one deficit to cover another
deficit can hardly be described as a solution. Nor can it be dismissed
as a mere juggling of figures on the books.

Looked at honestly, it will involve either higher taxes, increasing
the public debt or cutting expenditures elsewhere.

Moreover, the introduction of general taxpayer subsidies would
destroy the "earned benefit concept" of social security since benefits
would no longer be tied to contributions by workers and their
employers.

With general taxpayer subsidies, benefits would increasingly be
subjected to the "needs considerations" typical of welfare programs.
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We doubt that American workers want a welfare retirement program.
Now, let's talk about decoupling.
Increasing social security revenues via a tax rate increase as we

suggest will solvethe short-term financing problems and help toward
meeting the l'oig-range deficit. as well. But solving the long-range
deficit will require something more than moderate increases in social
security taxes.

Unless something is done to correct the overadjustment for infla-
tion that is now occurring with respect to initial benefit computa-
tions, future workers and their employers will face the prospect of
a 30-percent OASDI payroll tax, or about three times the combined
tax paid by current workers and employees.

There is a near-unanimous agreement on how to avert this result.
This is "decoupling."

We recommend that the present "coupled" benefit structure be
decoupledd" in a way that would stabilize replacement rates at
-roughly pre-1972 levels.

We support the decoupling proposal advanced by the American
Council of Life Insurance which also includes a transition period to
protect workers who are about to retire.

Our organizations are in agreement that there is an urgent need
to act this year-n decoupling. Any further delay will result in addi-
tional double indexing.

We thank you for this opportunity to testify and we would wel-
come any questions you might have about our recommendations.

Senator oiNo. I think that you have made a very good statement
here. It deserves the careful attention of the committee, and I will
see that it gets that study.

I would like to ask you a little about how you think that the tax
should go on. Do you agree with this administration's recommenda-
tion that the tax should be extended to cover all payroll as far as the
employer is concerned?

Mr. BAssEwr. No, we are opposed to that. As a matter of fact, we
are very much strongly in support of the present system which has
been in effect for some 40 years and has done, we think, an outstand-
ing job--that is, equal taxes by both employee and employer.

'We feel that once you break from this tradition, we are opening up
the social security system to what we would term as abuses by benefits
getting out of hand.

If you once move away from equal employer-employer taxes,
there is nothing to say that the tax rate on employers cannot be
increased. Really, from the point of view even of Congress, I think
Congress needs the protection, you might say, of being able to say
we cannot increase benefits, as much as you would like to increase
social security benefits, we cannot do it because we have to provide
for the taxes and put them on an equal basis.

Once these restrictions are removed, there is no limit to how high
social security benefits might -go. We think it is important that they
retain social security as a basic fcrm of protection and not cut into
the private pensions. .
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Senator LoNG. Senator Curtis would like to know if you have any
suggestions how you might cut expenditures, other than the decou-

Mr . io. We are concerned about both the short- and long-term
problems that we are faced with in this country, and one of the
problems that we have with the administration's proposal is that it
does, it seems to us, move very quickly in an effort to solve most of
these problems and does indeed, despite what the administration has
stated, increase expenses considerably.

We feel that our solution will help Congress and the country in
dealing with the short-term problem, and permit time to get at the
question of al appropriate level of benefits in the long term and a
better method of financing, or some way to put this in balance with
other problems that we have in this country.

We feel more time is needed to get at the problems and the ques-
tion that Senator Curtis has asked.

Senator LoNG. I know one thing we ought to be looking at-the
SSI disability program. When the program was about to go into
effect up in New York, they took all of these welfare mothers who
(lid not have any claim-to any kind of disability, perhaps they had a
little bit of hypertension, nervousness, almost everything, and they
declared them'to be disabled and loaded on the Federal Government
to relieve the State of any burden of helping those people under their
welfare program.

Because New York was in very difficult financial straits, we did not
challenge that, but that was loading many millions of dollars on the
FederaFGovernment to pay people who were not really disabled at
all.

We have a good rehabilitation program. We could work out a way
to get the employers to hire more partially disabled people. We can

-- help the program in that respe-t. I am sure that there are other ways
that it could be done.

In other words, there are a lot of people who today are supposed
to be disabled. Perhaps some of them are drawing reasonably good
wages even though they get disability benefits and say they cannot
do the work.

On behalf of Senator Curtis, I would like to ask why you think it
is important to set replacement rates over the pre-1972 levels.

M r. BASSETT. We feel that the social security benefits should be
kept at what we feel is a floor of protection. Congress, when it
amended the Social Security Act, effective in 1972, assumed that
under reasonable economic conditions that the adjustment formula
that they adopted would continue the same replacement ratios as
were in effect in .1972. Unfortunately, we had higher inflation than
anticil)ated. Conditions did not come to pass as was expected. There-
fore, the replacement ratios have gone above the level that was in-
tended when the act was passed in 1972.

We believe that if replacement ratios are to be increased, they
should not be increased because of the effect of the c-conomy, but
because Congress and the people think they should be increased.
Therefore, we think they should be returned tothe levels that Con-
gress set back in 1972.
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Senator LONG. Thank you very much, gentlemen.
[The prepared statement of the preceding panel follows. Oral testi-

mony continues on p. 275.]

STATEMENT OF CHAMBER OF COMMERCE OF THE UNITED STATES, BUSINESS RIOUND-
TABLE, COUNCIL OF STATE CHAMBERS OF COMMERCE, AND THE NATIONAL Asso-
CIATION OF MANUFACTURERS, BY JOHN R. WALL, STANLEY L. KING AND PRESTON
R. BASSETT

My name is John R. Wall. I am vice president, Personnel of Reppblic Steel
Corporation. I am accompanied by Stanley L. King who is assistant vice presi-
dent for American Telephone & Telegraph Company and Preston C. Bassett
who is vice president and Actuary for Towers, Perrin, Forster & Crosby, Inc.,
an organization of consultants to management specializing in employee benefits
and actuarial services.

We appear today at the invitation of the Subcommittee in behalf of four
business organizations which share a common view about how to remedy the
financial plight of our nation's social security system. These organizations are:

(1) Chamber of Commerce of the United States which represents over 65,000
business firms across the United States, as well as 2,600 local, state and regional
chambers of commerce and 1,100 trade and professional association.

(2) Business Roundtable, an organization of 100 of our nation's largest cor-
porations;

(3) Council of State Chambers of Commerce which represents 32 state busi-
ness organizations; and,

(4) National Association of Manufacturers which represents approximately
13,000 firms.

THE SOCIAL SECURITY CRISIS

We sincerely appreciate the opportunity to share with you our assessment
of the financial crisis confronting the Social Security system and our recom-
mnendations for resolving both the short-term and long-range financing problems.

Mr. Chairman, we applaud the efforts of the Carter Administration in placing
this issue among its top priorities. We concur in the recommendation of the
Administration and the Trustees of the Social Security Trust Funds that Con-
gress must act this year to resolve the growing crisis.

It is unthinkable that the Social Security program would be unable to meet
its commitments. Yet, the program is in trouble. In 1975 and 1976, the system
paid out $4.8 billion more than it took in-from payroll taxes from employers,
employees and the self-employed. These deficits are expected to reach $5.6
billion this year and $6.9 billion in 1978. Although Social Security is a pay-as-
you-go system in which payout is expected to approximately equal income,
deficit spending is made possible by relying upon modest surpluses in the trust
funds. In light of recessionary conditions during 1975-76 this was an appro-
priate use of the trust funds. However, with the economy improving and trust
fund balances diminishing we must not and cannot continue this practice.

As described by the Trustees in their annual report for 1977, expenditures
are projected to exceed Income in 1977 (as was the case in 1975 and 1976) and

2 each year thereafter. Unless legislation is enacted to provide additional reve-
* nues, the disability insurance trust (D I) will be exhausted in 1979, the old-age

and survivors insurance (OASDI) trust fund in 1983 and the hospital insur-
ance (HI) trust fund in the late 1980s'. Should the economy turn downward,
these projected insolvencies will be upon us much sooner. (See exhibit 1.)
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While several factors have combined to produce the short-term problem, high
levels of inflation and unemployment have combined to Increase benefits and
cut tax collections.

In the long-range, outlays from OASDI trust funds are estimated to exceed
income in every calendar year from 1977 to 2051. Under an intermediate set of
economic assumptions, the Trustees project that the annual deficit will average
about 8.2 percent of taxable earnings over the entire 75-year period. (See
exhibit 2.) This is equivalent to an annual deficit of $00 billion if based on
tie 1977 taxable payroll.

This long-term revenue crisis is primarily due to a combination of inflation,
demographic changes and basic weaknesses in the benefit computation proce-
dures of the system.

(a) Inflation.-Since Congress amended the Social Security system in 1972,
inflation and unemployment have increased beyond the expectations of most
analysts, including the actuaries for the OASDI trust funds. As a consequence,
the current long-range financing plan overestimated revenues and underesti-
mated expenditures.

(b) Domographic changes.--Complicating the financial future even more is
the fact that current demographic projections indicate a continuing low birth-
rate. This will mean that fewer persons can be expected to enter the workforce
and pay the taxes to provide benefits for a growing retired population. Because
of these trends, the number of social security beneficiaries for every hundred
workers paying social security taxes will climb from about 30 per 100 tii.
year to more than 50 per 100 by the middle of the 21st century. (See exhibit 3.)

(c) Benefit weakn 88es.-A third source of the prospective-deficit is found
within the benefit structures of the system itself. A serious unwitting flaw in
the 1972 amendments will very likely result in many future retirees drawing
more in monthly benefits than their pre-retirement monthly wages. (See ex-
hibit 4.)

EXHIBIT 1
SOCIAL SECURITY TRUST FUND RESERVES UNDER CURRENT LAW

ICOMSINED SASISI
RESERVES AS PERCENT
OF ANNUAL OUTLAYS
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EXHIBIT 2

SOCIAL SECURITY CASH BENEFITS: COST AS A PERCENT OF PAYROLL

30% 19.2%
30% Averag

Cost

20%

Present low tax rates (Average: I1 .0%)

10%

l I . .. I I I . . . I . . . . . .. . I

,1970 1990 2010 2030 2050

EXHIBIT 3
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EXHIBIT 4

SOCIAL SECURITY BENEFITS UPON RETIREMENT AS A PERCENT OF EARNINGS IN THE YEAR BEFORE
RETIREMENT: PRESENT LAW

In percent

Without With spouse
_ - spouse over 64

1977:
Low-wage earner ............................................................ 58 88
Median-wage earner ......................................................... 46 69

200HIgh-wae ern" ........................................................... 33 so

Low-w ge erner...*. ....... I.............................................. 75 113
MedIan-wale earner ........................................................ 53 80
Hlgh-wage earner ............... ...................................... 38 57

2025:
Low-wage earner ............................................................ 94 141
Medlan-wage earner ......................................................... 63 95

205Hilh-wage earner ........................................................... 45 67

Low-wage earner ............................................................ 106 159
Median-wage earner ......................................................... 70 104
Hi.h-wasge earner .......................................................... 48 72

ECONOMIC ASSUMPTIONS

The Trustees have recognized the difficulty of making long-range cost esti-
mates with any degree of precision and have elected to present projections
based upon three alternative sets of assumptions, designated as alternatives 1,
II, 111. Alternative I Incorporates assumptions which would lead to lower
OASDI costs. Thus Alternative I is an "optimistic" set of assumptions, at
least from the point of view of OASDI financing. On the other hand, Alterna-
tive III's "pessimistic" assumptions would cause relatively greater OASI)I
expenditures, relative to tax income. An intermediate set of assumptions,
designated Alternative 1I, is selected as a compromise projection of income and
outgo which can be used as a basis for legislating program financing and as a
yardstick against which to measure actual program experience as it develops.

While it may be reasonable to assume that actual experience will fall within
the range defined by these alternatives, particularly during the first 25 years
of the projection, there can be no assurance that this will be tihe case because
of the high degree of uncertainty in long-range forecasting. Appendix I of our
testimony shows some of the assumptions made concerning tile basic economic
and demographic variables which determine the income and expenditures of the
OASDI program.

CONGRESS MUST ACT

This is tile third successive adverse annual report by the Trustees, with each
painting a bleaker picture than its predecessor. There can be no doubt about
the need for immediate attention by the Congress.

Tile failure of Congress to respond to this crisis will heighten public concern
over OASI)I's ability to continue to play a vital role in our income security
system. Indeed, some states and local governments believing that OASDI is a
poor bargain for their employees, are considering opting out of it, while other
employees, notably young workers, are having increasing doubts about the
certainty of their Social Security benefits.

ADMINISTRATION RECOMMENDATIONS

The Carter Administration has urged a series of sweeping revisions and so-
called reforms most notable of which are a hefty increase in payroll taxes-
$35 billion by 1982 of which employers would pay $30 billion-and an unprece-
dented diversion of general revenues Into the system.

We are firmly opposed to the use of general revenues or to any other depar-
ture from traditional modes of financing the Social Security program. We urge
you to reject these proposals.

On the other hand, thei-e are some aspects of the Administration's recom-
mendations which we do support. For example, we agree on the need to
decouple, revise the dependency test and raise the tax rate for the self-
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employed although we would suggest some modifications to the Administration's
proposals.

BtUSINESS COMMUNITY RECOMMENDAT0A

Guranteeing tie financial integrity of Social Security is among the highest
priorities for our nation. At stake are tih monthly benefits currently being paid
to 83 million Americans and benefits for millions of future retirees.

The business community wants a soundly financed Social Security program.
It is in our interest and that of our employees and their dependents to assure
the financial integrity of this program.

Since the business community underwrites almost one-half of the cost of this
program and since vast sums of money-at least $70 billion In added revenues--
will he needed in OAHT)I funds between now and 1982, a great deal of attention
has been devoted to devising an appropriate solution.

Our organizations recently pooled their expertise to develop a comprehensive
solution that is economically supportable and publicly acceptable. We believe
that we have that solution, and we are pleased to share it with you.

SUMMARY OF RECOMMENDATIONS

Our comprehensive proposal deals with the short-term deficit as well as the
long-range deficit. It deals with the pressing need to revise the program's
financing as well as its benefit structure. Moreover, It offers a plan, that, ilke
other proposals, relies upon tested methods of keeping Social Security on a
sound financial basis.

Our recommendation calls for Congress to act this year, 1077, on three fea-
tures of the law.

First, Congress should approve an Inrease In the tax rate of not less than
0.3 percent each on employers and employees to become effective on January 1,
1078.

Second, Congress should reestablish the OASDI tax rate on the self-employed
at the traditional level of 1 % times the tax rate levied on employees.

Third, Congress should modify the Social Securlt5 benefit computation for-
mula to eliminate the inadvertent over-adjustment for inflation that has been
in effect since 1972 for determining tile Initial benefit claims of future retirees.
This modification, known as decoupling, should be accomplished by adopting a
wage-indexed benefit formula that would restore future benefits to the wage
replacement ratios in effect prior to the adoption of the flawed 1972 benefit
formula.

INCREASED REVENUES

In retrospect, it is clear that the 9th Congress acted wisely in not increas-
ing OASI)I taxes. Such an increase in either 1975 or 1976 when the economy
was beginning its recovery wouhl have been counterproductive. At that time
we had sizable Social Security trust funds which could, and (lid, absorb the
excess of outgo over income. rhis demonstrates the importance of having ale-
quate trust fund balances.

Today, the situation is different. The economy is inherently strong and can
absorb a broadly distributed payroll tax increase without serious implications.
The trust funds should now be restored to adequate balances.

There is universal agreement that there are only three general methods of
increasing revenue into the Social Security trust funds. These are: (1) an
increase in the taxable earnings base; (2) ant increase In the tax rates; and
(3) the introduction of monies into the system from sources other than Social
Security taxes, the most likely source being general revenue.

Arguing on behalf of a tax rate increase is not an enjoyable undertaking.
Nobody wants to pay more taxes-vmployers included. At issue Is not whether
we increase social security revenues, but how they are to be raised and who
will pay the added taxes.

Various combinations of the three metlhnds art, possible, but we have con-
cluded that the optinum solution is to raise the tax rate for employers, em-
ployees, and the self-employed. In arriving at our position, we considered other
proposals but rejected then in favor of a modest tax rate Increase.
1. Support for lam rate tncrcase

We recommend a modest 0.3 percent increase in the OASDI tax rate so that
all who contribute to Social Security will share equally in the added tax. This
Is the most responsible course of action.
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It Congress adopts our recommendations, the Social Security program will,
over the next 10 years, neet its self-imposed standard: Disbursements should
about equal revenues. Instead of a projected deficit In the combined trust funds
of $174 billion, these modest steps will result in a $32 billion positive balance.
As a result, neither the disability insurance trust fund nor the old age and
survivors Insurance trust fund will be exhausted. Moreover, Congress would
.then have ample tine to thoroughly review the Social Security program and to
-co.slder more fundamentul revisions.

Exhibit 5 illustrates the impact of our recommendations and compares these
with current law and the Adlministration's proposals. (See exhibit 5.)

EXHIBIT 5.-ESTIMATED OPERATIONS OF THE OASI AND DI TRUST FUNDS, COMBINED, DURING CALENDAR YEAR
1977-87 UNDER PRESENT LAW AND UNDER THE PROGRAM AS MODIFIED BY THE ADMINISTRATION'S PRO-
POSALS AND THE BUSINESS COMMUNITY PROPOSALS

lin billions of dollarsil

Income Outgo Net Increase In funds

Admin. Admin- Admin-
Present Istration Business Present Istration Business Present Istration Business

law proposal proposal law proposal proposal law proposal proposal

Calendar year:
1977 ......... 82.1 82.1 82.1 87.7 87.7 87.7 -5.6 -5.6 -5.6
1978 ......... 90.7 98.0 96.3 97.5 97.4 97.4 -6.9 .6 -1.1
1979' ........ 99. 5 108.5 106.4 107.4 107.1 107.0 -7.9 1.4 -. 6
1980' ........ 108.9 121.3 116.9 118.0 117.4 116.3 -9.1 3.9 .6
19813 ...... 117.4 134.1 127.0 128.9 128.0 125.7 -11.5 6.1 1.3
1982' ....... 125.2 144.7 136.0 140.1 138.7 135.1 -14.9 6.0 .9
1983, ........ 132.9 155.1 145.5 152.1 149.9 144.7 -19.2 5.2 .8
1984 ........ 140.7 165.7 155.4 165.1 162.1 155.1 -24.4 3.6 .3
1985' ........ 148.4 184.8 165.7 179.2 175.4 166.3 -30.9 9.4 -. 6
1986' ........ 156.2 198.3 176.3 194.4 189.4 178.2 -38.2 8.9 -1.9
1987' ........ 164.4 211.7 188.0 210.5 204.4 191.3 -46.2 7.2 -3.3

,Including the effect of the revised dependency test for auxiliary and survivor benefits as proposed by the administration.
Because It Is estimated that the DI trust fund will be exhausted In 1979 under present law, the figures for 1978-87

under present law are theoretical.

Exhibit 6 compares the trust fund balances under current law, the Administra-
tion's proposals and our proposals. (See Exhibit 6)

EXHIBIT 6

COMPARISON OF COMBINED OASDI TRUST FUND BALANCES UNDER PRESENT LAW, ADMINISTRATION'S AND
BUSINESS PROPOSALS

[Dollar amounts In billions]

Funds at be inning of year -
Funds at end of year as a percentage of outgo during year

Administra- Business Administra- Business
Present law tion proposal proposal 4 Present law tion proposal proposal

Calendar year:
1977 ............... $35. 5 $35. 5 $35.5 47 47 47
1978 --------------- 28.6 36.1 39.4 36 36 36
1979, .............. 20.7 37.6 33.8 27 34 32
1980' .............. 11.6 41.5 34.4 18 32 29
1981' .............. .1 47.6 35.7 9 32 27
1982 .............. -14.8 53.6 36.6 ( 34 26
1983' .............. -34.0 58.9 37.4 (3) 36 - 25
1984' .............. -58.4 62.5 37.7 36 24
19851 -............. -89.3 71.9 37.1 36 23
1986' .............. -127.4 80.8 35.2 38 21
1987' .............. -173.6 88.0 31.9 40 18

I Because it Is estimated that the DI trust fund will be exhausted 'n 1979 under present law, the figures for 1979-87
under present law are theoretical.

s Less than 0.5 percent.
3 Funds exhausted.
I Including the effect of the revised dependency test for auxiliary and survivor benefits as proposed by the administration.

g
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A tax rate increase is a visible and constructive response to the short-term
financing crisis. People will know what they are paying for and have renewed
confidence in OASDI's future. We believe that it is also important to stress the
desirability of maintaining a tax rate structure that treats employers and
employees equally while requiring the self-employed to contribute taxes at a
level 1h times that of the contributions of other covered workers. This too will
help to insure continued public support for Social Security.

Raising the tax-rate is sometimes unjustly criticized as a regressive step,
but this point fails to take into account the highly progressive nature of Social
Security benefits. Increasing payroll taxes is also said to have an employment
disincentive effect. However, our proposal will produce less than a $1 per week
tax increase for most workers. If there is concern about the effect that the
cumulative tax increase on employers would have on employment, Congress
could offset this OASDI payroll tax increase with a decrease in the unemploy-
ment insurance tax rate as suggested by the Chamber to this Committee earlier
this year in testimony on H.R. 4800 and S. 604.
2. Oppo8 earnings base increase

An alternative to the tax rate Increase would be an increase in the taxable
earnings base beyond the scheduled maxicum of $17,700 in 1978 and automati-
cal4y adjust that amount thereafter. Variations of this suggestion include the
Administration's proposal to remove the limit on the employer's taxable wage
base while raising the employee base by only $2,400.

We cannot support this alternative. The maximum taxable earnings base
should not be used as a convenient method to meet short-term financing
problems.

Earnings base Increases are not fully cost effective. First, very little revenue
is gained. Second, as a result of the ad(litional tax, high-wage employees are
credited with additional benefits, turning short-term revenues gains Into defleits
in later years. Fin-ally, increasing the taxable wage base results in narrowing
the role of private retirement savings efforts. The threat such an increase
poses to the long-range future of private pension systems, and hence to a
major source of equity capital for American industry, is substantial.

Under the Adminiration's proposal, the cap would be removed only on the
wage base to which thu employer's share of the Social Security tax is applied.
The base would rise in stages for employers to the entire amount of the em-
ployee's wage by 1981.

The purpose of this separation is to raise tax revenues without at the same
time raising future benefit entitlements, since entitlements are keyed only to the
earnings on which employees pay taxes. The rising cost of Social Security to
employers reduces their contributions to private pension systems. It is not
suggested that companies would actually scrap such systems, but the relative
role of private pensions would be likely to diminish.

The Administration's proposals are more symbolic than substantive. Em-
ployees do not go unscathed when taxes are Imposed on employers. Business
must pass on these costs. The public ultimately foots the bill.
3. Opposition to u8e of general revenues

The Administration is caught In the bind between mounting trust fund defi-
cits and the desire to fulfill President Carter's campaign promise to solve the
crisis without raising the taxes paid by low and moderate income workers.
Consequently, it has proposed to use general revenues to make up for the loss
of revenues caused by the high-level of unemployment in recent years.

The use of general revenues to help finance Social Security benefits will not
restore financial soundness to the system; it will have just the cppos!te effect.
Borrowing from one deficit to cover another deficit can hardly be described as
a solution. Nor can it be dismissed as a mere juggling of figures on the books.
Looked at honestly, it will Involve raising income taxes or increasing the public
debt.

We note another deficiency in this proposal. According to testimony before
this Subcommittee by HEW Secretary Califano, the Administration proposes
to subsidize the Social Security trust funds to the extent necessary to replace
the Social Security taxes that are lost when the unemployment rate exceeds
6 percent. The Secretary estimated that for the period 1975-78, this would
involve $14.1 billion. The transfers would be made in 1978-80 in three annual
installments of $6.5 billion, $4.3 billion and $3.3 billion.
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This estimate was quetioned by Dr. Robert J. Myers, former chief actuary
for the Social Security program and currently Professor of Actuarial Sciences
at Temple University. In verifying-the computations, Dr. Myers found that the
government's methodology produced a result that was about three times higher
than the actual experience in 1975 and 1976 produced. Dr. Myer's calculations
are shown in exhibit 7.

EXHIBIT 7

ACCURACY OF ADMINISTRATION'S "UNEMPLOYMENT TAX LOSS" PROJECTIONS

IDollar figures in millions

Calendar year-

1975 1976

I. Taxes estimated In 1974 trustees report ................................... .$66, $73, 34
2. Actual taxes ............................................................. $64 259 $7,595
3. Unemployment rate estimated in 1974 trustees report (percent) .................... 5.8 4.9
4. Actual unemployment rate.... .................................... 8.5 7. 75. "Tax loss" according to administration ............................... $5,205 $6,014
6. "Tax loss" if structly proportional to unemployment .............................. $1, 735 2. 0057. Actual 'tax lost ................ ............................................ $1,825 11,749

Irrespective of the mathematics of the general revenue subsidy, the critical
concern must be with the proposed departures from traditional funding prac-
tices. In 1953, Congress adopted the principle of self-support for Social Security.
Briefly, this principle meant that, over the long run, no general funds-no
"needs test" money-would be used to pay for benefits. All costs would be met
from payroll taxes levied on employers and employees and from interest cred-
Ited to the trust fund.

Each time Congress liberalized the program-by Increasing benefits, by mak-
ing them easier to get, or by adding new kinds of benefits--taxes were raised
enough so that projected income and benefit costs (including administrative
expenses) would be about equal, over the long run. Moreover, when any "ac-
tuarial" deficits arose, Congress raised taxes enough to maintain the program
on a self-supporting basis.

Success for this method of financing depends upon the willingness of today's
and tomorrow's workers to pay the full cost of benefit commitments made by
Congress. If Congress were to introduce general-revenue financing, we would
no longer have this essential self-discipline. Moreover, the introduction of gen-
eral taxpayer subsidies would destroy the "earned benefit concept" of Social
Security since benefits would no longer be tied to contributions by workers and
their employers. With general taxpayer subsidies, benefits would increasingly
be subjected to the "needs considerations" typical of welfare programs. We
doubt that American workers want a welfare retirement program.

Advocates of general revenue financing cite the rapid growth in payroll taxes
and -the negative Influence that this has on employment. But, checking the
growth of payroll taxes via general revenue financing of Social Security is the
least desirable and most controversial means of doing so. A more desirable
method of increasing revenues without undermining the system would be to
include member of Congress and federal employees in Social Security. The
addition of 2% million employees to the OASDI tax rolls would add about $2.5
billion annually in revenues. Mandatory coverage of all state and local em-
ployees would also add to OASDI revenues.

DECOUPLING

Increasing Social Security revenues via a tax rate increase as we suggest
will solve the short-term financing problems and help toward meeting the long.
range deficit as well. But solving the long-range deficit will require something
more than moderate increases in Social Security taxes. Unless something is
done to correct the over-adjustment for inflation that is now occuring with
respect to initial benefit computations, future workers and their employers will
face the prospect of a 30 percent OASDI payroll tax or about three times the
combined tax paid by current workers and employers. (See exhibit 8.)
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EXHIBIT 8 -o

PROJECTED LONG-RUN COSTS AND EXISTING TAX RATES
FOR OASDI, AS A PERCENTAGE OF TAXABLE WAGES --

Percent of Tsxeble Wages
30
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This is an unacceptable prospect which everyone wants to avoid. Fortunately,
there is a near-unaninous agreement on how to avert this result. Because
almost half of the long-range deficit is due to a faulty mechanism for adjust-
lug benefits for inflation, there is an alternative to ever-increasing payroll

-taxes. This alternative is "decoupling."
Under the Social Security benefit formula written into law in 1972, an unin-

tended escalation in benefit levels for future retirees is likely to occur under
economic conditions. This is generally referred to as over-indexing for inflation,
however, this does not apply to the present procedure for increasing benefits for
persons already drawing Social Security.

Under the present system, future benefit amounts are affected by increases
i--n the Consumer Price index as well as by increases in the worker's earnings.
This "coupled" approach to determining future benefits tends to over-adjust for
inflation under the type of economic conditions that we are currently experi-
encing and are likely to have in the forseeable future. As a result, the initial
benefit amounts for future retirees will rise faster than th3 wages on which
they are based. Thus replacement rates-Social Security benefits as a percent-
age of final-year earnings--will rise in the future. If this situation is not cor-
rected, many future retirees would get benefits that exceed their highest pre-
retirement earnings. (Refer back to exhibit 4.)

We recommend that the present "couI)led" benefit structure Ie "decoupled"
in a way that would stabilize replacement rates at roughly 1970-71 levelI. The
computation of Initial benefit amounts for workers retiring in the future would
be separated from the automatic adjustment of l)eneflt levels based on increases
in the Consumer Price Index for people already on the rolls. In effect, future
retirees' initial benefitss would be tied to wage levels alone and not to both wages
and the CPI as has been the case under the automatic adjustment provisions
in current law.

Wage replacement rates in effect before 1972 should be reestablishd. By so
doing, the cost of future benefits will be reduced but a reasonable level of
benefits will be maintained. The decoupling proposal advanced by the American
Council of Life Insurance (ACLI) would make this change and is preferable to
the decoupling proposal suggested by the Administration which does not restore
replacement rates to pre-1972 levels. (See exhibit 9.)
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Exauiri 8.-Wage indexing at reduced replacement rate level compared to
administration wage indexingACLI proposal: Percent

Average medium-range cost (1977-2061)------------------------11.0
Average medium-range revenue --------------------------------- 9. 9
Average medium-range deficit -------------------------------- 1. 1
Average long-range cost (1977-2051) --------------------------- 7
Average long-range revenue ------------------------------------ 11.0
Average long-range deficit ------------------------------------- -2. 7

Proposal recommended by Carter administration:
Average medium-range cost (1977-2001) ...---------------------- 11.7
Average medium-range revenue ------------------------------- 9. 9
Average medium-range deficit ----------------------------------- 1. 8
Average long-range cost (1977-2051) ---------------------------- 15. 1
Average long-range revenue ------------------------------------ 11 0
Average long-range deficit -------------------------------------- 4. 1

Our organizations are In agreement that there is an urgent need to act this
yqar on decoupling. Any further delay will result in additional double indexing
and unwarranted and inequitable increases in the wage replacement ratio.

Social Security was established as a "floor of protection" for retirement
income security.' Each generation of retirees should have the same relative floor
of protection, i.e., the same ratio of monthly beneilts to pre-retirement monthly
earnings as the last generation. Because we support the floor of protection
concept and the constancy of replacement ratios, we have endorsed the A('I
formula for decoupling. Of all the decoupling formulas that we have examined,
this comes closest to accomplishing these objectives.

COi;CLUSION

We thank you for this opportunity to testify and we would welcome any
questions you might have about our recommendations.

APPENDIX I
VALUES OF SELECTED ECONOMIC AND DEMOGRAPHIC FACTORS UNDER 3 ALTERNATIVE SETS OF ASSUMPTIONS,

CALENDAR YEARS 1977-2051

Average
Percentage increase in average annual annual un- Total

employ, fertility
Calendar year Wages CPI Real wages I meant rata rate 2

Alternative I:
1977 ....................................... 8.4 6.0 2.4 7.1 1,709.9
1978 ...................................... 8.2 5.3 2.9 6.3 1,685.9
1979 ....................................... 7.9 4.6 3.3 5.6 1,662.0
1980 ....................................... 6.6 4.1 2.5 5.0 1 670.2
1981 ....................................... 5.8 3.4 2.4 4.5 1:710.5
1982 ................................... 5.3 3.0 2.3 4.5 1,750.9
1983 ....................................... 5.25 3.0 2.25 4.5 1,791.2
1984 and later .............................. 5.25 3.0 2.25 4.5 a 2,300.0

Alternative II:
1977 ....................................... 8.4 6.0 2.4 7.1 1,709.9
1978 ....................................... 8.1 5.4 2.7 6.3 1,685.9
1979 ....................................... 7.8 5.3 2.5 5.7 1,662.01980 ....................................... 7.1 4.7 2.4 5.2 1,662.9
1981 ....................................... 6.4 4.1 2.3 5.0 1 688.8
1982 ....................................... 6.0 4.0 2.0 5.0 1,714.7
1983 ....................................... 5.75 4.0 1.75 5.0 1 740.5
1984 and later .............................. 5.75 4.0 1.75 5.0 ' 2100.0

Alternative III:
1977 ....................................... 8.4 6.0 2.4 7.1 709.9
1978 ....................................... 7.9 5.7 2.2 6.4 685.9
1979 ....................................... 8.1 7.6 .5 6.6 1,662.0
1980 ....................................... 8.2 5.9 2.3 6.6 1,648.4
1981 ....................................... 7.0 5.1 1.9 6.3 1,645.2
1982 ....................................... 6.5 5.0 1.5 6.0 1,642.1
1983 ....................................... 6.25 5.0 1.25 5.6 1,638.9
1984 and later .............................. 6.25 5.0 1.25 5.5 '1,700.3

1 Expressed as the difference between percentage increases In average annual wages and average annual CPI.
IAverage number of children born per 1,000 women In their lifetime.
eThis ultimate total fertility rate is not attained until after 1984. See app. A of the OASDI trustees report for mes

detailed Informations.



275 \

Senator LoG. I will next call Mr. James M. Hacking, assistant
legislative counsel of the American Association of RetiredPersons-
National Retired Teachers Association, accompanied by Thomas C.
B orzilleri, senior staff economist, and Ralph Borsodi, economic con-
sultant.

STATEMENT OF lAMES M. HACKING, ASSISTANT LEGISLATIVE
COUNSEL OF THE AMERICAN ASSOCIATION OF RETIRED PER-
SONS-NATIONAL RETIRED TEACHERS ASSOCIATION, ACCOM-
i'ANIED BY THOMAS C. BORZILLERI, SENIOR STAFF ECONOMIST
AND RALPH W. BORSODI, ECONOMIC CONSULTANT

Mr. I-AcKI N. You already have our statement. Before I proceed
with the summary, there is one housekeeping chore I would like, with
your'permission,, to take care of.

On page 14 of my statement, halfway down the page, there is a
figure ". 1 percent." It should have read "6.1 percent."

" While the immediate need of OASDI is additional financing, ulti-
mately the programs need to be restructured if they are to serve the
future generation of older persons as-well as they are serving the
current one.

We welcome the administrations', eight point financing package.
The short- and long-term financial imbalance situation it addresses
has continued to deteriorate and that, in turn, has spawned increas-
ing anxiety among both beneficiaries and working contributors. We
opposed last.year's "do nothing" policy option and would object
strongly to any further delay.

Moreover, we would oppose as any legislation that would merely
a~low the reallocation of assets between the OASI and DI trust funds
such that they would be timed to topple over simultaneously but at a
date somewhat later than the 1979 date on which the DI fund is now
expected to run dry.

While our chiefconcern is assuring that benefits continue to be
paid without interruption, we are also concerned over the equities
and economic consequences of the financing package that is needed to
assure that end.

We feel that there is an urgent need to circumscribe, to the extent
possible, those areas of uncertainty which have become part of

* OASDI and have made sound financial planning virtually impossi-
ble. If replacement ratios and program costs are permitted to wander
up and down the charts like stockmarket averages under the influence
of the movements of wages, prices, and unemployment over time,
neither the individual nor the Government can make proper financial
plans. The present "coupled" system-a Rube Goldberg product-
simply precludes sound financial planning.

Another area of uncertainty that must be narrowed is the unpre-
dictable future costs of automatic benefit adjustments which are tied
to annual inflation rates that have been historically high and erratic.
For the last 2 years, our associations have proposed defraying the
"net" benefit cost of automatic benefit increases, to the extent that
they exceed 3 percent a year, out of general revenue.

95-197-77-19
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The point here is that the maximum 3 percent assumption creates
a predictable basis for planning the payroll tax revenue needs of the
system over time and planning for ultimate trust fund levels.

Another area of uncertainty arises as a result of the business cycle.
Recessions happen. And when they do, they cut into the levels of tax
revenues flowing into the system. The trust fund mechanism that has
been used to compensate for this kind of uncertainty no longer seems
adequate to deal with the simultaneous consequences of historically
high, and continuing, rates of inflation and unemployment.

While we recognize that there are many other areas of uncer-
tainty-such as mortality, migration, and fertility, rate&-these fac-
tors are much more predictable and much more readily accommodated
in terms of financial planning. Our objective is to circumscribe those
economic areas of uncertainty that are hard to predict, erratic in
nature, and extraordinarily damaging to the financial viability of
programs on which 33 million people depend. The system must be
insulated, to the extent possible, from these.

With respect to the specific pieces of the administration's package,
we endorse the proposed countercyclical use of general revenues on
the grounds that, of the options available, it makes better economic
sense and, by acting as an automatic stabilizer, it would assist finan-
cial planning for the system by curtailing an area of uncertainty. In
the process, it would stabilize trust fund levels--an objective we deem
essential to restoring and maintaining public confidence in the system.

We do not, however, support the administrations' proposal to allow
a trust fund level to decline to one-third of a year's disbursements.
We think a minimum equal to one-half of a year's disbursements is
essential not only for public confidence, but also for the accommoda-
tion of future unforeseen financial problems on which Congress must
have time to act.

Senator LONG. Even though there was a general fund guarantee?
Mr. hAcKING; Yes; even so. It has been some years since we have

been confronted with a financing crisis in social security, and Con-
gress still has not acted.

To offset the revenue consequences of this position with respect to
trust fund levels, we would again urge the use of General Treasury
funds tied to the cost of the above-3 percent portion of automatic
benefit adjustments.

Senator Nr.LsoN. What is that again? Use the General Fund?
Mr. HACKING. To finance the a bove-3 percent portion of automatic

benefit adjustments.
What we are calling for is two automatic stabilizers to narrow two

areas of unci tainty.. one with respect to the cost of the automatic
benefit adju. .nent over 3 percent; the other with respect to payroll
revenues that are lost when unemployment rates rise above the
6-percent level.

The former is a proposal that we advanced last year and the year
before on the House side. Both are intended to facilitate present
financial planning for the future needs of the programs.

With respect to the proposed changes in taxable wage base levels
for employers and employees, our associations endorse them. Given
the short-term OASDI revenue needs, these changes would help to
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produce those revenues in a reasonably equitable manner that makes
better economic sense at the present time than other alternative policy
options.

Two other pieces of the financing package that we endorse are the
increase in the payroll tax rate for the sell-employed and the reallo-
cation of a portion of the already scheduled HI rate increases. With
respect to the latter proposal, we would point out that the enactment
of the administration's Hospital Cost Containment Act makes the
rate reallocation a "safe" thing to do.

Our associations are vigorously supporting the cost containment
initiative, and we hope that this committee will be mindful that this
piece of the social security financing package is intertwined with cost
containment when that legislative measure comes before you.

Before turning to the longer range pieces of the package, we would
like to state that legislation must be enacted soon to curtail those
elements in the DI program that operate as strong incentives to
come on the rolls and stay on. Incentives must be provided to move
persons off the rolls and back into productive activity.

Moreover, DI administration must be made more uniform- the
definition of disability-which is apparently applied in a highly
subjective manner-must be made more objective in application; and
far greater efforts must be made with respect to vocational rehabilita-
tion. We urge close consideration of H.R. 8057.

Our associations believe that public policy in this country has fos-
tered dependency, especially among the elderly, to the saturation
point. A CBO study released last January and revised last month
clearly demonstrates that, if it were not for the cash and in-kind
benefit public transfer programs, 60 percent of the elderly family
units would have been below the subsistence-based, official poverty
level last fiscal year.

Senator NELsoN. Sixty percent what?
Mr. HACKiNG. Of all family units beaded by a person age 65 or

older. That just shows you the lack of attachment the elderly now
have to the labor market.

The point we want to make is that demographic trends demand
that those public policies like mandatory retirement and the social
security retirement test that discourage work effort and foster de-
pendency among the elderly, must be phased out and be replaced

S.. with incentives to increase work effort and decrease dependency.
With respect to the administration's decoupling proposal, our

associations support decoupling and the wage indexing approach
because it would stabilize replacement ratios over time. That we
deem essential to sound financial planning.

We oppose price indexing because replacement ratios would fall
and that would likely increase the incidence of poverty among the
future elderly.

Unfortunately, the administration's decoupling proposal under-
scores the major shortfall of the entire package. It is solely a financ-
ing package that assumes the perpetuation of the existing structure
over time.

Our associations would have liked to use decoupling legislation as
a vehicle for long-term reform. While we agree that the social secu-
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rity system must be decoupled and support a wage-indexing ap-
proach, we do' not agree that the benefit formula under such a
decoupled system should produce replacement ratios roughly equiva-
lent to those presently prevailing or that those ratios should vary
inversely with average earnings/contributions.

We believe present'replacement ratios are inadequate to assure a
living standard during the later years of life that is at least com-
parable to that of the middle years.'

Moreover, we believe the benefit formula should be much less
heavily- weighted-perhaps it should ibe proportional to contribu-
tions-to deemphasize the "floor-of-protection" function and empha-
size instead the pension function by bringing about better correlation
between contributions and benefits. , I

Senator NELSON. How would you raise the money to do that?
Mr. HACKIN. There would be considerable savings by eliminating

the weighted benefit formula and redistributing this so it is equal,
across-the-board. Whatever you would derive in future benefits would
be directly related to what you had contributed.

You can set your replacement ratio at some fixed figure, say 50
percent or 55 percent, then see what it would cost. Because there are
trade-offs here, there could be established a future replacement ratio
that assures the maintenance of living standards but, combined with
other changes, would not result in program costs in excess of those
presently projected for a decoupled OASDI program.

One of the problems of the system right now is that, for historical
reasons, it has been used to try to reach conflicting goals. Since a
new policy tool-the supplemental security income program-now
exists, it should be used to perform the minimum income protection
function.

Another advantage of an unweighted benefit formula is that it
would deny the accruing of a windfall component in benefits awarded
in the future to present employees who are able to split their employ-
ment histories between social security covered employment and em-
ployment covered by a nonsocial security-integrated retirement
system.

As you recall, back in 1974 one of the major factors that almost
destroyed the Railroad Retirement System was the effect of dual
benefits and the windfall components of dual benefits on the financial
interchange existing between Railroad Retirement and social security.
We are recommeding something be done about this effect on the
social security system as well.

Once an eligible individual comes onto the social -security rolls, the
benefit should of course be cost-indexed automatically in accordance
with the movement of prices. However, we urge that a special elderly
CPI be established that reflects the market basket of goods and serv-
ices that the elderly-rather than urban, wageearners and clerical
workers--consume and that this special index be used to adjust bene-
fit levels. Also, we believe that something should be done to compen-
sate for Ienefit level purchasing power losses due to time lags.

Finally, our associations do not support the administrations pro-
posed acceleration of the 2 percent increase in payroll tax rates
scheduled for the year 2011. We are calling for -a restructuring of
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the system and we believe that this proposal would be better viewed
in that context.

In conclusion, Mr. Chairman, -with the exceptions mentioned, our
associations endorse the administration's financing package as a rea-
sonable approach to the short- and mid-term financial imbalance
problem of the system. However, it must be recognized as merely a
package to finance the system as presently structured.

Our associations cannot support the perpetuation of the programs
structured over the long term because we recognize that they would
not meet, in an efficient economically sound, equitable and cost-
effective manner, the needs of the future elderly population.

We are disappointed that the administration did not-or was not
able to-expand its package to include proposals with respect to the
benefit structure, the coverage issues, the retirement test, the sorting
out of the welfare, social adequacy, and pension aspects of the sys-
tems--and related and supportive systems-the problems of accruing
windfalls to persons able to split their employment histories between
different systems-except to correct the consequences of the recent
Supreme Court decision in the Goldfarb case-and reform of DI. ,

While we recognize the urgent need to shore-up the programs finan-
cially, the Congress cannot begin too soon to recast the present system
to accommodate labor force and demographic trends that are clearly
visible. Long transitional periods are needed to bring about major
changes in OASDI. We cannot wait until the consequences of present
trends are near at hand. An atmosphere of impending crisis is not
conducive to the making of informed policy decisions.

Senator NELsoNr. I agree with what you had to say about the dis-
ability insurance program. The DI program has expanded dramati-
cally. It has disincentives to get off disability, to go to work. There
are probably very few standards as to who is eligible for disability,
but the fact remains that the DI fund will be depleted in a year.
While I agree with your criticisms of the program, we must now con-
centrate on the immediate problem of financing.

I don't think we have time to do something about that now. I
think we should have hearings this fall on the disability fund and
try to redesign it at that time, but in terms of trying to do that now
and passing such a reform measure before adjournment date, I don't
think it's possible, do you?

Mr. HACKING. No, Senator. We think immediate action is needed
to deal with the financing issues. We have been urging that for 2
years. But then this subcommittee should proceed to look at DI very
closely and then at all the elements of OASDI. They are all tied to-
gether like scrambled eggs. Somebody is going tohave to come along
and sort these things out, sort out disability insurance from old age
insurance, and maybe take old age insurance and make it into a pen-
sion system. Sort out some of those aspects that are in OASDI and
put them other places, like in SSI where they can be performed effi-
ciently and cost effectively.

These things cannot be done overnight. We understand that. But
certainly, we have to begin looking at them right now. We cannot
wait until 1985 or 1990 to be looking at the problem, because by then
the demographic trends will be upon us and things will get out of
control.
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Senator NzETsow. Plus, as you know, the decoupling has to occur
this year.

Mr. HACKING. It gets worse every year. We know.
Senator NELSON. Senator Packwood?
Senator PACKWOOD. I have no questions, Mr. Chairman.
Senator NELSON. Thank you very much. We appreciate your taking

the timd to come.
[The prepared statement of Mr. Hacking follows. Oral testimony

continues on p. 292.]

STATEMENT OF THE NATIONAL RETIRED TEACHERS ASSOCIATION AND T1lE
AMERICAN ASSOCIATION OF RETIRED PERSONS

Mr. Chairman: I am James M. Lacking, Assistant Legislative Counsel for
the 11 million member National Retired Teachers Association and the American
Association of Retired Persons. With me are Thonas C. Borzllleri, our Senior
Staff Economist and Ralph W. Borsodi, one of our economics consultants. As
spokesmen for the large organizations of older people in the country, we are
here to comment on the Administration's eight point social security financing
package and offer a few thoughts for future action. While the immediate need
of the cash benefit programs is for additional financing, ultimately we believe
the programs need to be restructured if they are to serve the future genera-
tion of older persons as well as they are serving the current one.

I. THE SITUATION: FINANCIAL DETERIOBATION/INCREASING ANXIETY

In 1975, OASDI outgo exceeded income by $1.5 billion. In 1976, the imbalance
widened to $3.2 billion. For 1977, the OASDI Trustees' Report I projects a
$5.6 billion excess of outgo- over income (compared to last year's Trustees'
projection of only $3.9 billion for 1977). In addition, the long-term imbalance,
expressed as a percentage of taxable payroll has been widening from year-to-
year. It now stands at 8.2 percent. 2 Last year it was projected at a level of
7.96 percent. The 1977 Trustees' Report concludes that in every year in tile
short (5 years), intermediate (25 years), and long term (75 years) projection
periods, OASDI outgo will exceed income. If no additional revenue is supplied,
the DI trust fund will be exhausted In 1979; the OASI trust fund will be
exhausted at some point during the years 1982 to 1984.

Speaking on behalf of our members, we avoid expressing exaggerated concern
over social security's financial integrity. The vast majority of our members
hold the correct view that our country remains financially strong, that a
solemn covenant exists between younger and older generations, and that the
government, the guardian of that covenant, assures that commitments made
under social security will be kept.

Nevertheless, persistent reports of crisis in social security financing and the
repetition of distorted prophecies by assorted doonsayers who grab headlines
at every opportunity cannot but create increasing anxiety on the part of both
beneficiaries and working contributors. For two years, our Associations have
urged that action be taken to bring system Income and outgo into balance. We
strongly objected to last year's "do nothing" policy option.

We welcome the Administration's financing proposals for a number of rea-
sons. First, they would go far to restoring a shaken public's confidence in tihe
system. Second, we find them reasonably equitable, economically preferred ind
legislatively viable. Third, they are much more in accord with the flnamcillg
proposals that we have been advocating for the last two years. Finally, they
are a welcome contrast to the preceding Administration's rather woodenhended
and legislatively unacceptable suggestions.

We flatly oppose any further temporizing with the system's financial proi-
lems. New approaches are needed which squarely meet the shortcomings of
past financing procedures. We believe the Administration has supplied a pack-
age of thoughtful suggestions. They deserve careful consideration.

While our chief concern is assuring that benefits continue to be paid without
interruption, we are also concerned over the equities and economic policy
consequences of the financing package that is needed to assure that end.

3 1977 OASDI Trustees Report.
2 See table II in appendix, p. 27.
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11. CIRCUMSCRIBINO AREAS OF UNCERTAINTY

Our Associations endorse tile Administration's financing package (with two
exceptions). Not only does it assure benefit payments, but its proposed counter-
cyclical use of general revenues and its mechanics for decoupling reduce (if not
eliminate) a good deal of the uncertainty which has become part of the basic
law and has made sound financial planning for the system virtually Impossible.

a. Conscqucnces of the present coupled system
The primary function of social security is replacement of income de to

retirement-the quasi-pension aspect of the system. Since that is the case,
contributors should know approximately what to expect from the system in
the future by way of benefits (not only because they are entitled to know what
their expected rate of return will be on their contributions, but also because
they cannot adequately plan for retirement if they cannot estimate what por-
tion of their retirement-living expenses will be met by social security pay-
ments). If replacement ratios, and ultimate cost of the system) wander up and
down the charts,3 like stock market averages neither the individual nor the
government can make proper financial plans. Reasonably stable replacement
ratios are fundamental to sound pension planning.
b. Inflation: Its financial planning conscquences

A second area of great uncertainty in planning for social security ilnancing
is the cost of adjusting the program for price changes created by the falling
value of the dollar. Although the federal government has assumed (and rightly
so) the responsibility for maintaining the purchasing power of benefits over
time, the cost of automatic benefit adjustments to meet that responsibility is
so completely unpredictable that private pension systems and most public eni-
ployee systems at the state and local level ignore the issue or provide only
limited protection.

Back in the 1960's, conventional economic wisdom tended to endorse increas-
ing rates of inflation-at a range of 2 to 3 percent per-annum as normal condi-
tions. That kind of creeping Inflation could at least be accommodated. How-
ever, the public Is now becoming slowly accustomed to accepting rates of 5 to
6 percent-the so called "hard core"-as normal. Neither we nor the system's
trustees have any reason to believe that price inflation will be brought under
control any time soon. Indeed, we expect inflation to continue to e eratic and
expect it to be of the trotting variety-if not of the galloping varley.

Because inflation is certain, if unpredictable in amount, our Associations
have, for the last two years, proposed that federal general revenues be used to
"defray" the net benefit cost of automatic benefit increases to the extent that
they exceed 3 percent a year, with the size of the annual general revenue con-
tribution determined as follows: First, the aggregate cost for each fiscal year of
the "above-three-percent-part" of automatic benefit increases effected in that
and all prior fiscal years would be determined. Second, there would e set off
against that amount, the yield for that year from all automatic wage base
increases effected In that and prior fiscal years after deducting the cost (for
that year) of the "three-percent-part" of all automatic benefit Increases effected
in that and all prior fiscal years.

We expected that as the rates of inflation and unemployment fell and the
differential between the annual rate of increase in covered wages and inflation
Increased, the revenue generated through the automatic incrases in the taxable
wage base would eventually balance out the aggregate cost of the automatic
benefit increases in effect, thus phasing out the annual general revenue contri-
bution automatically.

Although we are now much less sanguine about economic devehIopmentA, we
still advocate funding the above-three percent portion of automatic benefit
increases out of general revenues-even if that requires a permanent infusion
to the trust funds-because of the need to reduce an area of great cost mincer-
tainty. The point here is that the three percent assumption creates a predictable
basis for planning the needs of revenue to be derived from payroll taxes over
time and planning for ultimate trust fund levels.

See tables III and IV in appendix, pp. 28, 29.
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c. The business cycle: Its consequences for financial planning
A third area of uncertainty in planning social security revenues is the busi-

ness cycle. Eliminating the cycle is apparently beyond the art of economists
and government, although large numbers regularly try to exorcise the threats
and consequences of recession and depression by repeating incantations from
the works of John Maynard Keynes.

Recessions happen. And when they do, they cut into the levels of tax revenues
needed to maintain social security payments. In the past, the OASI and DI
trust funds, which are nothing more than contingency reserve funds, were meant
to tide the system over periods of "hard times" when, temporarily, system outgo
exceeds income. In effect, they act as an automatic stabilizing element in the
economy. However, this trust fund, fail-safe approach to offset the negative
Impact on payroll tax revenues that recessions produce is no longer adequate.
Inflation and unemployment contribute to each other with a result that it is
likely to be many years before we manage to get both-inflation and unemploy-
ment back down to manageable levels. Moreover, progress In that direction
could be disrupted by any number of economic events such as world-wide com-
modity shortages, artificial increases in foreign and/or domestic energy prices
or trade embargos. We cannot realistically anticipate that all the years ahead
will be boom years for everyone, including the tax collector.
d. The non-pension aspects of the current system

Another area of uncertainty (there are others such as mortality, migration,
fertility, labor force participation, etc.) is related to the cost of social welfare
aspects of the social security programs as presently structured. If benefits were
strictly related to total contributions, an additional measures of uncertainty
would have been removed from the financial planning needs of the system. We
will address this area to a somewhat greater degree later in this statement.
e. The current situation: The product of too much uncertainty

The short and long-term financial Imbalances In the social security system
have become as serious as they have because of the enlargement of the areas
of uncertainty in social security financial planning. The Instability of benefit
levels and their extraordinary sensitivity to the movements of wages and prices
over time were unforeseen when the system was cost-indexed in 1972. The per-
sistent and historically high rates of inflation over time and the impact of
those CPI movements on benefit levels and costs were not predicted; nor was
the severity of the recession that cut so deeply into payroll "fx revenues; 1tor
were the ultimated costs of the social welfare elements that were charged to
the system.

III. THE ADMINISTRATION'S FINANCING PACKAGE

a. Contercyclical use of general revenues and trust fund Levels
The Administration has proposed a countercyclical use of federal general

revenues to replace payroll taxes lost to the system as a result of unemploy-
ment rates in excess of 0 percent. Our Associations, having for the past two
years recommended another type of countercyclical general revenue financing,
strongly endorse this proposal. Of the policy options available, it makes the
best economic sense and, by acting as an- automatic stabilizer, It would assist
financial planning for the system by curtailing uncertainty.

We feel the levels of the trust funds must be stabilized if the public--is to
have confidence in the system. We would urge that the levels of the funds be
built up (over a reasonable period of time) until they are not less than the
amount necessary to cover six months of disbursements. In this way, payments
under the system would remain certain and would allow the Congress ample
time to deal with totally unforeseen emergency financing problems in the
future. We do not, therefore, support the Administration's proposal to allow
trust fund levels to decline to one-third of a year's disbursements but we would
offset the effects of our position by adding our own countercyclical general
revenue devise tied to the cost of automatic benefit adjustments.
b. Taxable wage base increases

The Administration has also proposed changes in the taxable wage base for
employers and employees. The change in the employers' tax burden would
result from a three-step phase-out of the existing limit on the employers' wage
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base. Ultimately (by 1981) employers would pay the scheduled payroll tax rates
on their entire payrolls. Beginning in 1979, and in each alternate year through
1985 the employees' taxable wage base would be increased in $600 increments
above the level that would otherwise exist under the automatic provisions. This
would bring the wage base to approximately $80,300 by that final year. Our
Associations endorse both changes in taxable wage base levels as necessary to
produce needed revenues in a reasonably equitable manner. We think this
approach also makes better economic sense at the present time than an across-
the-board rate increase.
c. Rate increase for the aelf-employe4

The Administration also proposes to raise the tax rate on the self-employed
from 7 to 7.5 percent in 1979 to restore the historical relationship of 1 to 1
between the self-employed and other employees with respect to social security
taxes. Our Associations endorse this proposal and have advocated it for some
time.
d. Reallocating a portion of scheduled III rate incrCa88

A shift of a portion of scheduled rate Increases In the HI portion of payroll
tax rates to the cash benefit trust funds is also part of the Administration's
package. While we recognize that the III trustees have projected an interme-
diate term (25 years) actuarial imbalance in the III trust fund of 1.16 percent
of taxable payroll, the system is well funded for the next five years and would
benefit in any event from both the Administration's proposed countercyclical
use of general revenues and the wage base increases. In addition, the Admin-
istration has advanced the Hospital Cost Containment Act of 1977 (vigorously
supported by our Associations) which, If enacted, should serve to restrain the
rate of increase In hospital costs reimburseable under the program, thus hold-
Ing down the trustees' anticipated rate of increase In program costs.

IV. DI: IMMEDIATE ACTION REQUIRED

Before turlfig to the longer range pieces of the Administration's financing
package, the issue of decoupling and other problems, we wish to comment
briefly on the Disability Insurance program. According to this year's Trustees
Report, under all three sets of alternative economic assumptions, )I trust
fund outgo will exceed income in each year and trust fund assets will be ex-
hausted sometime in 1979 unless legislation is enacted to correct the situation.

Our Associations find it difficult to understand why we as a nation are
devoting 8.6 percent of our gross national product to health care ($140 billion
last fiscal year) and at the same time .are witnessing a burgeoning of the dis-
ability rolls and an enormou.4 21 percent a year rate of increase in disability
insurance benefit costs. In 1970, there were approximately 2.5 million persons
on the DI rolls; as of last year, the number had increased to 4.5 million. By
2055, if present trends continue, the number would increase to a conservative
estimate of 10 million. Moreover, while there has been an enormous annual
increase in the numbers of persons coming on to the DI rolls, there has been
a percentage decrease in the number of beneficiaries being terminated due to
recovery from disability. During 1975, only 1 percent -were terminated.

Our Associations would urge that: (1) Legislation be enacted that would
cut back those elements in the DI program that operate as strong incentive
to come on the rolls and disincentives to get off (instead incentives should be
provided to get off) ; (2) the Administration of the system be made more uni-
form; (3) the definition of disabidty (which is highly subjective) be made
more objective; and (4) greater efforts be made with respect to vocational
rehabilitation.

We are of course aware that the enactment of the SSI program thrust a
hugh disability claims processing burden on the Social Security Administration
and the vocational rehabilitation agencies at the state level. We are also aware
that the recent economic "hard times" have caused many persons to apply for
DI benefits when they might not have otherwise. Nevertheless, we bave had
adverse experience in programs costs exceeding prior year projections almost
from the time of inception. The reports of the GAO that were done last year
on DI claims processing and the BRP are devastating Indictments of many of
the legislated elements of the program as well as itq administration at both the
federal and state levels. We urge this committee to give close attention to the
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provisions of H.R. 8057 which was introduced last month by House Social
Security Subcommittee Chairman James Burke. Our ozly comment on that
legislation at this time is that it may not go far enough.

V. LONG-RANQE FINANCING: DECOUPLING AND THOUGHTS FU1 THE FUTRE

According to a CBO study released In January of this year ("Poverty Status
of Families Under Alternative Definitions of Income") more than half of all
elderly family units in this country would have fallen below the subsistence-
based, official poverty level In fiscal 1976 had they not received assistance from
cash and in.-kind benefit public transfer systems such as Social Security,
Medicare, SI, Food Stamps, Veterans Pensions and Medicaid.4 However, after
counting all cash and In-kind benefits and allowing for taxes, only 0.1 percent
of all elderly family units remained in the "poor" category. Of significance is
the finding that social Insurance programs, such as social security, were respon-
sible for lifting an overwhelming 70 percent of tile aged out of poverty.

These statistics have important Implications for public policy. They indicate
that our complex structure of income maintenance systems is bringing us
closer to the goal of eliminating poverty in this country, especially with respect
to the elderly. More importantly, however, these statistics illustrate that the
elderly are extremely dependent (perhaps too dependent) on public transfer
payments.

We cannot afford to feel secure, or complaisant with the results such as these.
Our Associations are committed to developing and perfecting transfer programs
so that they will better accommodate the changing needs of the people they
serve now and will serve it the future. If improvements are not made, ft coin-
bination of factors, one of the most important of which is Inflation, could
prompt a resurgence of poverty among our older population.

The present structure of programs benefitting the elderly Is far from ideal.
While it guarantees that most older persons will not be poor, it does not guar-
antee that during the later years of life thwy will be able to maintain a living
standard at least equivalent to that attained in their earlier years. The present
structure also fosters a high degree of dependency on public programs. This
degree of dependency cannot be perpetuated since, in the future, the numbers
of older people will Increase dramatically relative to the workers on whom
they will be dependent. Some have argued that this Increase in the number of
future older persons will be offset by the projected decrease In the number of
young dependent children (because of fertility trends) and that dependency
ratios will remain relatively constant over time. We would point out, however,
that this does not mean younger family units will agree to pay substantially
Increased tax contributions to support future elderly dependent population
which, to a large extent, will have the capacity (and desire) to remain eco-
nomically productive and tax-paying. Finally, the present transfer structure
can be legitimately criticized as being unnecessarily wasteful, Inefficient, com-
plicated and Inequitable.

We offer some general goals for public policy in the process of reshaping the
present income support structure to accommodate the changing needs of the
population. First, the broad range of public transfer programs (both "means
tested" arid "non-means tested") should be structured and related so as to
provide reasonable assurance that the living standard achieved in the middle
years of life will not diminish in the later years. Second, the system should be
structured to encourage revenue generating employment rather than depend..
ency. Third, Inequities should be reduced and changing needs accommodated.
Finally, inefficiency and waste should be curtailed and fraud and abuse pre-
vented.

The most serious limitation on our ability to achieve these goals of respon-
siveness, restructure, and equity even in the long run is the lack of additional
available resources. Public transfer programs account for over one third of the
federal budget pie. Additional resources can only come from: (1) the fiscal
dividend that an expanding economy yields; (2) the savings that accrue
through the more efficient, less wasteful and less duplicative operation (if
existing programs; (3) the savings that might accrue from reductlong in
existing benefits and (4) Increased taxes.

'See table V In appendix, p.80.
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With respect to this later point, we would suggest that significantly Increased
tax burdens are certain to be resisted. Moreover, the prospect of a fiscal dlvi-
dend is speculative since It depends on our achieving a optimum and steady
rate of economic growth. Even if such dividend accrues, large portions of It
are likely to be allocated among a number of priorities such as the beginnings
of an NUI program and tax cuts. Additional resources to finance substantial
benefit improvements and remedy inequities are thus extremely limited.

In terms of the social security system, our Associations are advocating a
major restructuring In order to change the system gradually over time such
that It will be able to accommodate the needs of the future elderly population.
The present system provides an adequate earnings replacement base (a mini-
mum of 55 percent) only for some. It is confronted with serious financial prob-
leins-problems that result from a combination of economic, demographic, and
structural factors. Some of the fundamental assumptions that are reflected in
the system's benefit and tax structures are either Invalid or substantially less
valid than they were in the past. As a result, social security is increasingly
perceived as inequitable and Is often the object of criticism. Disincentives to
gainful employment like the retirement test (that are reinforced by other dis-
incentives and arbitrary factors like mandatory retirement policies outside the
system) must be replaced by incentives to remain In the labor force. Demo-
graphic trends and the general desire for an adequate Income In later life
requirN it. Reasons that led to the use of a single policy Instrument-in this
case, social security-to accomplish the conflicting objectives of earnings re-
placement and minimum floor of Income protection are no longer operative
since a new policy instrument-the Supplemental Security Income program-
now exists. 881 rather than social security, can and should be used to achieve
the floor of protection goal. Finally, there is an increasing need to coordinate
social security with the underlying welfare programs and with other primary
retirement systems for the purpose of distributing resources more equitably in
the future and to avoid inordinately benefitting a few at the expense of many.

While our Associations are advocating a restructuring of the cash programs
of social security, we have kept in mind important limitations. First, the reality
of the present system imposes substantial constraints on the scope of reform
and the rapidity with which it can be achieved. For example, a shift in em-
phasis away from social adequacy and toward individual equity within the
system requires that changes be made among the mix and magnitudes of bene-
fits awarded in the future. However, In making such changes, no one in current
benefit status nor those approaching benefit status should be disadvantaged.
Second, additional resources to facilitate such a substantial reform are ex-
tremely limited. Finally, because the system is so large, proposed changes must
le analyzed in terms of their potential impact upon the domestic economy and
in the light of the domestic economy's Impact upon the system.

As part of Its financing package, the Administration Is advancing a decou-
pling proposal that would index the earnings/contributions record of present
workers in the computation in their future benefit awards in accordance with
the movement of wages over time. We support "decoupling". and the wage
ilexing approach. We oppose price indexing because replacement ratios would
fall (likely increasing the Incidence of poverty among the future elderly).

We recognize that the Administration's decoupling proposal, if enacted, would
0 cut the currently projected 8.2 percent actuarial balancee to 4.46 percent

(assuming that the economic assumptions with respect to the movement of
wages, prices, unemployment and fertility hold true over the 75-year period).5
However, the Administration's decoupling proposal underscores the major short-
fall of the entire package-it is solely a financing package that assumes the
perpetuation of the existing structure over time. Our Associations would have
liked to use decoupling legislation as a vehicle for long-term reforms. While
we agree that the social security system must be decoupled and support a wage
indexing approach, we do not agree that the benefit formula under such a
decoupled system should produce replacement ratios roughly equivalent to those
presently prevailing. We believe present replacement ratios are inadequate to
assure a living standard during the later years of life that is at least com-
parable to that of the middle years. Moreover, we believe that the benefit

$See tables VI and VII in appendix, pp. 31, 32. For effPct of total Administration
financing package on the long-term financial Imbalance see Table VIII in appendix, p. 33.
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formula should be much less heavily weighted (perhaps even proportional to
contributions) than either the present one or the one which the Administra-
tion's proposal contemplates. Such a benefit formula would deemphasize the
"floor protection function" and emphasize instead the pension function to
bring about better correlation between contributions and benefits.

One of the problems of social security is that historically It has, albeit for
good reasons, been used to achieve conflicting goals. As we stated above, the
SSI program has now been created and we hope that some of that conflict can
be eliminated by weighing the social security formula much less heavily and
by augmenting 881 to assume more fully the floor of protection function with
respect to those who work at low wages and/or have sporatic attachment to
the labor force. Future combined social security and 881 benefits should be such
that beneficiaries would suffer no net benefit loss as a result of a swing away
from a heavily weighted formula. These changes we believe would make for a
more efficient use of resources and would have other advantages. First, since
higher average replacement ratios would mean higher PIA's, greater benefit
recognition would be accorded to the contributions of women who work (pro-
vided some kind of a freeze similar to the disability freeze, is applied to those
non-labor force participation years that are devoted to raising children).
Second, survivors would be helped. Finally, future retirees with split employ-
ment histories (employees covered under public retirement systems not inte-
grated with social security) would receive little or no windfall component in
any social security benefit to which they may become entitled.

Of course once an eligible individual comes onto the social security rolls, his
benefits should be indexed automatically in accordance with the movement of
prices. For adjusting benefits, we have proposed a special elderly C11I that
reflects the market basket of goods and services that the elderly (rather than
urban wage earners and clerical workers) consume. We have also recommended
that adjustments be made bi-annually rather than annually or, if bi-annual
adjustments are not administratively possible, that the first payment received
after an annual adjustment include what we call a one-time "catch-up" payment
that would compensate for the accumulated purchasing power lost from the
time of the last adjustment. Finally, we strongly support the use of a transi-
tional period to phase in the decoupled system in order to avoid sharp reduc-
tions in benefit amounts from one year to another and the inequities that that
would produce-even though we recognize that, in tile short term, the use of
a transitional provision will increase program costs over what they would
otherwise be under the current system.

The Administration's proposed acceleration of the 2 percent increase in pay-
roll tax rates scheduled for the year 2011 (with one quarter becoming effective
in 1985 and the other three quarters effective in 1990) does not have our Asso-
ciations' support at this time. We are calling for a restructuring of the system
and we believe that this proposal would be better viewed in the context of such
a major restructuring.

VI. INCLUSION

In conclusion, Mr. Chairman, we endorse the Administration's financing pack-
age (except for the decrease in trust fund revenue levels and the acceleration
of the payroll tax rate increase now scheduled for the year 2011) to meet the
near and mid term financial imbalance of the system. However, we recognize
that the financing package assumes the perpetuation of the system as it is pres-
ently structured. We cannot support the perpetuation of the programs as pres-
ently structured over the long term because we recognize that it would not meet,
in an efficient, economically sound, equitable and cost effective manner, the
needs of the future elderly population. We are disappointed that the Admin-
istration was not able to expand- its package to include proposals with respect
to the benefit structure, the coverage issues, the retirement test, the sorting out
of the welfare, social adequacy and pension aspects of the system (and related
supportive systems), the problem of accruing windfalls to persons able to split
their employment histories between different syst,-ms (except to correct the con-
sequences of the recent Supreme Court decision in the Goldfarb case) and the
legislative reform of the DI program (the costs of which have so significantly
aggravated the short and long term financial imbalances of the combined cash
benefit programs). While Congressional attention must be directed immediately
at the financing issues, these other important issues continue to fester and will
require resolution soon.
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TABLE I.-VALUES OF SELECTED ECONOMIC AND DEMOGRAPHIC FACTORS UNDER $ ALTERNATIVE SETS OF AS-

SUMPTIONS, CALENDAR YEARS 1977-2061

Percentage Increase In average annual-

AverageWe as In annual un- Total
covered em- employment fertility

Calendar year ployment CPI Real wages I rate rates

Alternative I:
1977 ............................. 8.4 6.0 2.4 7.1 1,709.9
1978 ............................. 8.2 5.3 2.9 6.3 1,685.9
1979 ............................. 7.9 4.6 3.3 5.6 1,662.0
1980 ............................. 6.6 4.1 2.5 5.0 1,670.2
1981 ............................. 5.8 3.4 2.4 4.5 1,710.5
1982 ............................. 5.3 3.0 2.3 4.5 1,750.9
1983 ............................. 5.25 3.0 2.25 4.5 1,791.2
1984 and later .................... 5.25 3.0 2.25 4.5 a2,300.0

Alternative I1:
1977 ............................ 8. 4 6.0 2.4 7.1 1,709.9
1978 ............................. 8.1 5.4 2.7 6.3 1,
1979 ............................. 7.8 5.3 2.5 5.7 1, ft 0
1980 ............................ 7.1 4.7 2.4 5.2 1,662.9
1981 ............................ .6.4 4.1 2.3 5.0 1, 68.8

,1982 ........................... 6.0 4.0 2.0 5.0 1,714.7
1983 ........................... 5.75 4.0 1.75 5.0 1,740.5
1984 ndlater.................. 5.75 4.0 1.75 5.0 12,100.0

Alternative III:
1977 ........................... 8.4 6.0 2.4 7.1 1,709.9
1978 ............................. 7.9 5.7 2.2 6.4 1,685.9
1979 ............................. 8.1 7.6 .5 6.6 1,662.0
1980 ............................. 8.2 5.9 2.3 6.6 1,648.4
1981 ............................ 7.0 5.1 1.9 6.3 1,645.2
1982 ............................. 6.5 5.0 1.5 6.0 1,642.1
1983 ............................. 6.25 5.0 1.25 5.6 1, 638.9
1984 and later .................. .6.25 5.0 .25 5.5 a1,700.0

I Expressed as the difference between percentage increases In average annual wages and average anp.;al CPI.
2 Average number of children born per 1,000 women In their lifetime.
$ This ultimate total fertility rate is not attained until after 1984.

TABLE II.-ESTIMATED EXPENDITURES OF OLD-AGE, SURVIVORS, AND DISABILITY INSURANCE SYSTEM AS
PERCENT OF TAXABLE PAYROLL FOR SELECTED YEARS, 1977-2055 UNDER ALTERNATIVE II

[in percent

Expenditures as percent of taxable payroll I
Old-age and

survivors Disability Tax rateCalendar year insurance insurance - Total in law Difference

'1977 ................................ 9.40 1.50 10.91 9.90 -1.01
1980 ................................. 9.21 1.59 10.80 9.90 -. 90
1985 ................................. 9.64 1.92 11.56 9.90 -1.66
1990 ................................. 10.12 2.27 12.39 9.90 -2.49
1995 ................................. 10.50- 2.64 13.14 9.90 -3.24
2000 ................................. 10.79 3.12 13.91 9.90 -4.01
2005 ................................. 11.30 3.66 14.96 9.90 -5.06
2010 ................................. 12.46 4.11 16.57 9.90 -6.67
2015 ................................. 14.47 4.42 18.89 11.90 -6. 99
2020 ................................. 17.05 4.59 21.64 11.90 -9.74
2025 ................................. 19.75 4.55 24.30 11.90 -12.40
2030 ................................. 21.57 4.45 26.02 11.90 -14.12
2035 ................................. 22.26 4.43 26.69 11.90 -14.79
2040 ................................. 22.12 4.55 26.67 11.90 -14.77
2045 ................................. 21.83 4.76 26.59 11.90 -14.69
2050 ................................. -- 22.02 7.91 26.93 11.90 -15.03
2055 .......... ............ 22.53 4.98 27.51 11.90 -15.61
25-yr averages:

1977-2001 ....................... 10.00 2.24 12.24 9.90 -2.34
2002-26 .......................... 14.65 4.20 18.85 11.19 -7.67
2027-51 ......................... 21.86 4._6_ 26.47 11.90 -14.57

75-yr average: 1977-2051 .............. 15. 51 3. 8 - 19.19 10.99 -8.20

-1 Expenditures and taxable payroll are calculated under the intermediate set of assumptions (alternative II) which
incorporates ultimate annual increases of 53 percent in average wages in covered employment and 4 percent in CPI, an
ultimate unemployment rate of 5 percent, and an ultimate total fertility rate of 2.1 children per woman. Taxable payroll
is adjusted to take into account the lower contribution rates on self-employment income, on tips, and on multiple-employer
"express wages" as compared with the combined employer-employee rate.
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TABLE III.-ILLUSTRATIVE REPLACEMENT RATIOS FOR RETIRED MALE WORKERS AT SELECTED EARNINGS LEVELS
UNDER VARIOUS ECONOMIC ASSUMPTIONS

Replacement ratio I based on retirement at age 65 In January of 2050,
under assumptions of .-

Earnings level 1977 5-2j ,5-3 6-4 51-4
(I) (2) (3) (4) (5) (6)

Workers without spouse:
M#Aimum ........................ 0.33 0.34 0.38 0.44- 0.48
Median ........................... 46 .47 .54 .64 .70
Low. -- .......................... .58 .68 .79 .96 1.06

Worker with spouse sed 65:
Maximum ...................... .50 .51 .57 .67 .72
Median ........................... 69 .71 .81 .95 1.04
Low .............................. 88 1.02 1.19 1.44 1. 59.

I The replacement ratios are defined In the text.
I The 2 figures shown In each co umn heeding represent assumed annual percentage Increases In average wages In

covered employment and in average CPI, respecively, during the period 1983-2050. During 1977-82, the assumed rates
of Increase In wages and In CPI are based on the pattern of those Included in the Intermediate set of assumptions (alter-
natve II).

TABLE IV.-ESTIMATED LONG-RANGE EXPENDITURES OF OLD-AGE, SURVIVORS, AND DISABILITY INSURANCE
PROGRAM AS PERCENT OF TAXABLE PAYROLL, UNDER ALTERNATIVE II AND UNDER VARIOUS CONSUMER PRICE
INDEX ASSUMPTIONS

fin percent

Average expenditures as percent of taxable
payroll I assuming ultimate wage-CPI

increases off

System 3Y4-2 54-4 7%-6

25-yr period:
Present law .................................................. 12.16 12.24 12.34
Modified theoretical ........................................... 12.06 11.96 11.86

50-yr period:
Present law-----------------------------------. 14.48 15.54 16.72
Modified theoretical ........................................... 13.84 13.72 13.62

75-yr period:
Present law .................................................. 16.58 19.19 21.96
Modified theoretical ........................................... 15.58 15.45 15.33

1 Taxable payroll is adjusted to take into account the lower contribution rates on self-employment income, on tips, and
on multiple-employer "excess wages" as combined with the employer-employee rate.

a The initial value in each pair refers to the assumed ainual percentage increases in average wages after 1982. rhe 2d
value refers to the assumed annual percentage increases in CPI after 1982. The assumptions used in the 1977-81 period
were adjusted so as to graduall!' reflect the ultimate change. All other assumptions are given by alternative II.

TABLE V.-FAMILIES BY AGE C'ELOW THE POVERTY LEVEL UNDER ALTERNATIVE INCOME DEFINITIONS: FISCAL
YEAR 1976

Pretax/ Preax/ Pretax/post-in-kind Posttax/posttotal
Pretax/ postsocial postmoney transfer income I transfer income I

pretransfer insurance transfer
Families In poverty Income Income income I II I II

A. Under 65:
Number in thousands.... 11 789 8 994 8 029 6 710 5,463 6886 5,615
Percent of under 65 ...... -18.6 4.2 12.7 10.6 8.6 60.9 8.9

B. 65 and over:
Number in thousands .... 9 647 3 459 2 686 2 268 977 2, 279 982
Percent of 65 and over ... 9. 9 1. 5 16.7 14.1 6.1 14.1 6.1

1 Col. I excludes medicare and medicaid benefits received by families participating in those programs; col. II includes
medicare and medicaid benefits.
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TABLE VI.--COMPARISON OF AVERAGE EXPENDITURES AND TAXES FOR MODIFIED THEORETICAL OLD-AGE SUR.
VIVORS, AND DISABILITY INSURANCE SYSTEM AS PERCENT OF TAXABLE PAYROLL UhDER ALTERNATIVES
I, II, AND III fn percent)

Alternative Alternative Alternative
Item I II III

1st 25-yr period (1977-2001):
Expenditures as percent of taxable payrol ............................. 11.56 11.96 12.36
Tax rate in law ..................................................... 9.90 9.90 9.90

Difference ........................................................ -1.66 -2.06 -2.46
Total 75-yr period (1977-2051):

Expenditures as percent of taxable payroll ............................. 14.25 15.45 17.51
Tax rate in law ..................................................... 10. 99 10. 9 10. 99

Difference ....................................................... -3.26 -4.46 -6.52

Notes: See text for description of modified theoretical system. Taxable payroll is adjusted to take into account the lower
contribution rates on self.employment income, on tips, and on multiple-amployer "excess wages as compared with the
combined employer.employee rate. Alternatives I, ii, and III are described in table.

TABIE VII.-COMPARISON OF AVERAGE EXPENDITURES AND TAXES FOR OLD.AGE, SURVIVORS, AND DISABILITY
I NSURANCE SYSTEM UNDER PRESENT LAW AS PERCENT OF TAXABLE PAYROLL UNDER ALTERNATIVES I, II, AND III

(In percent

Alternative Alternative Alternative
Item I II Ill

1st 25-yr period (1977-2001):
Expenditures as percent of taxable payroll ............................. - 11.57 12.24 13.14
Tax rate in law .................................................... 9.90 9.90 9.90

Difference ........................................................ -1.67 -2.34 --3.24

Total 75-yr period (1977-2051):
Expenditures as percent of taxable payroll ............................. 14.87 19.19 27.08
Tax rate In law ----------------------------------------------------- 10.99 10.99 10.99

Difference ........................................................ -3.88 -8.20 -16.09

Notes: Taxable payroll is adjusted to take Into account the lower contribution rates on self-employment income, on
tips, and on multi pie-employer "excess wages" as compared with the combined employer-employee rate. The assump-
tons specified In alternatives I, II, and III are described In table.

TABLE VIIL,-EffeCt of proposals on longer run deficits

Effect on average 25-year deficit (1977-2002): Percent
Deficit under present law -------------------------------------- -2. 3
Effect of short-run financing plan ----------------------------- +1. 3
Effect of decoupling plan -------------------------------------- +. 4
Effect of tax rate shift ---------------------------------------- - 1. 1

Resulting 25 year surplus ------------------------------------- +. 5

Effect on average 75-year deficit (1977-2051):
Deficit undei present law -------------------------------------- -8. 2
Effect of short-run financing plan ------------------------------- - 1.7
Effect of decoupling p lan ------------------------------------ - 4.0
Effect of tax rate shift -------------------------------------- - 0.6

Remaining 75-year deficit ------------------------------------ 1 . 9
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TABLE IX.-Administration ahortrun financing plan for social security cash benefit
programs

(1978-82 aggregates excluding Interest earnings

Additional financing needed under conventional payroll tax approach- ---- $83

Administration plan to meet the needs:
Countercyclical general revenues:

Additional revenues produced I .-------------------------- 14. 1
Savings from lower reserve ratio -------------------------- 24. 1

Tax employer on full earnings of employee I (phased in over 3 years). ,. 30. 4
$1,200 increase in employee earnings base ($600 in 1979 and $600 in

1981) ------------------------------------------------- 35
Shift of medicare tax rate ------------------------------------ 7.2
Increase in self-employment tax rate --------------------------- 1.2
New eligibility test for dependents' benefits ----------------------- 2. 6

Total new financing provided -------------------------------- 83
1 Includes new revenues Initially going to hospital insurance (HI) fund but reallocated to cub benefit

funds through transfers of the HI tax rate.

TABLE X.-STATUS OF THE SOCIAL SECURITY TRUST FUNDS: RECENT HISTORY AND PROJECTIONS OF
CURRENT LAW USING 1977 TRUSTEES REPORT ASSUMPTIONS

Old-age, survivors, and disability Insurance, combined

Endin Hospital insurance
Change trust OASDHI

Combined in trust fund Beginning Combined Beginning combined
tax rate, Earnings funds balance reserve tax rate reserve tax rate

Year percent base (billions) (billions) ratio I percent ratio, percent

Historical:
1974 .................. 9.9 $13,200 +$1.5 $45.9 73 1.8 69 11.7
1975 .................. 9.9 14,100 -1.5 44.3 66 1.8 79 11.7
1976 ................... 9.9 15,300 -3.2 41.1 57 1.8 77 11.7

Projected:
1977 .................. 9.9 16,500 -5.6 35.5 47 1.8 66 11.7
1978 .................. 9.9 17,700 -6.9 28.6 36 2.2 55 12.1
1979 .................. 9.9 18,900 -7,9 20.7 27 2.2 56 12.1
1980 .................. 9.9 20,400 -9.1 11.6 18 2.2 53 12.1
1981 .................. 9.9 21,900 -11.5 .1 9 2.7 45 12.6
1982 .................. 9.9 23,400 -14.9 -14.8 0 2.7 50 12.6

I Ratioof truqt fund at beginning of Year to expenditures during vasr,
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TABLE XI.--SOURCE OF ADDITIONAL REVENUES PRODUCED BY ADMINISTRATION PLAN
(In billions of dollars

Counter- RUa*-Changein Removing cyclical Incre Ioces'ng cation of Added Ckange in
trust funds base for general ba for seil-employ- Reduced t Of interest Total trust fuads

Year current law employers revenues employees mot tax rate odtoa l rae income elect under PleG

Old-age, survivors, and disability
insua ice:

1978 --------------------------- --- 6.9 --------------- +5.5 --------------------------- +0.1 +1.6 440 3 +7.5 -0.6
1979 -------------------------------- -7.9 +2.1 +3.6 +0.4 +0.1 +.3 +2.0 +.8 +9.4 +1.41980 -------------------------------- -9.1 +5.0 +2.8 +.5 +.6 12. 3 +1L 5 +13.0 +3.9
1981 -------------------------------- -11.5 +8.1 -------------- +.9 +.4 +.9 +4.8 +2.5 +17.6 +6.1
1982 ................................ -14.9 +9.0 .............. +1.0 +.4 +1.5 -5.4 +3.7 4-20.9 +.0

Hospital insurance:
1978 -------------------------------- +1.9 .............. -4-1.0 ---------------------------- -. 8 -1.6 -------------- -+.1 +2.0
1979 -------------------------------- +1.2 +.5 -. 7 +.1-------------- -- +1.3 -2.0 +.1 +.7 +1.9
1980 ----------------------------- ---. 1 +1. 1 +.5 ....--------------- +2.0 -2.3 +. 1 +L5 +1.41981 -------------------------------- +3.6 +2.2 .............. -+.2 -------------- -2.7 -4.8 +.2 .1.4 +4.01982------------------------------+2.3 +2.4 -------------- +.3 .............- +3.4 -5.4 -. 2 +.9 +3.2

Cumulative total, 1977-82:
OASDI ------------------------------ -50.3 +24.2 +11.9 +2.8 +1.2 +3.5 +16.1 +8.8 +G 4 - +1.1
HI ---------------------------------- +8.8 +6.2 +2.2 +.7 -------------- + 10.2 -16.1 +.6 +3.7 +12.5

Total ------------------------------ -41.5 +30.4 +14.1 +3.5 +1.2 +13.6.............. +9.4 +72.1 430.6

'Includes effect of institution of new dependency test, decoupling, and hospital cost containment

Note: Individual items may not add to total due to rounding.
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Senator NELSO-N. Our next witness is Mr. Michael Mett, supervisor,
Milwaukee County, Wis and chairperson of the NACO Interim
Pension Task Force, speaking on behalf of the National Association
of Counties.

'Would you please identify your associate so that the record will
be accurate?

STATEMENT OF R. MICHAEL METT, SUPERVISOR, MILWAUKEE
COUNTY, WIS., AND CHAIRPERSON, NACO INTERIM PENSION
TASK FORCE, ON BEHALF OF THE NATIONAL ASSOCIATION
OF COUNTIES, ACCOMPANIED BY ANN SIMPSON, NACO LEGISLA-
TIVE REPRESENTATIVE

Mr. Mr,'rr. Good morning, Ir. Chairman. I have here with me Ann
Simpson, legislative representative from the National Association of
Counties.

My name is Michael Mett. I am county supervisor Milwaukee
County. I am also chairman of the interim pension task iorce author-
ized by the Board of Directors of the National Association of Coun-
ties last year to study the status of county pension plans and the
imact of proposed Federal regulation.

The interim pension task force was also charged with examining
the impact of Federal pension regulation and proposed social security
changes upon the frequency of public employers and public employees
to withdraw from participation in the Federal social security system.

My background in public finance and pension matters stems in part
from my experience as counsel and acting commissioner for the Wis-
consin Securities Commission between 1968 and 1971 and my service
as an elected local official since 1973. I have also served on the staffs
of several State and Federal agencies in my 16 years of public life.
I am a member of the State Bar of Wisconsin and the American Bar
Association, an( have taught securities analysis and portfolio mail-
agement in the University of W, isconsin system.

O behalf of NACO and Milwaukee Ciounty, I am pleased to have
the opportunity to appear before you as you consider the best way
to restore the financial soundness of the social security program. Our
major concern is that in your deliberations you give careful consid-
oration to the impact on local governments and their participation in
the social security program.

The Social Security Act as amended does not niandatorily cover
public employers and eml)lovees because of a constitutional limnitation
on the ability of the 1 edera) Government to levy any general levy of
an employer s tax on State or local governments. NACO supports tire
optional inclusion of the public sector work force in the social secu-
rity system and opposes airy legislative efforts to extend coverage
man(latorily to the )ubic sec('tor.

Senator NELSON. Are you saying that, a provision of the Constitu-
tion would prohibit the mandatory requirement that State or local
employees be covered?

Mr. MEl-r. At the time that these issues were deliberated upon, it
was apparently the impression of Congress that there was such a
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constitutional prohibition. I do not know if it has been tested re-
cently. I am not sure whether the National League of Cities' case
would shed any light on that.

But the participation on behalf of public employees in State and
local governments was left voluntary under the Social Security Act
as originally drafted and amended.

Senator NEsox. A number of* witnesses have testified that we
should amend the law to make it mandatory, but nobody raised a
constitutional question about it. You are the first one to do so.

Mr. Mrrr. I am advised that it is an issue. I do not appear here to
elaborate at any length on that.

Senator NELSON,. I am glad you raised the question. I want that
point checked. I had not thought about a possible constitutional pro-
hibition.

For my own information, does the Wisconsin retirement law make
it mandatory that local governments, as well as States, participate in
social security

Mr. MEnr. In 1973, the Wisconsin Legislature passed a law taking
away the right of its local units of gvernment under home rule to
withdraw, filing their own notices of withdrawal. So in order for
Milwaukee County to withdraw, we would not only file a notice, we
would have to get the State legislature to change that law allowing
our withdrawal.

However, many States (1o not have a State prohibition and many
districts in California have taken the election to withdraw.

In any event, Mr. Chairman, NACO opposes efforts to bar, limit
or inhibit the voluntary withdrawal of local and State governments
from the social security system when withdrawal is deemed by local
elected officials to be in the best interests of their respective county,
municipal or State governments. NACO strongly supports efforts by
the Congress to improve the social security system so that withdrawal
will be less necessary or attractive, but the option for withdrawal
should remain as is under current law.

Current government statistics show a creeping trend toward with-
drawal from the system. For the 18-year period 1959 through 1977,
401 State and local units of government, representing 54,000 em-
)loyees, have withdrawn from Social Securit.) lenlind termination

requests through December 1978, cover 325 addiional State and local
governments, representing 505,726 employees including the city of
New York and the State of Alaska. New York and Alaska, however,
are reportedly expected to withdraw their termination request-a
notice to withdraw can be terminated any time during the 2-year
period before withdrawal actually occurs.

A number of units withdrawing from the system have cited the
financial burden of participation as the principal reason for their
action. The recession and the terrible impact of inflation upon State
and local budgets has been, and will continue to be, the basis for these
financial problems.

The 1976 annual report of the Board of Trustees of the Federal
Old Age and Survivors' Insurance and Disability Insurance Trust
Funds indicated on page 65 that the termination of coverage of any



294

large number of State and local government employees would have
an adverse effect on the trust funds, especialy in the short range.

I might point out here that the figures do not show any pro forma
impact of potential withdrawals, or those with withdrawals pending.

NACO believes that greater withdrawals from the social security
system which might result from changes in funding of that system
should receive close study, particularly insofar as perceptions about
the integrity and character of social security as substantially an in-
surance system are concerned. NACO also expresses concern ihat any
social security funding changes include language and policy which
would discourage wi thdrawals from the system by local units of
government.

For example, the impact on both Milwaukee County and the social
security system resulting from withdrawals by Milwaukee County's
10,000 employees would-be: (A) "Savings" to Milwaukee County of
$6.8 million in social security employer's payroll taxes.

Senator NELSO. The Milwaukee County retirement system, the
State system, is integrated with social security. There is a double
contribution. Part of it goes to the Milwaukee pension system and the
social security part goes to social security. Is it not historically cor-
rect that as social security went up, contributions to the pension
went 1upMr r. Not necessarily.

Senator NFLSON. The State?
Mr. IETT. The State may, but in Milwaukee, the city and county

have home rule pension plans. We have an offset as regards both con-
tributions and benefits, so that we have a possibility for windfl
benefits because we took off the offset feature in our county pension
plans in 1964. So that the replacement ratio, when you ad both the
county benefits and the social security benefits, can 6e very high.

Senator NFLSO.N. So you are saying, if Milwaukee county withdrew
without another program, you would have $6.8 million?

Mr. fE-r. For starters. I go on to observe for NACO another im-
pact would be the need by the county to purchase or to provide
similar coverage from replacement benefit plans, of course, to take
care of the new employees who obviously would bargain under our
public bargaining laws for similar benefits once the withdrawal had
taken place.

ihis would result in the expenditure of much of the $6.8 million
saved" by withdrawal. A recent study by the Special Committee on

Agring indicated that such replacement plans usually cannot match
the b-readth of the social security coverage, especially in the areas of
survivors' coverage, disability coverage, and prepaid health insurance
such as provided'by medicare.

NACO also expresses concern that the impact of any changes in
financing for social security will weaken the insurance principle and
earnings-related nature of the system and will, in doing so, actually
operate to stimulate withdrawal.

Senator NEso. What kind of changes are you talking about?
Mr. IMEpT. Mr. Chairman, this would be what would remain after

a significant change in policy, to drop the use of general revenues
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to supplant the need for any additional payroll taxes. We are talk-
ing about the substance and the perception of what the system is.

We go on to observe that the line of reasoning here is that once
significant general revenue funding is approved-to cure financing
problems ill the social security system, current public employees may
well ask "why should we continue to finance a system from our pay-
roll taxes and local taxpayer's pockets which will already provide us
benefits without any further contributions ?"

NACO is trying'to determine from within its membership whether
such general 1lederal revenue payments for social security would gen-
erate such a reaction. While some States, like Wisconsin, have laws
prevwting withdrawal from the social security system by their local
un1iits of government, many States to not ha%e such statutes. It
al)l)ears, therefore, that relevant State laws, the attitudes of county
employees, the true cost of rellacemnliit l)hlls. and how gaps in the
replacement plans would be addressed, all of the above appear to be
al)propriate questions for Conrress to ask in evaluating the prosl)ects
for increased withdrawals if tun(lin,, of social security is changed.

Tius, while the )i.ospect for withdi'awal from the system by public
emlployees is a colnstant possibility, any change in the fund(inr for
social 'security can be expected to have severall impacts on local units
of government. For example, the direct and indirect impact on Mil-
waukee County of adol)tion of the administration's social security
prol)osals would be as follows:

One: Comty )rolerty taxes would have to be increased $2 million
or : percentt just to l)a! for the one-time increase of 15 l)ercent in I-lie
comty employer's slhare of 1)ayroll taxes.

This is based on the review of the salary comi)osition of our 10.000
eml)loyees.

Senator NE.soN. That )rovision which requires the employer to
contribute on the total salary.

Mr. MVP. That is correct. Tis is a pro formal increase, and we
w 'ild indicate, by 1981, full salary on the eml)lover.

Senator NEj.sox. You say that would be $2 million or a 3-)ercent
increase?

Mr. MF:'rr. That is because onr tax levy for general purposes in
Milwaukee Comnty is $86 million right niow. If you pass that $2
million across that, yon come u) with 3 I)ercent.

Because of the c p(;l)Osition of our eml)loyees. the mix we have, it
would actually be a net line item in the coumity's budget of 15 1)ercent,
a olle-timn(, increase. Of course, nlext year, with the changes already
built in. we. exl)ect al)l)roximlately al; 8-perceint increase inl 11r em-
1)loyers' taxes. That is already wriitten into law.

We think also another iml)act would be that comity officials would
become apMelhensive that tme new demands placed ul)on Iederal
revenues by tlie social security (rust, fun(d wouhl decrease tile amount
of Federal'aid available for other programs in the futimre.

Three: Large urban coumities like Milwaukee. with stable if not
shriniking tax bases, would have to lay off emplloyees or reduce serv-
ices to meet this new "mmidated" Ie(ldehral expense within their al-
ready limited resources.
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Because the greatest growth in public employment is taking place
at State and local levels, greater percentages of payroll tax funding
for social security will come from contributions from State and local
government employees. We must, therefore, take steps to "squelch"
any stimulus to withdraw from the social security system, whether
it results from changes in funding arrangements or from changes in
benefit levels. The Rational Association of Counties taxation and
finance, welfare and social services, and labor-management relations
policy steering committees will be asked to form a task force and
report by letter to your committee a more thorough response of im-
pact on counties should the administration's funding proposals for
social security be adopted.

Thank you, Mr. Chairman, and members, for the opportunity to
appear before this subcommittee. I will be happy to answer any
questions.

Senator NELSON. Assuming we will act on this proposal before the
adjournment in October, when might this task force have a letter to
us on the impact on the penalties of the funding proposals? Do you
have any notion? os D

Mr. METT'. The National Association of Counties has their annual
meeting in Detroit later this month, so these issues are going to be
discussedl. The board of directors--and Miss Simpson can speak to
this-will be asked to consider these items, should this subcommittee
so desire, and report back in a timely fashion.

Ms. SutiPsoN. I would think early August, immediately following
our annual meeting.

Senator NELSON. I would hope that the task force would be able
to have something for us by the 15th of August, if that will give you
enough time.

If you could get that. information to us, we would appreciate it.
We may hav'e", and I think we will have, further questions for the
counties, States, and other groups. I am assuming that if we submit
sonie questions by mail you can respond to its in writing.

Ai r. I'UTT. We would be happy to.
I might point out. Senator, I was listening to a discussion earlier

on the DI trust fund. Some of my views have been shaped by an in-
teresting article on some of these disability termiinations in thel Har-
vard Law Review, by Mr. Stuart, a former classmate of mine. It was
in the ilarvard Law Review 12, 16 months ago. If you like, I will
send you it copy of that.

Senator Nilmsox. I would like to see a copy of it. Someone made
reference to it in testimony at a previous time.

Thie question of earnings, $30,000 in 1 ear-I heard some testi-
mony on that point. If you would seml me the article, I would ap-
l)reeiate ii.

Mr. Mhvnr. We will be happy to. Thank you for your interest.
Senator NrsUox. Thank you very much. I appreciate your taking

the time to come.
[The preparedd statement of Mr. Alett and the Harvard Law Review

article follows. Oral testimony continues on p. 318.]
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STATEMENT OF TuE tIONORABLE R. MICHAEL MAETT SUPERVISOR, MILWAUKEE
COUNTY, WIscoNsIN, ON BEHALF or THE NATIONAL ASSOCIATION oF COUNTIES

(NACo)

Mr. Chairman and members of the subcommittee, I am Michael Mett, super-
visor, 'Milwaukee County, Wis., and chairman of the Interim pension task force
authorized by the board of directors of the National Association of Counties
(NACo)' last year to study the status of county pension plans and the impact
of proposed Federal regulation. The interim pension fask force was also charged
with examining the Impact of Federal pension regulation and proposed social
security changes upon the frequency of public employers and public employees
to withdraw from participation in the Federal Social Security System. I am
accompanied by Ann Simpson, NACo legislative representative.

My background in public finance and pension matters stems in part from
my experience as counsel and acting commissioner for the Wisconsin Securities
Commission between 1908 and 1971 and my service as an elected official since
1973. I have also served on the staffs of several State and Federal agencies in
my 16 years of public life. I am a member of the State Bar of Wisconsin and
the American Bar Association and have taught securities analysis and port-
folio management in the University of Wiscoasni system.

On behalf of NACo and Milwaukee County, I am pleased to have the oppor-
tunity to appear before you as you consider the best way to restore the financial
soundness of the social security program. Our major concern is that in your
deliberations you give careful consideration to the impact on local governments
and their participation in the social security program.

The Social Security Act as amended does not mandatorily cover public em-
ployers and employees because of a constitutional limitation on the ability of
the Federal Government to levy any general levy of an employer's tax on State
or local governments. NACo suppbrts the optional inclusion of the public sector
work force in the Social Security System and opposes any legislative efforts to
extend coverage mandatorily to the public sector. NACo opposes efforts to bar,
linit, or inhibit the voluntary withdrawal of local and State governments from
the Social Security System when withdrawal is deemed by local elected officials
to be In the best Interests of their respective county, municipal, or State govern-
ments. NACo supports efforts by the Congress to improve the Social Security
System so that withdrawal will be less necessary or attractive; but, the option
for withdrawal should remain as is under current law.

current t Government statistics show a creeping trend toward withdrawal from
the system. For the 18-year period 1959 through 1977, 401 State and local units
of government, representing 54,000 employees, have withdrawn from social
security. Pending termination requests through I)ecember, 1978, cover 325 addl-
tional State and local governments, representing 505,726 employees including
the city of New York and the State of Alaska. New York and Alaska, however,
are reportedly expected to withdraw their termination request (a notice to
withdraw can be terminated any time during the 2-year period before with-
drawal actually occurs).

A number of units withdrawing from the system have cited the financial
burden of participation as the principal reason for their action. The recession
and the terrible impact of inflation upon State and local budgets has been, and
will continue to be, the basis for these financial problems.

The 1976 annual report of the Board of Trustees of the Federal Old Age and
Survivors' Insurance and Disability Insurance Trust Funds indicated on page
65 that the termination of coverage of any large number of State and local
government employees would have an adverse effect on the trust funds, espe-
cially in the sort range.

NACo believes that greater withdrawals from the Social Security System
which might result from changes in funding of that system should receive close

N.Co Is the only national organization representing county government in America.
Its ineinlership includes urban, suburban, and rural counties Joined together for the

roinnion Irpose of strengthening county government to meet the needs of all Americans.
By virtue, of a county's membership, all Its elected and appointed otlicials become par.
tlclmnt. in an organization dedicated to the following goals: Improving county govern-
ment: serving as the national spokesman for county government acting as a liaison
Ietween tie, nation's counties and other levels of government; and, achieving public
understanding of the role of counties in the federal system.
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study, particularly insofar as perceptions about the integrity and character of
social security as substantially an insurance system are concerned. NACo also
expresses concern that any social security funding changes include language
and policy which would discourage withdrawals from the system by local uints
of government.

For example, the impact on both Milwaukee County and the Social Security
System resulting from withdrawals by Milwaukee County's 10,000 employees
would be:

(A) "Savings" to Milwaukee County of $0.8 million in social security em-
ployer's payroll taxes.

(B) A need by the county to purchase or to provide similar coverage from
replacement benefit plans. This would result in the expenditure of much of the
$0.8 million "saved" by withdrawal. A recent study hy the special Conunittee on
Aging indicated that such replacement plans usually cannot match the breadth
of the social security coverage, especially in the areas of survivor's coverage,
disability coverage, and prepaid health insurance such as provided by medicare.

NACo also expresses concern that the impact of any changes in financing for
social security will weaken the insurance principle and earnings-related nature
of the system and will, in doing so, actually operate to stimulate withdrawal.
The line of reasoning here is that once significant general revenue funding is
approved to cure financing probleifis in the Social Security System, current
puldic employees may well ask "Why should we continue to finance a system
from our payroll taxes and local taxpayer's pockets which will already provide
us benefits without any further contributions?" NACo is trying to determine
from within Its membership whether such general Federal revenue payments
for social security would generate such a reaction. While some States, like
Wisconsin, have laws preventing withdrawal from the Social Security System
by their local units of government. Many States do not have such statutes. It
appears, therefore, that relevant State laws. the attitudes of county employees.
the true cost of rel)lacement plans, and how gaps in the replacement plans
would be addressed. All of the above appear to be appropriate questions for
congress to ask in evalmting the prospects for increased withdrawals if fuin-
lug of social security is changed.

Thus, while the prospect for withdrawal from the system by public employees
is i constant possibility, any change in the funding for social security can lie
expected to have several impacts on local units of government. For example,
the direct and indirect impact on Milwaukee County of adoption of the admini-
stration's social security proposals would he as follows:

(1) County-property taxes would have to Ie increased $2 million or 3 percent
Just to pay for the one time increase of 15 )ercent it the county emnployer's
share of l)ayroll taxes.

(2) County officials would become apprehensive that the new demands placed
upon Federal revenues by the Social Security Trust Funds would decrease the
amount of Federal aid available for other programs in the future.

(3) Large urban counties like Milwaukee, with stable if not shrinking tax
bases, would have to lay off employees or reduce services to meet this new
'mandated" Federal expense within their already limited resources.

Because the greatest growth in public employment is taking place at State
and local levels, greater percentages of payroll tax funding for social security
will come from contributions from State and local government employees. We
must, therefore, take steps to "squelch" any stimulus to withdraw from the
Social Security System, whether It results from changes in funding arrange-
ments or from changes in benefit levels. The National Association of Counties
Taxation and Finance, Welfare an(1 Social Services, and Labor-Management
Relations Policy Steering Committees will be asked to form a task force and
report by letter to your committee a more thorough response of impact on
counties should tie administration's funding proposals for social security lie
adopted.

Thank you, Mr. Chairman, and members, for the opportunity to appear before
this subcommittee. I will ibe happy to answer any questions.
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This disjointed Iplltlcal process has three consequences. First' citizens have

difficulty understanding the social welfare system. Programs are complicated,
misleading, and often Incompatible. It is hard for an individual to determine
his eligibilities, and iilmsible for him to discern a consistent rationale for those
eligibilitics. It Is all too easy for a recipient to believe that his situation is un-
fair: that he is discriminatedd against or that others with no greater claim receive
better treatment Second, many important issues of eligibility are not resolved
by Congress. In effect, these decisions are delegated to federal anti state admiti-
Istrative agencies and to the courts. 3 In the absence of legislative guidance, how-
ever, such delegation is bound to produce Inconsistent results since agencies and
courts have no generally accepted theoretical assumptions by which to structure
tiht boundaries of social welfare protection.' Third, a desultory social welfare
system tends toward permanence. Complicated, compartmentalized programs en-
courage tenacious defense of specific advantages. Thus efforts for evaluation and
alteration are denied broad political support.8

We very much need theories of welfare state protection: reasons why Smith
is pald and (Green not, or why Smith44 check comes only if he labors and Green's
oldy after a lecture from a social worker. Some commentators, however, have
argued to the contrary, contending that the lack of theoretical underpinnings
permits the social welfare system to pay more to the poor than it would If pro-
grams an tltheir imrlses were better understood, and that current programmtic
confusion Is therefore desirable. But this analysis is unsound, even by its own
resmlt-orlentel standards. Undiscillined social programming may hell)some in-

4 ,'ee generally M. Barth. (. Careagno & .1 Palmer. Toward an -fective Income Spjport
Svsvm : l'rohlms. Prosp ects. an(] Choices (1974) : ). Moynihan. supra note 1. at 17-60:
solicommittee on Fiscal Policv. Joint Economic Committee, 92d (ong.. 2d Sess. & 93d Cong..
1st Sess.. Studies In Public Welfare (Comm. Print 1972-73) : J. Handler, Reforming the
lWmr: Welfare l'ollev. Federalism, and Morality (1972) : F. Wiseman, "Welfare," movie
shown on Natinal ducational Television. September 2-1, 1975.

',See. e... Rosado v. Wyman. 307 1,§. 397. 408 (1170) (state dliscretto nin flxina
standard of need") : Jeffersou v. Hackney. 406 U.S. 535 (1972) (state discretion In de.teruinign relative l'netit levels for different programs) : New York State l)en't of Soetal

Servv. %. )otblin, 413 U.S. 405 (1973) (state discretion in determining and administering
work reqwiiements).

t'l'he .\FDC program In particular has generated conflicting jndlcial nsResmnts of
leuilcative tmrpoe. ('ompore Kink v. Smith. 3'92 U.S. 309. 325 (1908) (Warren. C. J.).ritlh Shapiro v. Thompson, 394 U.S. 018. 645 (1969) (Warren. C. .). dissenting. compare
('arlesou v. Remillard. 401 U.S. 598 (1972) (Douglas. J.). irith Wman v. James. 400 U.S.
.109 (1971) (Blackman. J.). Compare Rosado v. Wyman, 397 U.S. 397 (1970) (ITarlan. J.),
trith New York State Dept. of Social Rerys. Y. Diblino. 413 U.S. 405 (1973) (Powell. J).

' .ee chnerally If. Aaron. sepra note 1. at 31-40.
SS'e It. Blechman, E. GramlIlh & R. llartman. Setting National Priorities: The 1975

11udget 187-80 (Brookings Inst. 1974) : \Vall St. J.. July 3. 1975, at 6. col. :' (Inter-
view with Gilbert Stelner, director of governmentt Studies at the Blrookings Institution).
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dlvilduals, but it neglects others, and the latter group are often among those least
able to fend for themselves economically, politically, and hureaucratically.! In-
coherent programs may pay out a great dieal of money, but theyare politically.- -
vulnerable in times of fiscal crunch because they make satisfaction of recipients'
claims a matter of charity rather than of right. Development of a principal
theory of welfare state protection, therefore, is more than pursuit of the hob-
goblin of consistency. It is absolutely necessary If we are to achieve fair and
comprehensive Income protection commitments that are secure against changing
politics.

Two giant federal programs, Social Security and Supplemental Security Ini-
come (SSI), provide benefits to persons permanently and totally disabled." Within
each of these statutory schemes, a finding of "disability" serves the function of
admitting a recipient to a favored status in the eifarc state. Therefore, the
conditions of qualification Inposed by Congress, the Soeial Security Adinillistra-
tion, and reviewing courts should tell us soniethig about our ideas of desert
and priority In social welfare protection. By examining how these three Institu-
tions have defined disability, and have thereby drawn the boundaries of coverage
and eligibility under the two statutes, this Article explores the prinellhs that
underlie our social welfare system. These princilles are then applied in i tt-
tempt to delineate boundaries more appropriate than tinse that now define the
Social Security and 881 welfare estates.

I. SOCIAL SF(URITY DISABILITY

"Sovial Security" was established in 1935. A payroll tax, with proceeds ear-
marked for a trust fund. was imposed on employees and emidoyers.° By 1910,

'To tie extent that rules and procedures are complicated, those with greater ability
or will to niaster the system obtain more funds. To the extent that results ; try capri-
ciolusly. those who c41n1 iiflueice unprilncipled political decisions do best. To the extent
that unchecked discretion is lodged in bureaucrats, those vI (filt pressure them pre-
vail. Thus. those wilo caillot deal with i btreatiractes are treated badly #-%,Pi by the one
system which purports to be concerned with them. See M. Barth. (. ('arcagno & J. Palner.
eapira note 2: Subconllittee ont Fiscal Poliey, Joint E.ononlci ('olliflittee. Stldles III
Public Welfare. Paper No. r. Part I, "Welfare-An Adinittrative Nighittmar" ('oillin.
Print 1972); Liebman, Sociai ltttcrr-entlon in a )emocracy, :4 Tie Pub. Interest 14
(1974).

8See 42 U.S.C. j 423 (1970) (Social Security disability program) : id. §1 13S1-85 (Stili.
11, 1973) (Suplemental Security Incone for the Aged, IMilni all Isableil). lit fiscal
year 11074. approximately :.700,000 persons received more than 7.5 billion dollars in
Social Security disability henfilts. ec Mathtews v. Eldrldge, 44 U.S.L.W. 4224, 4220 n.l

IS. Feb. 24. 11074) , 38 Soc. See. ull. 31 (11175). and other 1,300.000 receited all-
roxitliately 1.8 billion dollars tit 141 benefits by reason of disability or blinidness. scc
.Y. Times. Feb. 27, 1176, at 32, el. 2.

9 Soclal Seciirity Act, ch. 531. 41i Stat. 620 (1935) (codified at 42 U.S.C. §1 ,1-00i
(1970). On the origins of the Social Security program, see 3 A. Schlesinger, Tite Age
of Roosevelt : Tie Coming of the New Deal 2117-315 (11159) ; ). Witte. Five lp.turs
on Soclitl Security (1051) A Altiever, The Formative Years of Social Security (19141).

" 15Soclal Security Act. ci. 531, tit. VIlI, 1 801. 49 Stat. 036 (19:35) (tax ot cm-
loyets fit 1 percent of wages, escalating i steps to 3 weivent after 194.9) : id. tit. IX.

i01. 411 Stat. 6311 (10.15) (sinillar tax oi employerss. Te terii "trust futid" was first
enip)loved in the Social Security Act Amenndments of 1931. tit. II. ch. 201, 5:3 Stat. 1,362
(1939). Social Security Is actually two programs, one that taxes and one that sptqwjik. It
a neat sleight of hand. President Itosevelt took boti to the lullc as one arrangement,
ti image essenttial to the inessago that the program was like a contract, anti that Indl-
vidnitls were depositing funds for their own nter need. Tlte legislation was drafted Iii
al atmosphere of concern about Suipreme Court review itf the jIrograin, fueled by the
('ourt's earlier invalidation of the railroad retirement sehenie. see Railroad Itetirment
Id. v, Alton It. It.. 295 U.S. 330 (1935). The Commnittee oil Econoniic Security, which
prre d tiue legislation. couclided that Social Security's chianes woul he increased if its
aing Sl1d pens)n-paying cotponents could hie bifurcated. At least some evidence for

this prediction came froti a reliable source:
In 111:. when lrinces Perkins had confided to Justice Stonie her worries about the

constitutiinality of a social security system. Stone Whispered tack, "The taxing power
of flie Federal Gloverniment, my lear; the taxing lower is sufficient for everything yotitu
waltl ai(i ,IeI'd.''

:i A. Schhesinger. The Age of Roosevelt : The Politics of U-ieaval 31ts (1909). Tis was

Ilt the olv advisory 0tiiion oin Social Security. Rvc Roosevelt & Frankftirter: Their
corresilondelice 1928-1945, at 224 (M. Freednatn ed. 1117) (letter from Tom Corcoran and
Detn ('(,left in Washington to Frankfurter in Ox-ford, June 18. 1D34: "With Itayfitond
Mhol'Y is help we nlltaaigd to have the President call in Isaiah [Justice Blrand'eisl oi
Imiali's list day iere, to discuss the social insurance message before It became
public .... ").

llowever informed. the strategy succeeded. The Supreme Court niltheld the taxing anti
Jension programs on the same day. Steward Mach. Co. v. )avis, 301 US. 548 (11)37) (tit.
X) : Ilherhg v. )avis, 301 U.S. 619 (1937) tit. VIII).
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persons who had worked enough days under Social Security to "earn" a pension
began to retire." Each month retirees received "insurance proceeds," although
of course the early recipients received far more than their own contributions,
and were paid with the taxes levied on persons still working."2 From Its incep-
tlon, the Social Security retirement program has exhibited two general-and
not entirely compatible-characteristics. On the one hand, certain features of
the program, such as the relation of retirement benefits to wages earned during
an individual's working years " and the continued eligibility for benefits of re-
tired persons with substantial assets," reflect an Insurance theme. On the other
hand, Social Security has attempted to assure a minimum income for aged citi-
zens, for example by setting a benefit floor regardless of prior wages I' and by
providing additional benefits for spouses,"

Social Security has thus been both an enforced individual savings plan and
-ia red lstributive minimum-income welfare program." Nevertheless, the government

has worked hard and successfully to persuade citizens that Social Security is
insurance that has been earned and paid for by those who receive benefits. There
is no conceivable doubt that responsible public authorities wished citizens to
rely, emotionally and practically, oil the future availability of Social Security
benefits," even though Congress Inserted statutory language reserving the power

it Between 1930 and 1040, persons who retired received a lump sum payment that was
in effect the return of the Social Security taxes that they an(1 their employers had paid.
Social Security Act, ch. 531. 5 204, 40 Stat. 324 (1935). Initial retirees in 1940 had to
have earned $2,000 at covered employment on no less than five work da's in five different
calendar years. Id., ch. 531 If 210(c) (2)-3), 49 Stat. 025 (1935). Eligibility now de.
i ends on having worked suffcient "quarters' at covered employment, a concept Introduced

in 1150, see Social Security Act Amendments of 1050, ch. 809, 5 213, 04 Stat. 504-05
(1950). A "quarter" is three consecutive months during which an individual earns covered

wages of $50 or more. Id. (codified at 42 U.S.C. 1 418(a)(2) (11970)).
"Social Security keeps-reords on earnings and tax payments credited to Itldividual

workers, but It has never had separate cash piyout accounts for each wage earner. At
the outset, the Administration had to devise a financial accommodation that would permit
larger payments to retirees in the early years than their short participation in the pro-
grait coul Justify. The E'conomlc Security Committee's original plan was for the govern.
ienit to "borrow' these early-year taxes in order to lake iUIniediate benefit payments.

and then repay the loan witih interest beginning In the 1960's, but Roosevelt insisted
that the infusion of general revenue (in effect paying back the original loan) be post-
Iolned until 1980. N'ee Twentieth Century Fund, Report on Old-Age Security (193S5) ; A
Altmeyer, supra note 9 at 11-26. In 1950, the bookkeeping fiction of. carrying the early
"loans" with interest was dropped. Today the trust fund is at best a reserve against brief
econonlic calamity (it contains eliough money to pay benefits for only a few months if no
new revenues are received), and a political safegniard for Social Security revenues against
c(mpetition from other spending opportunities-(no different. In that sense, from the ligh-
way trust fund). The fact that early retirees received benefits financed by funds "borrowed'
from the Social Security system suggests a possible handle for appropriating general rev"-
iiies to Social Security vitout disabusing the public of the "insurance" analogy. ce Hear.
tgs ln before the Senate Special Committee on, Aging, 93d Cong., 1st Sess., pl. 4. tit 25.
(197:1) (testimony of IIEW Secretary Cohen) (advocating possible "Government subsidy"
for "the deficit . . . accrued during the transition period" to avoid having people thliik
of Social Security "as a welfare program").

2( Cornpare 42 U.S.C. I 415(a) (Supp. Ill. 1973) (computttlon of "primary insurance
amount" on basis of "'average monthly wage"). with Social Security Act, It. II, ch. 5:31,
I 202. 49 Stat. 623 (1935) (old age benefit payments based on "total wages"). As of l)ect'm-
her 10. 1975, a singlep person whose average yearly wage for 19 years before retirement
was $5.500 receives $304.70 il monthly Social Security benefits.

14 But earned Income before the age of 72 results n diminished Social Security benefits.
42 I'.S.C. 540 (1970),

13 Id. 402(i1).

1?''eargumnent that1 Social Security can best be understood as a "tax transfer" tiro-
grnt rather than ats an "Insurance purchase" program was first adivanvedi by I1111
SalinlelsonI n .4n E'xact Consumption-Loan Model of Intereot With or Wfthout tli Sorial
Contrivance of Moaey, 06 J. Pol Econ. 407 (1958). See also J. lirittain, the Pay roll Tlax
for Social Security (1972) ; Campbell, Social Insurance in the United Statcs: A Program
in Search of an Sxplanation, 12 J. Law & Econ. 249 (1969).

Those who believe that Social Security as packaged and operated has been immensely
successful are obliged to acknowledge the accuracy of his description, but they remain
passionate that moves to make the reality-that Social Security is a tax transfer program
and 1ot an aggregation of personal insu'raned-polieles-more visible would be a1 illistake.
See, e.g., Ilearfngs Before the Senate Speoial Comnattee on Aging, u pra note 12, at 251-52
(testimony of former IhEW Secretary Cohen).

Is "The'iope behind this statute is to save men and women from the rigors of the poor
houso 1as well as from the haunting fear that such a lot awaits them when journey's end
is near." Ilelvering v. Davis, 301 U.S. 619. 041 (1937) (Cardozo, J.).

Among the public expressions that accompanied inception of Social Security, the fol.
lowing are typical :'

"A Federal ol age insurance system, the largest undertaking of its kind ever attempted.
has been organized fnd 1nder it there have been set up individual accounts covering
42.500.000 persons who may be likened to the policy holders of a private insurance
company."

(Continued)
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to change the progran.1 Sensible citizens have relied on these omcial promises
in determining the extent of private provision It is reasonable for them to
make." For its part, the government has rarely disappointed these expecta-
tions." The most recent congressional initiative was a 1973 law that provided
for automatic increases In benefit levels to keep pace with inflation." This pro-
vision Is presumably revocable, and thus no more significant than prior ad hoc
increases which normally exceeded the rise in the cost of living.t Yet by its
very existence the escalator clause gives citizens additional practical encourage-
ment to plan for retirement in expectation of Social Security benefits undliuln-
Ished by price Increases.

In the late 'forties, the Truman Administration fought andi lost a battle to
add compulsory health Insurance to the Social Security )rogram."I Meanwhile,
the Social Security trust fund grew, because the actuarial assumptions of the
program's draftsmen proved conservative.' When it became clear in 1953 that the
Ei.senhower Administration would not seek to abolish Social Security,* residual
dumnd for health Insurance and the assurance of trust fund solvency generated
proposals for Social Security protection against income loss ilue to serious medical
disability. The first success was 1954 legislation preserving the Social Security
work record of disabled persons: individuals who became disabled were made
eligible for retirement benefits at 65 as if they had continued to work between
the onset of the disability and age 65.1 In 1956, Congress provided that Social

(Continued)
A .Iessage Transmitting to the Congress a Report of the ,oelal Reenrity Hoard Reoam.
adendlag Certain Itlaprot'ements in the Late, Jan. 16, 1939, 1931) The Public Papers and

Addresses of Franklin D. Roosevelt 77 (1041)."'The Act provides for two kinds of Insurance for the worker.
"For that Insurance both the employer ain(] the worker pay iremilums. Just as you paypreilums on any other Insurance policy. Those premitunis are collected in the form of thet

taxes you hear so milch about.
"The first kind of Insurance covers old age. Here the employer contributes one dollar ofpretini for every dollar of premium contributed by the worker : iut both dollars are held

by the Government solely for the benefit of the worker in his old age..II effect, we have set ip n savings account for the ol age of the worker ..
"These propagandlsts I employers who oppose Sochl Securltv . . . are driveni in theirdesperation to the contemnptible, unpatriotic muggestion that ',otie future Congress will

steal these insurance funds for other purposes. If they really believe what they say In the
[literature being Inserted by employers In workers' i pay envelopes, they have no confidencei outr form of government or Its permanence. It might be well for them to move to soine
other nation in which they have greater faith."

Cainpaign Address on john Mitchell Day at Wilkes-Ilarre, Pa,, Oct. 29. 1936, 1036 The
Public Papers and Addresses of Franklin 1). Roosevelt 54,2 (1038).

A similar theme permeated the program's early public literature. E.g., U.S. Comm. onEc-onomic Security, WVhat the Econoilc Sectrlity Program Means To You (11135). J.
Dougias Brown. writing of his service on the staff of die Commiltee on Economic Security.has said: "IWIe wanted our government to provide a nechanisn whereby the IndividualCould prevent dependency through his own efforts." Brown, The American Philosophy of
Roehl Insuranice, 30 Soc. herv. Rev. 1, 3 (1956).19The statute reserves to Congress "It ili right to alter. amend. or repeal any lrovi.
son...." 42 U.S.C. 1 1304 (1970). This reservation of power underplay the Supreme
Court's decision in Flenmming r. Nestor. 3163 U.S. 603 (1960). which held that Congressviolated no constitutional requirement wlen It changed the Social Scurlty law to denybenefits to a person deported for iaving been a meiziber of ths, Comninnitt i'arty. even
though lihe person belonged to the 'arty an( paid Social Security tarps when there was
to silh Irovision.

"0Many iprivate pension plans are Integrated with Socili Setcurity. Contrlbutlo,ts andpaynients.1 rop as Social ,ocurity taxes and Ia'e'iflts inrease. Her. e.g.. Retirement income
1'lan for Iflorly 1iEomlyees of Harvard University (1--S. 12 (1975). For evidence that re.tirenient saving Is substantially less than It wull lie without Sonlal Security. see Feld.stein. Social ,ectritil, Induced Reireiuctit, and .4ggrcgate capital l A Cetitela tion. 82 J.Pot. ,co.. 905 (1074),

" See. e.g.. Vamll v. 1,inch. 309 F. Supp. 1, 2 (l en). 'ren. 1970) (discussing the few
teelinl,"al inendine'its that have redcedl cover-ie.

TJ 42 U.S.C. 1 415 (Supp. I. 11731). .\(tuallv. Social Securltv lieneflts now respond bothto wtce Invreses (nart of which are merely Inflation) tnd again to Intlationary e'uanges
spi-elfleally. This doublee indexing" will luefore verv lon force lgantle tux incr'hnseu. anida major transfer of Incone front workers to retirees. .Methods for correetinc what I tird'.ably i legislative error are discussed in the Report of the QuadrnnIal Advisory Connell
on Soel-il ,eeurlty. II.R. Doe.. 114-75. 94th ('ong.. 1st ,4iss. (11)75) rhereliafter elid asAdvisorv ('otnell Retuort1. scc also Felolteln. Toward t Reora of sociall Security, 40
The I b. interst 75 (10751.

v,'see .N.Y. 'rive. April 5. 1973. 1 6. at St1. col. n : (i. Rept. 7. 1973., at 44. col. 1.2- , c 2 It. '
1
')i.ninn Memoirs : Years of trinai awm llpe 17-30 (11t511).

r-% 19e53 EIW Ani. Rep. 29.
" g5ee A. Altmever. stpra note 9. at 227-28.21 Soelal Security Ainendments of 114. eli. 120(1. 4 106(1. (15 Stlt. 1050, The so-enllerl

"di nbilltv freee" is still part of the law. sc 42 U,'.7.C. 41(1l() (l97M. ax aw'endled. -2
.S.C. 416(I) (Rupp. 111, 1973)). and most dlisatlllity cases concern claIns both for cur-reit disability itaymen ts and for disnbllty freey, protection against later reduelon (if

retirement benefits because of the perhld ot of work.
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Security taxpayers between 50 and 65 years of age who became permanently
and totally disabled should be eligible for monthly benefits as if they were
already 05 and retired.* In 1900, the age-50 requirement was removed.* Disability
insurance payments, thus annexed to the Old Age and Survivors program, are
conditioned on three important findings. A claimant is required to show (1)
that he has worked at covered employment for the requisite number of quarters;
(2) that his inability to work is "medical" in nature; and (3) that he is totally
disabled. An examination of these eligibility requirements illuminate basic ques-
tions about the appropriate scope of the Social Security disability program.
A. The prior work requirement

By requiring that a disability insurance recipient have worked at covered
eniploymnent for a sj*ecfled number of quarters,5' the Social Security disabilityprogram imposes a test that, at first glance, sees to measure a clainmant's will-Ingness to work for a living. Such a view Is superficial, for it falls to explain whyone who has achieved a place iln the economic structure and is theni medically in-cap.citated deserves income supisirt more than one who Is born medically unable
to obtain an economic place. The person born disabled could be Just as willing towork, but he will never be eligible for Social Security disability benefits. Disability
is simply bad luck, yet our system accords better treatment to those who are
unlucky later in life than to those who were never lucky.

A first step toward a consistent explanation of the prior work requirement isto note its relation to the insurance aspect of Social Security. The requirementensures that the claimant hits paild the Social Security tax for a significant period.Thus benefits can be char.gcterized not as public charity but as a return of In-
surance proceeds to the disability claimant who has paid tax "premiums" to
purchase protection against the risk of disability. The insurance concept is notan entirely satisfactory explanation for the Prior work requirement, however, forIt could as easily justify coverage for all those now excluded by the requirement.
We could assume that all persons undertake to pay insurance premiums If andwhen they work, aud that the promise to pay these lrelnluns is consideration foran insurance contract by which society agrees to protect against the possilbility
that an individual will Ibecome disabled after working and paying taxes, or bedisabled throughout his life and so never achieve a states of taxpaying prtldu(.-
tivity. That this societal insurance concept has not been adopted indicates that
we may be unwilling to regard as Insurance a scheme tlt does not requiire acontiection between an ilindi'idual's actual contributions and the benefits he will
receive.

A second possible reason for the prior work reqtuirenient ('ould be a desire to
protect the ise against worker temptations to indolence. No empirlcal datasupport the conclusion that one who has worked will Ibe less likely than one who
hits not worked to prefer a disability pension to a JobY Such a proposition is not
implausible, however, and is the sort of collective hunch on the basis of which
social welfare decisions are often made.

A third explanation of the prior work requirement would be to see it as
embodying a Judgement that I lite person who has worked before becoming disabledd
has a stronger claim to bemietlts than the person who has not worked at all. This
belief could not be based solely on the sad accident. of the disabling event, which
would evoke equal sympathy regardless of timing; but it could be grounded on
the notion that personal expectations and reliances are established with one's
place in the workforce, and that it is signiflc.ntly more disturbing to be struck

S Social Security Amendments of 1956. ch. 836, 1 223, 70 Stat. R15.
SSocial Seetrity Amendments of 11)060. Pub. L. No. 80-778. tit. IV, § 401. 74 Stat. 1)7.A claimant nluist have worked for 20 of the prior 40 quarters. If the disability occurs beforeage :1, the clalinait itlst have worked during half of the quarters since his 21st birthday.but In no event less than ii quarters. 42 U.S.C. £ 423(c)(1)(B) (Supp. III 1973).M-12 U.S.C. 1 423(c) (1) (Fl) Stipp. ItI, 1973). Actually., widows and widowers canreceive disability benefits based on their spouse's So.cial Securltv tax payments after age50, even If they have not worked. Id. I 402(e) (1) (11) (1) (1970). Children of qualifiedworkerstare also coertd if thev become permanently., disabled before age 18. Id. 5 402(dl (1) t(G) Supp. I1, 1973). Social Seclurlty disabillty thus coverq some persons whomay not have declinedd" front a level of lab6r force participation. These ancillary pro.visions raise issues much like those now arising under SSI disability, discussed lit pp.855 07 In/ra.

t Results of the New Jersey negative income tax experinient can be read as mildlyrelevant data to the contrary. For example, the measured "willingness to work" seeicedito -vary very little according to a person's income level or prior work experience. See WorkIncentives antd Income Guarantee (J. 'echnman & P. Tlmpane ed. 1975). See also L. Good-will, )o the Poor W\'ant to Work? (1972).
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from one's station than to In- prevented from ever reaching it." Such a view
would be based on the assertion'that even If an individual has claims against
society that are good despite his inability to make an economic contribution, as
he begins to contribute he not only adds to his basic claim but also establishes a
clain grear-er than the extent of his contributions-a claim, for example, to be
protected If medical events outside his control make further contributionsI inposible.

No single theory can fully explain the prior work requirement. Given the
l>oyroll tax netli of financing Social Security. the prior work requirement un-
doubtedly is linked to the insurance aspects of the program : part of total worker
compensation is set aside to protect those who become disabled. The require.
ment is also related to work disincentive fears: an individual who satisfies the
requirement has proved his willingness to labor. And the requirement accords
special significance to the economic expectations generated when an individual
holds a Job for a substantial period of thne. But at base the concept of desert
implicit In the prior work requirement is the idea that in our society, although
one's place is not fixed at birth or even upon completion of formal education,
there should be a poiut at which one's station is relatively fixed-or fixed against
certain unpleasant eveutualltles--and that a specified period of workforce partlc-
liation ought to be the fixing point.33

B. The rcquirenent of "mcdica" diaabilty
A claimant who meets the prior work requirement satisfies a basic condition

imposed on all Social Security recipients: substantial workforce participation. To
qualify for disability insurance benefits, the claimant must also demonstrate that
his inability to obtain work is a result of "medically determinable" illness or
injury."' The medical disability requirement means that workers are not insured
against unemployment caused by declines in capacity or willingness to work that
cannot be given a medical explanation. For example, one person becomes lazy
and unreliable; another ages prematurely; a third becomes surly, and can no
longer perform tasks that require cooperation with fellow workers or with the
public; a fourth begins to dring heavily. The qeustlon thus presents itself: Why
do we feel that medical disability provides a more compelling occasion for in-
come protection than changes in individual capacity to work, when both events
have the effect of ending the opportunity to earn?

The medical disability requirement obviously expresses some special solicitude
for the sick. But this concern may only reflect the feeling that those who are
"sick" have suffered an involuntary decline in working capacity. From this per-
spective, the medical disability requirement becomes an attempt to draw a line
between voluntary and involuntary unemployment. We are prepared to support
an individual whose workforce participation terminates after even minimal
achievements, but only on the theory-which the prior work itself reflects-that
disability benefits replace income which the worker expected to receive from
his Job, and are not an alternative to work. Thus the medical disability require-
ment enforces an iron logic: those who can work must work.

Courts reflect a determination to disqualify those who voluntarily withdraw
from the workforce when they employ language that speaks of intention and con-
trol In defining "medical" disability." If the individual chose the affliction, they
seem to say, he should be denied benefits. The courts are uncomfortable with this
simplistic distinction between self-induced tribulations and catastrophic external
events." Judges know this is an age of more complex theories of psychic caus-

0 Of. Chatman v. Barnes, 357 P. Supp. 9 (N.D. Okla. 1973) (state denied disability
benefits to ohildret if parents' income exceeded a specified level, but paid benefits to dis-
abled adults whose own parents exceeded the same income limits).

to see o at'alli I. Rainwater, What Money Buys (1974) ; C. Jencks, Inequality (1972).
42 IL..C. 1 423(d) (1) (A) (1970).

USee. e.g.. Osborne v. Cohen. 409 F.2d 37, 39 (6th Cir. !1969). Compare Marion v. Gard-
ner, 359 F.2d 175 (8th Cir. 196d) (Blackmun, J.) (awarding disability insurance benefits
where claimant, a homosexual, was hospitalized for mental illness coupled with lack of
power to control his sexual impulses), with Pierce v. Gardner, 188 F.2d 846. 848 (7th Cir.
1967). cert. denied. 493 U.S. 885 (1968) (denying benefits because "the record discloses no
mental illness but only a mental or personality disorder coupled with a propensity (not
uncontrolled impulse) to the commission of sex offenses").

as typical case is Judge Dooling's attempt to determine whether a claimant exhibited
"'volmutary resignation to alcoholism as an escape of choice front a life of daily, labor" or, on
the other hand, "helpless self-entrapment In an unconquerable addiction, ' BadIchek v.
Secretary of HEW, 374 F. Supp. 940, 942-43 (RD.N.Y. 1974). Compare A. Milne, The
World of Pooh 208 (1957) :

"Can they fly?" asked Roo.
"Yes." said Tigger. "They're very good flyers. Tigers are. Stornry good flyers."
"Ooo I" said Roo. "Can they fly as well as Owl ?"
"Yes," said Tigger. "Only they don't want to."
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atioa. In addition, this version of the "medical" test does not explain how much
time must have passed since the individual's chole before the consequences will
be regarded as a qualifying disability. For Instance, an individual may have
"chosen" to begin drinking years ago, but may have become a "medically deter-
minable" alcoholic who today cannot easily free himself froim additionn" But
despite Its simplicity and Its shortcomings, the "medical" label still serves as
a very rough line excluding from qualificatlon those changes in employment
status that have resulted from the individual's own choices and therefore not
from a random external event.

The, central difficulty with the medical disability requirement has been that
persons with indistinguishable physical ailments report differing degrees of
physical limitation or pain, and differ as well in the extent to which they modify
their behavior." The variety of individual reactions to illness and injury presents
the Social Security Administration with a large number of difficult qualification
questions." The SSA often concludes that an Individual is not medically disabled
because for many other persons a similar injury or illness is compatible with
work.'" A substantial percentage of these administrative determinations are in
turn reversed by the courtS," which have pronounced no general rules for quali-
fication but have Instead employed the technique of finding the Secretary's
evidence insufficient to support a conclusion of nonmedical disability.' -

0 rNee, e.g., Wheeler v. Glens Falls Ins. Co., 513 S.W.2d 179 (Tenn. 1974) (workman's
compensation case) But cf. l'owell v. Texas, 392 U.S. 514,.550 (1968) (White, J., concurring
in result) :

"I cannot say that the chronic alcoholic who proves his disease and a compulsion to
drink is shielded front conviction wl.,an he has knowingly failed to take feasible precautions
against committing a criminal act. here -the act of going to or remaining In a public place."

;* E.g., Her v. Celebrezze. ,332 F.2d 293. 296 (2d Cir. 1964) ("wVhile tile medical evidence
may perhaps indicate that Mrs. Ber's physical symptoms were of a type which probably
would have caused many people considerably less pain than Mrs. Ber suffered, it neverthe-
less amply supports her complaint that in her particular medical case these symptoms were
accompanied by pain so very real to her and so intense as to disable her.") ; Page v. Cele-
brezxe. 311 F.2d 757, 762-63 (5th Cir. 19M3).

30 See )ixon, The Wclfare State and Mass Justice: A Warning from the Social Security
Disability Program, 1972 Duke L. J. 681, 683 n.12 The difficulty of these individualized
determinations was apparent to one perceptive commentator when the initial "disability
freeze" law was enacted. See E. Burns, Social Security and Public Policy 124 (1956). It is
not apparent even now to the Supreme Court. See Mathews v. Eldridge. 55 U.S.L.W. 4224,
4232 (U.S. Feb. 24, 1976) (l'owell, J.) :

"In short, a medical assessment of the worker's physical or mental condition is required.
This is a more sharply focused and easily documented decision than the typical determine.
tion of welfare entitlement. In the latter case, a wide variety of information nity be deemed
relevant and Issues of witnesses credibility and veracity often are critical to the decision-
making process...."1y contrast, the decision whether to discontinue disability benefits will turn, in most
cases, upon 'routine, standard, and unbiased medical reports by physician specialists' " ....

40"See, e.g., Hayes v. Celebrezze. 311 F.2d 648, 651 (5lOm Cir. 193) ("The Secretary per-
sists in the notion that no matter how painful in fact (claimant's osteoarthritis of the
spinel must be, it does not saitsfy the statute.").

4' In 1971 there were 1,537 new disability complaints in the district courts and 1 260
"old" disability cases awaiting (isposition. In that year the courts of appeals decided S6
disability cases, and had 69 others pending. The Secretary was aMrmed in only 62% of the
1971 district court cases. From inception of the disability program through calendar 1970,
the Secretary's record in tle courts of appeals was 232 aillrmances and 162 reverals and
remands. Dixon. supra note 39. at 700-01 & nn.92 & 93. See also Sayers v. Gardner, 380
,.2r 940, 942-43 (6th Cir. 1967) :I,. Jaffe. Judicial Control of Administrative Action 608
(1965). Kaufman, District Court Review of Department of Health, Education, and Welfare
Decisions, 26 An. L. Rev. 113 (1974). The high reversal rate for disability cases has been
cited both to show that the appellate system is fair. Richardson 1. Perales, 402 U.S. 389.
410 (1971) (Blackmun, J.), and to show that the initial process is dubious, Richardson v.
Wright 405 U.S. 208. 221 (1972) (Brennan, J., dissenting), See Brudino, Fairness and
Bureaucracy: The Demise of Procedural Due Process for Velfare Claimants, 25 Hlastings
L.3 813, 826 n.41 (1974).

"An example is Wilson v. Richardson. 455 F.2d 304 (4th Cir. 1972), where the Secretary
applied his crude ruie-earnins of $140 per month show an individual is not disabled, s.e
20 C..R. I 404.1.34(b) (197o)-even though the claimant had held and lost eleven dif.
ferent jobs because employers discovered his impairments or because of the strain on his
back and legs. The court reversed, saying that sometimes a record of employment- can
establish, instead of refute, a conclusion of disability. Similar cases include Dodsworth v.
Celebreyze, 349 F.2d 312 (5th Mr. 1965) : Mefford v. Gardner, 383 F.2d 748 (6th Cir.
1967) ; Browne v. Richardson, 468 F.2d 1003 (1st Cir. 1972) , Webb v. Weinberger, 371 F.
Supp. 793 (N.D. Ind. 1974). These cases exhibit a modern view of how much pain and
discomfort an individual must bear that is quite different from the sturdy attitude of
Judge Learned Hand:

"A man may have to endure discomfort or pain and not be totally disabled : much of the
best work of life goes on under such disabilities; if the insurance had been against suffering,
it would have read so."

Theberge v. United States, 87 F.2d 697, 698 (2d Cir. 1937) (plaintiff's claim for benefits
under war risk insurance policy should not reach jury).
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The high reversal rate could be attributed to a difference in institutional per-
spectives. The Secretary runs a large program, and must have rules. Attempt-
ing to implement Congress' clear purpose that benefits be provided only to those
persons in fact medically disabled, the Secretary establishes hurdles that make it
difficult for someone to qualify solely on the basis of a persistent assertion that he
is physically Incapable of work or able to work only with great pain." Judges, on
the other hand, need not consider the program as a whole or its annual budget.
Their inquiry is normally focused on an individual claimant, whose story Is often
sympathetic, whose perseverence in carrying the case so far is evidence of a sin-
cere claim, and who will not be on Easy Street even if he wins the appeal."*

The conflict between the Secretary and the courts on the medical disability is.
sue exposes a broader disagreement about the nature and purpose of the Social
Security program. The Secretary's Procrustean rules achieve a certain sort of
fairness by regularizing discretionary determinations. From his perspective, if
most persons will respond in a certain way to a particular injury or illness, then
it Is appropriate to assume that everyone will respond in that way. The courts
have taken a contrary position that Is more responsive to the insurance aspects
of Social Security. Their insistence that the Secretary produce better evidence to
rebut individual disability claims can be seen as a determination to interpret the
program's content with attention to the expectations individuals have formed as
they have participated in an on-going relationship with the United States. Rely-
Ing on the government's promise of disability benefits, citizens have forsaken al-
ternative savings arrangements." The individual worker believes lie is protected
against medical catastrophe. To him that means lie will receive income-support
payments if he is sick or hurt and can no longer work. lie certainly does not ex-
pect that an injury which disables him will be found noncompensable (i.e., non-
medical) because most persons would be able to continue working with syin-
toms that are indistinguishable to the doctors' methods and machines.

The courts' concern for individual worker expectations is fully consistent with
the history and conduct of the Social Security disability insurance program.
When a judge reverses a denial of benefits, le should be seen as saying that the
program's purpose is to assure income related to prior earnings when a claimant
can make a sufficient showing of certain sorts of random bad luck, and that the
showing made by the claimant is sufficient, in that most persons (1) would want
to be covered if they could make such a showing; (2) would expect a disability
insurance program to cover them in such circumstances; and (3) are prepared
to pay the costs of coverage for all such cases as are likely to arise. This focus on
the reasonable expectations of Social Security participants suggests the need for
fact-finding procedures open to allegations of pain;'* to assertions that a physical
accident has led to changes in personality so drastic as to prevent effective work: "
and to claims that an individual is disabled even if he declines a dangerous and
frequently unsuccessful operation.* The central characteristics of Social Security
disability insurance should be a claimant's climb to a place in the labor force, his
loss of that place due to one of a category of external risks we have decided to
spread among all workers, and his current inability to achieve income without a
degree of effort or suffering that persons generally would regard as unnecessary

"g,8ee, e.g., Butler v. Flemming, 288 F.2d 591 (5th Cir. 1061) ("[ellalmant could no
longer even shuffle dominoes," yet Secret'ry denied benefits).

""Reversals seem to be a complex of (1) the inherently amorphous nature of tie
abstract capacity-for-gainful-activity standard when applied to claimants with some
quantum of residual work capacity; (2) the borderline fact situations in most of the
cases which fall outside [per se rules] ; (3) the difficulty in assessing psychological over-
lay in the borderline cases: (4) the conclusory testimony of some medical advisers, which
has telling effects; (5) the naturally appealing nature of the face-to-face contact, which
first occurs at the hearing examiner level : (6) the presence of an attorney who in any
borderline case can always make a plausible argument, and by his mere presence threatens
further appeal : (7) the natural desire of an appellate body to exercise its independence,
which in the SSA context can only be accomplished through ruling In favor of the claim-
ant; (8) at the court level, judicial Ignorance or sinulDy nonacceptance of the statutory
standard of disability."

Dixon. supra note 39, at 732-33 n.259. Of course, one thing the history of public dis-
ability insurance may show is that there are some legislative distinctions that, even If
they accurately describe the categories popular perceptions would define, are extremely
hard to administer cheaply and fairly.

"Sgee pp. 838. 39 and nn.18-?0 ara.
44 See Der Y. Celebrezze. 332 P.2d 29,3 (2d Cir. 1964).
47 See Davidson v. Gardner. 370 F.2d 803 (6th Cir. 196k7).
01 See Morse v. Gardner, 272 F. Supp. 618 (E.D. La. 1967).
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for someone with this individual's thresholds of pain and discomfort.* These are
exceedingly individualized determinations, to be sure, but they are necessary if
this program is to perform its appropriate task.
C. The total disability requirement

Even If a claimant has worked for the required number of quarters and has
suffered a "medical" decline, benefits will be denied unless the fall from employ-
ability Is total." For example, a skilled auto mechanic whose rheumatism makes
him unable to repair cars but who is still capable of performing a sedentary
occupation is not covered. The statute does not insure against his decline in
income," nor does it offer him the option of subsisting on a disability grant or
taking a lower paying Job." Because the claimant can work, he must work.

Although the Social Security statute defines total disability as "inability to
engage In any substantial gainfun activity by reason of any medically deter-
rminable physical or mental impairment," 3 some workers are classified as totally
disabled with no inquiry into whether they can work at other Jobs. Loss of both
arms or both legs, for example, is a per se case of total disability according to
the Secretary's regulations." But unless a claimant is unlucky enough to have
lost a large chunk of his anatomy, he can qualify only by showing that, in his
specific case, a medical impairment has brought him within the statutory stand-
ard of inability to perform "substantial gainful activity."

I. Reasons for the Total Disability Requirentnt.-Two ideas compete for pri-
ority in the Social Security program. One is need. Because one of the program's
purposes is to prevent destitution, it inevitably strains to conserve limited re-
sources for allocation among the most needy. This concern for prudence not only
mandates efficient identification of the most needy. It also mandates equity; an
inquiry into the relative claims of possible recipients. The second concept is
insurance. The government's representations have generated expectations and
reliances by working persons, and the program must redeem its promises so that
its ongoing commitments will be credible. The total disability requirement
shows the complex interplay of these two concepts in a program plainly attempt-
Ing to respond to both of them.

The total disability requirement certainly implements an intention to allocate
limited resources to the most needy. Those who cannot work need more assist-
ance than those able to obtain a Job, even though it pays less than their former
eml)loyment. Denial of benefits for partial disabilities also conserves resources
by avoiding the substantial cost of asc(,:taining the precise extent of a partial
disability. But efficiency is always wit!i us, providing a reason for doing less
rather than more. And Social Security is not the only potential source of sup-
port for the completely disabled. Other programs-such as general relief or
AFDC--identify their beneficiaries :rincipally in terms of need. Therefore,
neither administrative efficiency nor an attempt to assist the most needy can
fully explain (1) why Social Security disability denies benefits to those only

49 Emphasizing this explanation for the Social Security disability program casts doubt
on one group of cases in which the Judges have been moved to overrule administrative deni-
als of benefits. Sometimes. an Individual is physically or mentally impaired from the begin-
ning of his working life, but manages to accumulate the very brief work experience (theo-
retically, as little as $300 in covered wages, over a period of eighteen months, see note 11
supra) required for Social Security coverage. If this person then applies for benefits, but
cannot show that his condition has deteriorated, the theory of the program advanced above
would suggest denial. Courts usually look only at the condition of the person as he appears
before them, and at the technical requirements for achieving coverage. If the person now
seems impaired, the are likely to reverse a denial of benefits even if the person was no
healthier when working. See. e.g., Rayborn v. Weinberger, 898 F. Supp. 1303 (N.D. Ind.
1975).

042 U.S.C. 1423(d) (2) (A) (1070).
51 But see Hearings Before the Senate Special Committee on Aging, 93d Cong, 1st

Sess., pt. 4, at 246 (1973) (suggestion by former HEW Secretary Cohen that persons
over 55 who are able to work but "unable to engage in their customary occupation" be
covered).

NBut of. Stewart v. Cohen. 309 F. Supp. 949, 955 (E.D.N.Y. 1970) (suggesting that
college-educated claimant mlght be permitted to receive benefits during a limited period
of rehabilitation and training, instead of being required to accept employment as un-
skilled laborer, so he could again be qualified for white-collar employment).

WU.S.C. 1423(d)(1)(A) (1970).
" See 20 C.F.R. 1 404.1502(e) (1975); United States Department of IhEW, Social

Security Administration. Disability and Social Security (1905). Qualifying injuries and
illnesses are listed In 20 C.F.R. ch. 11, subpt. P, app. (1975). For evidence that Con-
gress has approved qualification on the basis of such "pure" medical determinations,
see Dixon, supra note 39, at 704 n.110.

95-17-77-21
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partially disabled, or (2) why we pay those who are totally disabled with
relatively generous Social Security checks rather than with AFDC or general
relief grants. A totally disabled person who has never worked, or a person
whose alleged total disability is not medically cognizable, may be Just as needy
as a Social Security disability reciplent-yet we tell him to look elsewhere
for income protection."

It Is tempting to see the total disability requirement as an exemplification of
t principle of equity. In our economy, some individuals must perform disagree-
able and low-paild jobs. Since a partially disabled person can by definition per-
form at leasit this sort of Job, It may be thought to be Inequitable to treat him
as having a claim on society greater than that of a person who lias always
worked at a lesser-paying Job. Thus, If we focus only on need, It may seem
unreasonable to differentiate between slimilhirly situated persons merely because
one has suffered a partial medical disability.

'lite difliculty with this argument from equity Is that we pity benefits to those
"totally" disabled for at medical reason who have satisfied the prior work require-
ment, but not to persons unable to work who have never worked or whose diffi-
culty Is not "medical." The very existence of the Social Security disability pro-
grain is an assertion that the person whose employment history shows a medical
decline from earlier achievement deserves benefits more generous and less bur-
dened by bureaucratic indignities than the person who has not previously worked.
Tie disabled person has been encouraged to think of the Social Security taxes
de cited from Ills wages as a purclhse of Insurance agaiu.t income loss from
inedical catastrophe. That the disabled claimant Is no worse off than some who
letarly have no Social Security claim Is irrelevant: it is prior work and medical

catastrophe, not level of need, on which the disabled person urges his right to
Social Security. Because Social Security has such a substantial insurance coni-
ponent-respondig to all individual's personal work record, to the exmrctations
created by employment, and to the particular causes of hits present difficulties--
arguments based solely on equitable treatment of those currently in similar eco-
noimiieircumnstaiwes cannot fully explain the program's basic rules or provide
suffi-lent guidance in resolving the ambiguities of the statute.

Thus no logic requires that the Social Security program deny protection against
partial declines in earning power. The program excludes these declines because
funds are limited and because the exclusion avoids a category of difficult admin-
Istrative determinations. Denying benefits for partial disability is acceptable,
however, because otlicial messages have always made clear that only "total"
disability will be compensated.

2. The Job Gap Vasc.-The tension, implicit in Social Security, between pro-
viding income support for an equitably defined subgroup of the needy and satis-
fying the officially encouraged expectations of wage-earners, is best Illustrated
iln the "Job gap" cases. An Individual enters the job gap when he suffers aii
unquestioned medical disability that prevents continuation of pre-injury employ-
ment, when he remains physically and emotionally able to do certain other jobs,
but when lie cannot obtain another job. Jobs may be unavailable because: (1)
they do not exist where the claimant lives ;" (2) employers incorrectly conclude
that time disability prevents performance of the job ; * or (3) employers hire non-
(11l-iled persons who are younger, or abler, or safer risks." Such a worker Is
medically disabled; the disability Is a but-for cause of his unemployment; and
yet his disability alone does not keep him from working. It Is disability as well as
labor market conditions that have left him unemployed.

The first extended analysis of the Job gap problem appeared in the influential
ease of Kerner v. Flcmming. Kerner had been a self-employed furniture repair-
man. After suffering a heart attack and serious diabetes, he could only do "light,

M see Coleman v. Gardner, 264 F. Supp. 714, 718 (S.D.W. Va. 1007)
In this instance, plaintiff's youth and sketchy work record mitigate [sl against his

ellam The Act's disability provisions are designed primarily to aid workers who, after
having made a contribution to the nation's work force, are unable to continue. It is not
intended. nor should we allow it to become, a substitute for -the various Federal and State

dilrect relief programs for the socially deprived.
50 E.g., Wright v. Gardner. 403 F.2d 646 (7th Cir. 196R).
67 ee, e.g., King v. Gardner, 391 F.2d 401, 404-05 n.7 (5th Cir.) (dictum), vacated on re.

hearing, 391 F.2d 401. 410-11 (5th Cir. 11967) (en hanc).
1 E.g., Caralallo v. Secretary, .346 F. 8upp. 93 (D.I'.R. 1972).
6 283 F.2d 916 (2d Cir. 1060) (Friendly, J.).
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sedentary work." 1o ills willingness to do such work was unquestioned. To the
extent jobs were available, however, employers chose not to hire a 60-year-old
diabetic with a history of heart disease. The Secretary denied benefits, but tile
Court of Appeals for the Hecond Circuit reversed. Judge Friendly interpreted the
disability requirement as follows: What can applicant-do, and what employment
opportunities are there for a mail who can do only what applicant can do.","
Kemier gradually received wide," though not universal," assent. Courts placed
on the Secretary the burden-once a claimant showed a disability making him
unfit for his former work-of producing evidence sufficient to show not only what
work the claimant was still capable of performing, but also that obtaining such
work was a realistic possibility, and realistic near the claimant's home."

Only Judge Wisdom, in a perceptive dissent from Fifth Circuit agreement with
Kcrner," recognized the ltential applications to Job gap cases of a principle, of
equity that would justify exclusion from the program of those who are only
partially disabled. lie acknowledged the economic distress of medically impaired
persons in the job gap, but contended that it was not distinguishable from the
need of every non-disabled person in the job gap. Non.disabled persons who cannot
find work, Judge Wisdom argued, must rely on unemployment insurance or, when
that expires, on general public assistance, and lie found neither equitable nor
statutory authority for treating medically Impaired persons any differently."

But Judge Wisdom's position does not differentiate among the needy, or among
the programs we have established to assist them. Because he considered Social
Security disability benefits to be fle more than a general relief dole, and to be
unaffected by the program's insurance image and its role In framing worker

.expectations, Judge Wisdom saw no inconsistency in asking why a worker cannot
get a job now without inquiring as to why he lost the Job he had. No doubt Con-
gross did not mean to pay disability benefits to a worker who loses his Job be-
cause of automation or a demand contraction: the medical disability requirement
is proof of that. Yet in arguing against Kerm'r. Judge W'isdom ignored the fact
that except for a medical misfortune, the job gap clalinnt would have been
working. Furthermore, Judge Wisdom's position proves too niuch. It is, of course,
based on the assumption that Mr. Kerner cait work, but virtually every disabled
person can do something for which another person will pay. lie is "totally"
disabled because tie market value of his labor, given such alternatives as mm-
(hines and healthy persons, is so low. Indeed, disability Is as much a function of
social choices as it is a result of illness or Injury. We lmipoe-arbitrarily, but
sympathetically and wisely-a harrier that says, "Work less valuable than this
price shall not be done for money in this society. If that is all you can (10, it Is
better that you be regarded as unemployed or disabled." Thus, Mr. Kerner could

01d. at 91R.
61 21R3 F-2d at 021. Kerner himself apparently did not benefit front his doctrinal victory.

See Z'erner v. Celebrezze. 340 F.2d 7361 (2d Cir.). cert. denied, 382 U.S. 861(15)
MiSce, e.o., Baker v. Gardner, 362 F.2d 864 (3d Cir. 1966)'; McMuller v. Celebre ze..955

V.2d 811 (9th Or. 1964), cert. denied, 382 U.S. 854 (1905) ; Torres v. Celebrezze, 349 F.2d
342 (1st Cir. 1965).

65ee, e.g., Ioft s v. Ribleoff, 193 F. Supp. 469 (W.D. Mo. 1961).
"An extreme version of the Kerner issue was presented in Sayers v. Gardner, 480 F.2d

940 (6th Cir. 1967). There, claimant could not get Jobs because employers said they would
have an "insurance problem" it they hired her, and the court reversed the Secretary's con-
cluslon that clahnant could in fact work. Obviously. the Secretary was making one decision
(whether claimant could or could not work). the employer was making a second (whether.

among the candidates for some particular job, he and his workmen's compensation carrier
preferred someone who had not previously been sick). and the court was making a third
decision (whether a reasonable disability statute would regard this individual's reasons
for being unemployed as "medical"). For an example of a decision reflecting an appreciation
of actual labor market conditions, see Hanes v. Celebrezze, 167 F.2d (4th Cir. 1964). The
claimant had a patronage jot) as custodian at a public building, but the court rejected the
Secretary's conclusion that performing that Job-whichl In fact his wife and son often Per-
formed for him-showed that lie was not disabled. Accord, Stark v. Welnberger, 497 F.2d
1092 (7th ir. 1974) (Stevens. .1.).

"3King v. Gardner, 391 F.2d 401, 405 (5th Cir. 1067) (Wisdom, J., dissenting).
Even though Judge Wisdom failed to persuade the majority to deny benefits to King,

her victory was Pyrrhic. She was ultimately denied benefits when-while her ease was
still being litigated-Congress adopted Judge Wisdom's position In the 1967 amendments
to tile Social Security Act, see p. 853 infra. See King v. Finch, 428 F.2d 709 (5th Cir.
1970).

O" Perhaps surprisingly, the commentators generally sided with Judge Wisdom. See, e.g.,
Rowland, Judicial Review olf Disablity Determinationa, 52 Geo. L.J. 42, 79 (1963);
Note, Social Recurity Disability Deterninatione: The Burden, of .Proof on Appeal, 63
Mich. ,. Rye. 1465, 1472-73 (1965).
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stot work, and since his removal from the workforce was occasioned by medleal
disability, he should have received benefits.71

This sense of disability as society's categorization of those honorably dis-
qualified from work Is adumbrated in the pain and suffering cases, which the
system normally deals with under the rubric of the medical disability require-
ment," but which reflect an Implicit judgment about total disability. Tile clainmt
alleges that a certain injury Is so painful that he (cannot perform any work. The
Secretary concludes that, because similar injuries have not completely disabled
other workers, Inability to work Is caused by a failure of will, and hence lie
labels the disability as nonmedical. When courts review those cases, their opinions
express a social judgment as to whether that level of pain is a sufficient reason
to quit work altogether.

The obvious rightness of the Secretary's per se rules for total disability-
automatic qualification for a person who has lost both arms, for example"--
alo suggests that our definition of disability Incorporates common expectations
and shared values about what Infirmities a person ought not to have to bear and
keep working. As to persons so disabled, we say, in essense, "No one expects you
to work any longer. If this happens to you, you can stop work and receive
Social Security benefits."

3. The Job Gap Statuit.-The Kcrner debate was possible because the job
gap question was left open hy the Social Security statute. Once a Judicial con-
sensus developed, of course, Congress might have left that consensus undisturbed.
Instead, it overruled the judges who followed Kerncr. In 1067 disability Insur-
ance was amended to provide that an impairment could not be considered a
"total" disability unless It rendered the claimant unable to perform not only
his previous work, but alio "any other kind of substantial gainful work which
exists in the national economy, regardless of whether such work exists In the
imediate area in which he lives, or whether a specific Job vacancy exists for
him, or whether he would be hired If he applied for work." I

In Its Report accompanying the legislation, the House Ways and Memns ('on-
mittee expressed "concern about the rising cost of the disability insurance pro-
gram and the way the definition of disability has been interpreted." 11 Cost imy
have been a factor in the legislative calculus, although what was at stake was
a tiny part of the entire Social Security program. Rather, at least some legis-
lators must have felt disserved by what the Senate Finance Committee referred
to as "some of tihe court decisions on the subject."' The betrayal presumably
was accomplished by judicial admission to "disabled" status of individuals with
Inferior claims, who might just be malingering, or whose need for money-even
If real-ought not to be met with checks carrying the very special dignity as-
sociated with Social Security.

4. Disappointed Expctation.-It Is, of course, possible to maintain Jmdge
Wisdom's distinction between Kerner and the person so sick that lie cannot physi-
cally perform any job that pays the minimum wage, and possible, too, to regard
Kerner as no different from unemployed persons whose abilities have not
declined. But in light of the concepts underlying Social Security and its disability

#1 Recognition of the attitude suggested above can be seen In the so-called "wolf from the
door" eases. Occasionally under Social Security disability, courts have disagreed with the
Secretary's conclusion that an Individual's earnings history demonstrates that lie is not
disabled. The Judges have said that-the need to eat will force some Individuals to work
even though they qualify as disabled. The conclusion must be that the physical capacity to
do work for which tme market will pay does not establish the absence *f a disability,'but
that at least sometimes a Judgment Independent of the market's can be made that tWe per-
gon need not work. S9ee, or.., Flemming v. Booker. 283 F.2d 321, 324 (5th Cir. 1960) : Ilanes
v. Celebrezze, 337 P.2d 209. 213-14 (4th Cir. 1904) ; e' United States v. Spaulding, 293
U.S. 498, 505 (1935) (World War I risk policy).

,Ree pp. 842-45 supra.
*0.gee p. 848 & n.54 supra.
70 Social Security Amendments of 1967, Pub. I No. 90-248, 1 158(d) (2) (A). 81 Stat, 868

(codified at 42 IT.S.C. 1 42((d) (2) (A) (1970)).71 H.R. Iep. No. 544, 90th Cong., let Sess. 28 (1967). The Senate defeated the anti-Kerner
legislation, 113 Cong. Rec. 16,740 (daily ed. Nov. 17. 1907), but then accepted tile Confer-
once Cominittee's. restoration of It, 1.1 Cong. Rec. 35.924 (daily ed. Dec. 15, 19067).1 See S. Rcp. No. 744, 90th Cong., 1st Sess. 47-49 (1007).
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colponent, Kerner and its progeny ought not to have been disapproved. 1' The
Social Security disability program expresses not only a present willingness to
support the incomes of certain needy people. It is a complex Interrelated scheme,
clearly intended (1) to reassure workers who fear the economic consequences of
disability; (2) to enforce prudence by taxing their labor as a means of financing
protection ; and (3) to pay benefits as a matter of right. Social Sectirity disability
may not be a private insurance contract, but It obviously reflects a congressional
purpose to create expectations and behavior exceedingly similar to what would
be brought about by mandatory private Insurance.

To visualize Social Security disability protection as a function of worker
expectations is to see a way through the Kerncr problem. If an individual
bought private insurance against total medical disability and then became so
sick that he could not do his former job, would he not expect to be paid-even
if he could still performn some work but could not obtain a job? What point
would insurance have, if not to pay when sickness leads to zero income? The
insured might be less "needy" because of his theoretical capacity to work, but the
point of insurance woud surely be income continuation if labor could not produce
cash. We would be outraged If the small print in a Mutual of Omaha policy
denied payments to Mr. Kerner. Because the United States, In Its Social Security
program, has tried to be Mutual of Omaha, judicial interpretation of the statu-
tory ambiguity should mirror adjudication of a claim against a private insurer.'

Feelings of security, of status, and of assurance are Important ingredients of
human welfare. At the ,ore of Social Security is a promise by the polity that a
degree of labor force achievement justifies -an expectation of income security
against medical disability. In the 1967 amenmnents, Congress casually disre-
garded Mr. Kerner's reasonable expectations as a wage-earner, had he con-
tenplated the possibility of disabling illness, and his expectations as a sick
person when he sought the benefits toward which he thought he had contributed.
It. may be that the denial of benefits for partial disability illustrates a situation
where the burdens of administration constrain the achievement of a social wel-
fare system whose coverage is fully appropriate to its logic. But if the program
remtains focused on total di8abilit/, then it should cover all cases in ichich a
ntmdical cause leads to total uncumploytnent, even if the claimant might be put
to work by an Ideal labor market. Social Security seeks to gain for the nation
time Increase in welfare Incident to a broad expectation of protection. To keel)
that faith, it must meet the exp(,tiations thus engendered.

It. 881 DISABILITY

Millions of people medically unfit for labor are not eligible for Social Security
di ability: persons born with a disability, disabled during childhood, or dis-

, Tihe battle over Kerner continues. The 1975 Social Security Advisory Council adopted
former IIJ-W Secretary Cohen's suggestion that persons over 55 be eligible for disability,
benefits when unable to engage in their "customary occupation," see note 51 eupra insteadl
of the present requirement of inability to engage In any substantial occupation. Wee Advi-
sory Council Report. supra note 22. at 38-40. The Council's recommendation was that per-
sons in the Job gap receive 80 percent of the benefits paid to those who now quality as dis-
abshd. This increase in coverage would cost the nation 0.13 percent of the total payroll
mubtject to the Noviail security tax. The durability of thme judicial preference for the Kerner
resultt is suggested tby dlistric't vourt cases s lit which a close look at "substantial evidence"
review suggests that the Judge is atteiiipting to exhinne Kerner even after its clear legisla-
tivi' burial. Scc. e.g., 'Thlmnas v. Richardson. 371 F. Su p. 362d 363-64 (H.D.N.Y, 1974);
Lashbamgl v. Gardner. 294 F. Supp. 114P3, 1145-46 (D. Ore. 1968). But ee, e.g., Brown v.
Finch. 420 F.2d 80, 82-83 (5th (7ir. 1970).

7 lor a case under a private insurance policy, hut otherwise Indistinguishable from
Kerncr, see 'nclsoa Y. 'ennsylrana Life Ins. Co., 65 Il. App. 2d 416. 212 N.E. 2d 873
(1965). Snelson haid worked as n bricklayer until he was injured. After the injury, doctors
said there was a fair amount lie could do, but he testified that when he went to the
"uneinilohyment place," lie was told they "haid guys in better shape . . . and not to come
back." Tlhe policy Insured against "total disability and total loss of time." The court held
for the claimant. saying that "when a man is no longer able to do his accustomed task and
such work as he has only been trained to do. and uipon which he must depend for a living,
lie is totally disabled within t1i meaning of the pollcv in question." Id. at 429. 212 NE. 2d
at 880. Sce also Dilon v. Pacific Mut. Life hIs. Co., 208 F. 2d 812, 815-16, (2d Cir. 1959).
cert. deneid, 361 U.. 948 (1960) (perinitting a surgeon to recover on his private disability
iniirance policy when lie suffered an injury to his hand that would have permitted hiin to
contiiiue work only as a general practitioner).
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abled as adults before achieveing sufficient experience at covered employment.
Froin 1950 to 1972, the states provided income support to disabled persons 1un-
able to qualify for Social Security under one of the federally subsidized
"categorical" aid programs,t ' which also included aid to the aged, the blind,
and single parents." In 1972, after considering the Administration's welfare re-
form proposals for two years, Congress concluded that despite universal rhetorical
castigation of the present welfare system, there was no Senate majority for any
particular alternative." In the pain of that awarenFss, Congress retreated to a
194-page assortment that the newspapers treated as technical amendments to the
Social Security Act.t Thus, little fanfare accompanied the most Important federal
Income-support legislation since enactment of Social Security in 1935." The
amendments merged categorical aid for the aged, blind, and disabled, and created
a new federal program called Supplemental Security Income (SSI).° Congress
thus separated income maintenance for these three groups from Aid to Families
with Dependent Children (AFDC).

In a short time, SSI became a major undertaking. Only a year after the pro-
grain's inception, benefits were being paid to four million persons, and the Presi-
dent's 1976 budget projected expenditures of 5.5 billion dollars for SSI.1 Qualifi-
cation for SSI benefits by virtue of age or blindness is determined by objective
standards of age or diminished sight." Eligibility by reason of disability cannot
be so easily determined, however, and cases testing the ambiguous statutory
language inevitably pose difficult questions about the extent to which the nation
has committed itself to an assurance of minimum income.
A. The 8Rigiflflcc of S[ qualiflcation

It is important to recognize at the outset that the new SSI definition of dis-
ability is of great significance to a large number of persons. Before S I, quali-
fication for Social Security disability meant relatively generous benefits, pay-
meats as a matter of right, and respectable status as a former taxpayer struck
from the workforce by medical catastrophe. Extensive litigation demonstrated
both that the statutory standard of disability was hard to apply and that attain-
itg thespecial status of a Social Security recipient was important to many per-
sons. At the same time, millions of persons were receiving disability benefits from
state welfare departments under the categorical disability program. The states
established disability definitions that were no less ambiguous than the federal
requirements, 8 but there was virtually no litigation." The reason, presumably.
was that most persons not called disablede" instead received AFDC or general
relief assistance, and were indifferent about which "welfare" category was the
source of their support."

SSee Social Security Act Amendments of 1950, ch. 809. 1 351, 64 Stat. 555.
"See 42 U.S.C., 51301-06 (1970) (aged) ; id. #1601-10 (dependent children); id.

f 71201-06 (blind).
'See 118 Cong. Rec., 16,801-09 (Oct. 4, 1972) ;d. at 16,921-17,032 (Oct. 5, 1972)

id. at 18,495-500 (Oct. 17, 1972). For descriptions of the proposed reform plan, see M1R.
Rep. No. 92-231, 92d Cong., 1st sess. (1971); S. Rep. No. 9-120, 92( Cong.. 2d sess.
(1972) ; Conf. Rep. No. 92-1605, 92d Cong.. 2d sess. (1972).

tSocial Security' Amendments of 1972, Pub. L. No. 92-603, S0 Stat. 1329; see, e.g.,
New York Times, Oct. 18. 1972. at 48. col. 1.

"The only other substantial additions to the federal inconie-support effort were
Social Security disability, see pp. 839-40 supra, and "categorical" (lisabilityv aid. see p. 55
supra, Of coutsd poor persons receive immense financial benefit front Medicaid, and Food
Stamps, but these programs support only certain sorts of expenditures.

90Social Security Amendments of 1972. Public Law No. 92-603, if 1001-02, 80 Stat.
301-02 (Codified at 42 U.S.C. 5 1381-82 (Stpp. 111, 197:1) ).

"38 Soc. Sec. Bull. 4.3 (October 1975) ; The Budget for the United States Government:
Mscal Year 1976, at 244 (1975).5 The age qualification is 65, 42 U.S.C.. 11392e(a)(1)(A) (Supp. III. 1973). and
"blindness" is defined as "central visual acuity of 20/200 or less in the better eye with
the use of a correcting lens," id. 5 1382c(a) (2).

See, e.g.. 23 111. Rev. Stat. 5 3-1 (1968) ("physi cal or mental impairment, disease.
or loss which is of a permanent nature and whiel substantial" impairs . . . ability to
perform labor or to engage in useful occupation for which he is qualifled").

04 One of the few pre-SSI state disability cases was Zunino v. Cearleson, 33 Cal. App. 3d
30. 108 Cal. Rptr. 769 (Ct. App. 1973).

85Benefits were, however, usually higher under categorical (liability assistance than
under AFDC. See 0. Steiner Social Insecurity 24 (1966). In 1971, average benefit levels
for A-BPTD recipients ranged from a low of $50 per month in Alabama to a high of $177
per month in Alaska, with a national average of $98 per month. At the same time, average
monthly AFDC payments ranged from $12 in Mississippi to $78 in New York. with an
average of $50. See Department of Health, Education and Welfare, Social Security Pro-
grans in the U.S. 102-03 (1971).
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SSI changed that. Whether one is "disabled" or "on welfare," previously only
a technical distinction between categorical aid programs, is now a matter of the
I'reatest practical, moral, and emotional significance. This is because our social
welfare programs fall along a continuum that may be crudely described as run-
ning from legitimacy to stigma, from entitlenint to gratuity. Before 1972, dis-
abled persons Ineligible for Social Security benefits were located with AFDU
recipients at the least dignified position on the continuum." Now, with 881 they
have been moved toward entitlement, but their progression has stopped short
of the place occupied by Social Security recipients.

Unlike APDO or general relief arrangements, SSI is administered by the
federal Social Security Administration," and cash benefits are not conditioned
on a work search or acceptance of "improvement" services. Indeed, the govern-
ment has undertaken to seek qualified recipients; " and the statute and its
implementing regulations emphasize entitlement rather than stigmna.8 Although
financing of SSI through general revenues" and the program's means test 9
destroy any pretense that an individual has contributed toward his own pro-
tection, a recipient is much better off than those who must rely on AFDC or
general relief. 8S1 benefits are not only administered differently; they have

1On the differences between the Social Security disability and pre-1972 categorical
disability, See tenlrock & Matson, The Disabled and the Law of Welfare2 in The l aw of the
Poor 485., 494-9 (tenBrock ed 1966). Concerning the treatment of Af)lC recipients and,
by analogy, categorical disability beneficiaries, see, e.g., Joint Economic Committee,
Issue in Welfare Administration: Welfare--an Administrative Nightmare 26-34 (1972).

Tile crucial distinction between Social Security and "welfare" Is appreciated by h'gls-
lators and administrators:

"Senator CHURCH. Could I' Just underline that point by saying that in my own
experience I have always noticed how differently people regard Social Seurlty and
welfare. I think I have yet to find a person who thought that his Social Security benefits
were related in an way to a welfare payment. They are thought of as matters 4f f'iotle-
ment, and since everyone (foes share in them, since they extend to all persons considered
by the program, regardless of Income, there is no feeling that there Is welfare in that
program. It makes a great deal of difference to so many people."Mr. Conss. That is why I say, Senator, one must view with very great concern the
recommendations by many economists to change the financing because they look at the whole
mechanism as a redistribution of Income: I share their view. I am strongly for appropriate
redistribution of their income through, our tax system. But I want to' b, very careful
that we don't try to inject into the Social Security system a redistrilution philosophy that
will ruin the public opinion support that you have just expressed which the Ameritan
people have, and transform their concept of Social Security from a right into a welfare
system. That would be a terrible lops.

Senator CH'Uac. I agree with you completely."
Hearings Before the Renate Special Committee on Aging, 93d C'ong., 1st ses.. 1t 4.

at 246 (1973). Welfare recipients' attitudes mirror tle publicly perceived distinction. See
Briar, Welfare From Below: Recipients' Views of the Public Welfare System, 54 Calf.
L. Rev. 370, 377 (19066). ("Asked whether the social worker has a right to know how
tile aid money is spent. sixty-six percent (of AIFDC recipients] said yes. . . . Anl nsked
whether In their opinion aid should be cut off (if not being spent properly]. seventy-six
percent of the recipients said yes."). An early and trenchant analysis o! these Issues were
tenBrock & Wilson, Public Assistance and Social Insurance-A Normative Evaluation,
I U.C.L.A. L. Rev. 237 (1954). Interestingly, 881 has almost exactly the characterlstics
recommended py Briar and others for a cash-transfer program that encourages rcillonlts
to feel like "rights-bearing citizens." See Briar, supra, at 383-85 ; Cahn & Cahn, The War
on Poverty: A Qivilian Perspective 73 Yale L.J. 1317, 1329-31 (1964).

(7)See 42 U.S. 13$1& (Supp. II, 1973) ; II.R. Rep. No. 92-231, 92d Cong., 2(1 sess. 25
6'See New York Times, Oct. '30, 1973. at 22, col. -4; 119 Cong. Re. S23.806 (daily

edl. Dec. 21, 1973) (remarks of Sen. Dole commending Kansas' "outreach" program) ;
New York Times, Nov. 20, 1973. at 43, col. 2 (similar outreach program in New York State).
The presence or absence of a public policy of seeking out eligible persons and notifying
them of the availability of an Income-support program may now be the single characteristic
most typical of programs closer to right than to gratuity. See generally Note, Wc fare
Lac---1972 Social Security Act Amendments-Supplementa'l Security lncone for the Aged,
Blind and Disabled, 58 Cornell L,. Rev. 803 (1973). Both the food stamp see Bennett v.
ltutz, 386 V". Supp. 1059 (D. Minn. 1974), and medicaid programs, see Woodruff v. Lav-ne,
399 I'. Supp. 1008 (S.D.N.Y. 1975), require such "outreach" efforts. No similar effort
could be imagined In -AFDC. In Englan(d seventy-five years ago, however, the difference
between an "of right" and a "gratuitous" benefit program was whether recipients were
disenfranchised. See A. V. Dicey. Lectures on the Relation Between Law and Public
Opinion in England During the Nineteenth Century XXXIV-XXXV (2d ed. 1914).

Z See 42 U.S.C. If 1381-85 Stipp. III, 1973) : 39 Fed. Reg. 28,626 (1974) ("conditions
that are as protective of people's dignity as possible," 1 416.110(c)).

042 U.S.C. 11381 (Supp. III, 1973).01 Id. 1 1382.
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been rising with the cost of living in a period when AFDC benefits have re-
nailned constant or have been reduced."

881 recipients are thus encouraged to feel that their nonemployment Is ex-
cutsd, that they suffer from a sad accident of fate, and that society accepts
responsibility for their support. On the other hand, everyone else who needs
income support must almost by definition be a person whose poverty Is his own
fault. Tis group may be denied public income support altogether." Even when
persons receive AFDC or general relief benefits, the checks are normally smaller
than 81 payments and are often accompanied by moralistic lectures or "work
requirements" that assume a propensity for indolence." Perhaps more Ji-
is)rtant, an AFI)C or general relief recipient is "on welfare," and cannot escape
the message-from potential employers, from his children's teachers and friends,
anti from his own family-that he has failed and is supported only by the ulti-
mate grudging charity of a stern society."

Inherent in Congress' decision to separate the three SS1 categories from
AFI)O must have been a notion that SS1 recipients deserve better of society
than those who can only qualify for AFDC.* The new 8S1 administrative ar-
rangenents translated that statutory assumption into more favorable benefits
and 1 less onerous procedural requirements for SSI recipients. But how did
congress s define the subgroup of the needy who should receive this special
treatment?
B. SSJ: The qualification qutetioi8

In composing a statutory definition of SSI disability, Congress tracked the
language that now describes Social Security disability qualification. An ap-
plicanlt must be "unable to engage in any substantial gainful activity by reason
of any medically determinable physical or mental impairment" likely to result in
death or extend for twelve months; " and medical inability to work is to be
determined "regardless of whether a specific Job vacancy exists for him or whether
lie would be hired if he applied for work." " But, as was argued above, tile
important fact about Social Security disability is Its coverage of those who have
won a place in the labyr force and been struck from it by medical tragedy. Thus
Congress' use of the Social Security disability definition in the SSI law was
psittacistic. SSI call take Social Security's words but not its meaning, because
the 551 test will generally be applied to persons who have never worked."

The distinction between the two programs can be illuminated by considering
the eligibility of a person in tie Job gap. Such an applicant will be someone
whose medical impairment prevents attainment of his full potential as a worker,
who can nonetheless do some work, but who finds none. With respect to Social
Security disability, It was argued above that the clarifying question ought
to be, whether all workers should be able to-feel secure against income loss

9J Even before SSI took effect, benefits were increased, Public Law 03-368. 85 Stnt. 422
(1973). 881 benefits now automatically increase to cover inflation. See 42 U.S.C.A. f 1382f
(1974).

There are several quirks in the SSI/AFDC equation. Using national standards. 1 pays
at levels that seen high In Mississippi hut low In California. The federal government
hols a state "harmless" for case-load growth only to the extent that it supplements
federal payment schedules to the levels at which the state was paying In December 1073.
Thus, especially with recent high inflation, AFDC benefits in a few states are now higher
titan 1,81 levels. There are also differences In the methods of computing benefits that can
make large differences to many participants. AFDC in New York pays rent plus the
established support level : SSI is straight cash. With rents so high. AFDC can be a better
(leal. These issues are discussed in New York State Assembly Standing Committee on Social
Service. Hearing Report : Problems In the Supplemental Security Income Program (1974).

! See A. LaFrance, M. Schroeder, R. Bennett & W. Boyd, Law of the Poor 1I 3054309
(1070.).

1 See. e.g.. Nc York Rtate )eportment of Social Services v. DebliAo, 413 U.S. 405
(107:31; Calif. Welfare and Institutions 'ode LI 11300, 13650 (1972). See generally
Comment, The Failure of the Work Incentive (WIN) Program, 119 U. Pa. L. Rev. 485
(1971).

06 See note 86 supra.
r"'lour committee believes that the American people do not want a system which

results in promoting welfare as a way of life. [Therefore. we iave attempted to Provie]
adequate assistance to those who cannot help themselves. while . . . maximi24lngl the
incentive and the obligation of those who are able to work to help themselves." M1.R.
Rev. No. 92-231, 112d Cong.. 2d ses. 2 (1971).

t.42 U.S.C. 1 1382e(3) (A) (Supp. III, 1973).
/d. I 1382c(3) (13).
k' A hint that tIme plagiarized definition Is a result of bureaucratic routine rather than

legislative choice Is its use again when Congress almost enacted an flcome tpx exemption
for the disabled in 1971. See H.R. Rep. No. 92-708, 92d Cong., 2d sess. 49 (1071).
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occasioned by medical disability In an unfavorable labor market. Under this
test, and under Kcrncr, the Job gap applicant would receive Social Security
disability benefits if he has a record of sufficient prior work at covered emiploy-
ment. Under 881, however, tile touchstone-of expectation that requires Social
Security disability coverage Is not available, because 881 applicants will generally
have failed to establish a place in the workforce.100

As the 881 statute is currently written, ineligibility of Jot gap claimants is
clear. Congress' incorporation into 881 of the post-Kerner Social Securlty dis-
ability definition denies benefits to such persons. In deciding whether ,11 exciit-
slon is appropriate, it Is useful to note the differences between tile 881 welfare
estate and that Just below-the work-search and employment lecture require-
ments. The absence of these requirements in SSI indicates that 881 recipients
ought to be persons for whom such requirements are otiose. Thus, if an i di-
vidual can work, SSI tells him that he should Ie making the same efforts as mil,
with no medical explanation for his decline but similar skills and prospects. On
the other hand, the 88I program does seem to accord special social legithiacy to
the persons it benefits, and medical infirmity is the key to this favored status.
But s since ability to work, and thus to "profit" from work-search requirements,
also seems to be a consideration in 881's exclusion of tile i partially disabled. it Is
perhaps defensible to conclude that a person thrust into tile job gap by a medical
occurrence who can still work should be ineligible for SI1 disability.

A number of other outcomes required by the current SS1 statute are lit so
easily comprehended. Consider the following cases:

(1) tao person who suffers a terrible automoile accident at age 16. will le
inl bed for years, and will be unable to earn the minimum wage;

(2) the person born with very low levels of intelligence and llhysical tcouireliia-
tion, who will be at the end of every Job queue, and will work only If tihl economy
achieves something approaching full employment ;

(3) the mother of two children under four, whose husband a student, dies of a
heart attack; she could work, but her wages will not defray the cos-t of child
care,"i and no subsidized daycare facility is available;

(4) the heroin addict who has on four separate (scasions entered a methl-
done program, become stabilized, started work, suffered emotional turnmill, quit
the job, and then resumed heroin abuse.

This S8 statute provides disability benefits only in Case (1). Case (2) inay
approach mental retardation, and if the doctors are willing to describe the lndi-
vilual as mentally impaired, the hearing officers will award disability benefis.
But, as the individual is described here, he Is not sick but is "only" someone
who will almost never be employed In our economy. Therefore he may be eligible
for AFDC or general relief, but he cannot qualify for 881.

The mother in Case (3) is In no way physically afflicted. Her need Is not caused
by a permanently high-unemployment economy. Slie is a single parent. In a society
that incongruously emphasizes the importance of both work and child care while
providing insufficient publicly subsidized facilities for the children of working
parents.m  Although she Is the paradigm case for AI)C benefits, when sh seeks
those benefits she will be entangled in what will seem to her a bureaucratic night-
mare: work requirements but few Jobs, and no suggestions for care of tle
children.

Case (4) is mor6 complicated. The American Psychiatr'ic Association says
heroin addiction Is a disease" but the 881 statute requires whole-hearled l'ar-
ticilpation In a treatment program.' This individual is capable of that, hut noc
steadily. When lie is in treatment, lie can work. But, before long, lie is likely to
resunie drug abuse. Taking only SSI's general qualification clatises, this might le

lo There is an overlap between SSI and Social Security. however. Nearly half a million
Social Security disability beneficiaries receive so little that they also qualify for S81.
See Matheira V. Eldrldge, 44 U.S.I.W. 4224, 4231 n. 27 (U.S. Feb. 24. 1970). These persons
are permitted to disregaurd only the first twenty dollars per month of Sclal St-curity
benefits In calculating thuir SSI "need." See 42 U.S.C. I 1382a(b) (2) (Suipp. Ill. 197:).

101 See C. Schultze, E. Fried. A. Rivhin & N. Teeters, Setting National Prlioritis: The
1973 Budget 256-85 (irookings Inst. 1972).

W cf. Loveless v. Weinberger, 492 F. 2d 1291. 1293 (0th Cir. 1.74) (du'nying Social
Security coverage for a quarter in which claimant took care of her grandchildren. and re-
jecting the argument that "the first and most Imuportanmt 'trade of busiMness of laintiff's
datilihter ... was to care for her minor children").

I'd See Committee on Nomenclature and Statistic. of tho American Psyc hi:itric Associa-
tin, l)ipgnortlc and Statistical Manual of 3hintal Disorders 92 (2d ei. 191;8).

1ot42 U.S.C. 1 1382(e) (3) (Supp. III, 1973).
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a dlifflcult case. Is tite addict "unable" to work or only unwilling? Is this short-
coining a "medically determinable. . Impairment" or only a severe emotional
maladjustment? Is the Inability sufficiently permanent? Congress has, how.
ever, specifically required treatment of those addicted to alcohol and drugs as
a condition of 8SI eligibility. If comprehensible at all, these requirements must
represent a legislative Judgment that there cannot be an "inability" to participate
in treatment, or at least that no such inability can be a sufficiently "medical"
falling.

Thus the (listinctions required to select the persons who are disabled from
those who are merely in need must reflect two different sorts of public Judgments.
First, they show a policy of imposing work rules on needy persons who are healthy
enoiugh to work. The restrictions may be difficult or Impossible to administer
su((essfully. They may i)e a poor substitute for incentive arrangements hy
which work would pay better than non-work. But, if we are unwilling to raise
low wages substantially, and also unwilling to reduce AFI)C and general relief
benefit levels, many welfare recipients will have no financial incentive to obtain
Jobs. We respond to that, problem by giving benefits only on a showing of work-
search, and by denying them oil certain showings of unjustified refusal of or
departure front work.

If this were tie only purpose of the administrative requirements attached to
fli' remaining non-federalized assistance programs, S81 disability would have a
clear focus. It. woull Ie the category of those who ought not be subjected to work-
search : because we will pay them whether they look or not ; we are positive they
will not find anything; or, on balance, we would Just as soon not have them
work-ing." So defined. S81 would include all the cases described above. ln cases
(1), (2), and (4) work incentives are more trouble than they are worth for both
tile administrators and the recipient. The mother in case (3) ought not ie re-
qItiretl to seek work because she can do inore social good at home than In a low-
wage Job. But SS[ doeR not go this far, WKeause it applies (Illy to persons with a
"inedically determinable" inability to work. A policy of encouraging work can-
not explain tills restriction, becatise SI deies benefits to inany persons whoit
any sensible Inquiry would classify its extremely unlikely to achieve a place lit
the workforce.

The Ioundaries of SSI must therefore reflect, a second factor, a moral Judgment.
In this view, the prograin describes not only persons who cannot, work, but persons
whom we are willing to anoint as legitimately unable to work. The requirement of
"medical" disability functions to demarcate those whose poverty is-sympathetic
from those who are poor withont excuse. We say of those medically unable to
work that their circumstance deserves more sympathy, and more ll.oney, than thte

lt'rhe matter is not quite this simple. The Social Security progfnm has never sought
to (II(otlrage eligible persons from obtaining benefits, and indeed has had a positive mal
of enticing persons beyond retirement age from the labor force. See 42 UT.,.C. 14 03 (1970).
ss 14, among othwr things, a "welfare" program, and therefore a category which everyone
should seek to avoid. To hell) persons escape SSI., the program "taxes" attentpts to achieve
ee(oomic Indepetdence quite mildly. S'ee Id. 1 1382a(b)(4) (Sn pp. 11. 1973). ThUs a
person must be entirely unable to work in order to qualify for S.ql disability benefits., but
can then become able'to do some work and still retain some of his SSI benefits as he
nchleves a low Income. These p rovisions expose' apparently conflicting public goals: the
requirement of absolute dependency as a condition of qualification, yet the rejection of
arrangements, e.g., a 100 percent tax, that might diiscovirage work efforts. mit the goats
are not necessarily li confll.t. Consider. for example, he cases of physically hnndical)pe,!
liersons who can work p tndmtmtvely with training, emotional support. and workplace ad-
jistimtits. Or consider persons with past or present lcoltol and driug problems, who
can mo- . gradually toward capacity and dignity If supported in ti right way. For many
su('h iprsons, a cost-benefit analysis' will not justify the amount of remedial service needed
to Permit labor-force ptlelipatlon. The government would gain financially If it declared
these nersonq disabled and supported them. rather than taking tie steps necessar.yto permit
them to work. Yet oilier values-Inquity, equity. Justice--argue for rehabilitation expen-
dlitures. which should ne seen as a public obligation to the disabled Individuals rather than
a prudent conservation of the fise. Pcr generally P'arber. The Handicapped Plead for
Entrance the Will Anyone Atits7rf 64 Ky. 1,.. 99 (1975). Tt may he that a stated seiara.
lion hetween the disabled aind tie unemployment, the two groups divided by society's

cominlision about whether they need work, would hinder some rehabilitative efforts that
sire assisted by the fuzzy overlaps among existing programs. But. at least in history; It
Is possible for society's attitude toward the disabled to be: "You need not work; mlnimal
support is available : but if you desire rehabilitation, it too is available: and It will seek
to bring you to the highest possible level of capacity." Such a policy could, for Pxnmple.
Justify public expenditures for child care services that permit mothers to work, even where
their earnings are less than the cost of child care. See note 101 supra.
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circumstance of others whose economic situation is as desperate but whose reason
is different. Thus this law creates not only economic outcomes, and not only
bureaucratic arrangements for carrying out its economic policies, but also a fur-
tier refinement of the system of socially and morally explicit categories Into
which welfare laws distribute the citizenry.
C. RS1 as an attempt to con cr status

Stating that SSI disability assigns a status does not explain why the line
has been drawn where it has. Deterrence alone is not a sufficient explanation.
The persons represented by cases (1), (2), (3), and (4) appear equally unable
to affect their present circumstances, and yet only case (1) qualifies for 881.
Perhaps we fear that the availability of unstigmatized benefits will encourage un-
desirable conduct in the futur-. "Medical" may thus be shorthand for events
entirely outside the Influence of an individual, and thus entirely unaffected by
the possible incentive effe,.t of relatively generous income support. As a factual
matter, however, such an assumption seems dubious. Cases (2), (3), and (4)
seem consequences of general social and cultural phenomena more than of indi-
vidual planning. Our sochely may revere medicine and sympathize with the sick,
but it holds no views that could explain distinctions between -ersons totally un-
able to work according to whether their condition results from an Illness or, on
the other hand, from limited natural abilities, decades of racism or sexism, homo-
sexuality, family burdens, technological change, a broken home, or national
fiscal policy.

A better explanation is that the categories 881 creates are assigned classolca-
tions of social standing, a modern version of the traditional estates real that

hissitied individuals according to their relationship to the land.'" SSI thus fin-
plements fundamental choices by Congress about the nature of the relationship
tlit a large group of citizens should have to each other and to the state. Congress

wouldd have brought old, blind, and disabled low-income persons within Social
Security. It rejected this alternative presumably because it would have destroyed
i (listinlction believed important-that between insurance and welfare. A second
alternative was also rejected. Benefits for those of the poor who are old, blind, or
disabled coul have been increased without altering tin' structure of the former
categorical 1)rogranis. But ('ongress was plainly rea(tly to make a social value
Judgment about these persons, to declare their sverty to be a matter largely
beyond their individual control, and to accept national responsibility for their
su)port.'" A preference was expressed, legislatively and then administratively,
for the social benefits of unstignmatized, reliable income support for this group of
recilpteats."

When the society assigns a stattis such as S9I eligibility, it tells a person how
lie should regard himself and how he should conduct sone of his relationships

I'"See Reich, The Xew Property, 73 Yale L.J. 733 (19064) ; Reich. Individual Rights
and ,Soclal Welfare: The Emerging Legal Issues, 74 Yale L.J. 1245 (1965). See also
F,. Goffmna. Stigma 137 (paperback ed. 1069) :

"Although these lpropos~e j lilosophles of life. these recipes of being, are presented
as though from the stigmatized Individual's personal point of view. on analysis It is
apparent that something else Informs them. This something else Is groups, in the broad
sense of like-situated individuals, and this is only to be expected, since what an Individual
Is. or could be. derives from the place of his kind in the social structure.

"One of these groups is the aggregate formed by the individual's fellow-sufferers .
"If For a prescient argument that the distinction between employable and unemployable

welfare reciplonts, while crude, is useful because the taxpaying public has more difficulty
accepting welfare programs that benefit employable persons. see Handler & Hollingsworth,
Wl'ork, Welfare, and the Nixron Reform Proposals, 22 Stan. I. Rev. 907 (1970).

1,8 Obviously It would be wrong to assume that a "disabled" stamp can be placed on a
person without stigmatizing him. See Maclean & Jeffervs. Disability and Deprivation.
in Poverty, Inequality and Class Structure 165, 172 (1). Wedderburn ed. 1974). The real
questions are the conduct to be approved and encouraged hy particular social categorleq.
the groups thereby to be formed for political contest. and th attitudes categorized persons
ire to he permitted to take to themselves. In Goffmat's language:"It should be plain that . . . advocated codes of conduct provide the stigmatized individ-

ual not merely with a platform and a politics, and not merely with Instruction as to how
to treat others, but with recipes for an appropriate attitude regarding the self. To fail
to adhere to the code is to be a self-deluded, misguided person ; to succeed Is to be both
real and worthy .... "

N. Goffman. supra note 106. at 135. Accepting Alfficultles In applying concepts such aR
these to real-world facts, it seems fair to-conclude that 981 Is a step forward for persons
covered, but that Its existence may make life more difficult for persons remaining under
AFDC.
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- with others.'" Thus when the .11 groups were separated from AFDC recipients,
but not given quite the same treatment as Social Security participants, 8SI
recipients were told that they too had a group to look down upon, but that they
still had to look up at those who have worked. As the statute classifies the popu-
latlon into sub-groups officially determined to be appropriated, it gives SSI re-
cipients a regular income and a shred of legitlinncy at the expense of the re-
clas.'flcation of those below them, who have once again failed to achieve
recognition.

SSI can therefore be seen as an attempt to transfer, In its definition of (s-
ability, nonnionetary benefits to recipient through the knowledge that-a sub-
stantial group has been Judged less worthy. Indeed, an Important determinant
of Social Security-policy has been a widely held belief that recipients' feelings of
entitlement and legitimacy depend on exclusion of the undeserving.

But if welfare categories are drawn in a way that divides the population
according to rankings of moral legitimacy, the bounds of the categories must be
tested against a larger scheme of shared values, a test the new 8S1 definition
cannot pas.s. The significance of 881 is that it exettpts its recipients front work-
search requirener' s and legitimates dependency with its Implicit declaration
that recipients are out of work for approved reasons. Yet. as we have seen, all
four of the example cases, as well as the nedically disabled. are persons we
ought to spare from work requirements. All four should therefore receive tini-
real income support without proving their willingness to work and should be
designated as excusably removed from the working population.

If we are to take seriously Congress' (reation (if an intermediate social welfare
estate in .SI. one ltetween the state-created expectations of Social Security re-
cipients an(l the plight of the undeserving poor, then the current limnttlon of
SSI benefits to those who are totally disabled by medical cause should lie imiat-
doned. Congress should be regarded as having said that our society has one form
of insurance that attaches to wage-earners when they work and pay Social
Security taxes, and that we now have another form. 551, that Is applicable at
birth to all citizens. The SSI estate is financed by general taxes and should pro-
tect those people who---it is generally felt-ought to receive benefits because they
have been victims of occurrences that might strike any person, and because we are
prepared to say that these persons need not work. Even if the economy were run-
ning well, and Jobs were available for all who wanted them, we would not expect
these persons to work; or at least we would lie willing to support them whether
or not they sought work." The logic of SSI thus requires that the Income support
commitments undertaken in that program be extended to all those whom we do
not expect to work but who are excluded by SSI's arbitrary "medical"
qualification.

Senator NELSON.. Our next witness is Mr. Paul Jackson, FSA,
actuary of the Wyeth Corp., speaking on behalf of the Small Busi-
ness Legislative Council.

Mr. Jackson, would you identify your associate for the reported

'0 Ree E. Goffmian, spray note 106. at 1AR *
"The member who Is defined as ptyslcalv sick is In somewhat the snme sitiation Fas

the member of a, group who Iq authorized to be devinnmt because he is regarded as elninntl :
If he properly handles his sick status he can deviat, from performance standards without
this being taken as a reflection on fim or on tis relation to the grotn. Time eminent nnd
tite sick can he free. then, to be deviators precisely because their deviation can he fully
dil.contted, leading to no re-Identiflcstion : their special situation demonstrates thev are
anything hut deviants-In the common understanding of that tern.

110The distinction Is at least 300 verqrs old. For example. the Old Poor Low. Ellz..
e. 2 (1601). dIstingished between "(l) the hlldren of parents unable to keel) and
maintain them : (2) suielt tersoms who. having no means to maintain themselvesii. imeo no
ordinary and t(aily trade of life to get their living by: (l) the lame. Impotent. old, blind
and such others as were poor and not able to work. TIe first two of these classes were
to be relieved by being set to work. The third class were to he relieved withlnit n Work'."
Attorner-General v. G7ardfans of the - of the Merthyr Tydfll Union. [1)001, 1 Ch.
516, 541.
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STATEMENT OF PAUL H. JACKSON, CONSULTING ACTUARY, WYATT
CO. ON BEHALF OF THE SMALL BUSINESS LEGISLATIVE COUNCIL,
ACCOMPANIED BY HERBERT LIEBENSO, VICE PRESIDENT FOR
GOVERNMENTAL AFFAIRS, NATIONAL SMALL BUSINESS ASSO-
CIATION

Mr. JACKSON. My name is Iaul Jackson. I am a consulting actuary
with the Wyatt Yo. I am testifying today on behalf of tile Small
Business Legislative Council, which is an organization of national
trade andl professional associations predominantly made up of small
businesses.

Accompanying me this morning is Herbert Liebenson, vice presi-
(lent for governmental affairs of the National Small Business
Association.

The Small Business Legislative Council sincerely appreciates the
opportunity to present the views of small business on a topic as im-
portant and fundamental as our social security program and its

financing.
Our 107 organizations, representing approximately 375,000 small

businesses, support in principle the Council position, as follows:
The proposals to put the social security system on a sound fiscal

basis are, for the most part, desirable, but the administration's plan
to accomplish the objectives is unwise. If employees are not willing
to share the costs of the present program equally with their em-
ployers, then the social security program has already gone beyond the
point of self-support, and benefit increases built in for the future
should be reduced. Employers should not be taxed on pay that the
employee is not taxed on just because that is a convenient way to get
money. The program should continue to be financed 50-50 employee
and employer alike.

SBLC recommends that the decouplingg," self-employed tax and
dependency test proposals be adopted now and that the rest of the
changes be referred to the next Social Security Advisory Council for
thorough and careful review.

Small employers and their employees contribute equally to the U.S.
social security system. Social security is the basic program through
which the workers in the smaller companies achieve financial security
and independence in their old age. Indeed, in many instances, it is the
only program, apart from individual savings, since many small busi-
nesses have not found it financially possible to provide a private
retirement plan.

In recent years, in fact, many small businesses have been forced to
drop their private retirement programs because of the recordkeeping
and financial burdens imposed by ERISA. Many mor- small busi-
nesses will 'be discouraged from starting such programs. In this
framework, clearly, the social security program and the benefits it
provides are of prime importance to small business and to its workers.
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, Throughout its history, social security has been financed almost
entirely by taxes collected from workers, by matching taxes collected
from their employers, and by the interest earned on the invested bal-
ance of the trust funds. For exainple, in the most recent fiscal year,
over 99 percent of the total income to the trust funds came from social
security taxes and interest earnings, and only three-quarters of 1
percent came from special reimbursements from the General Funds
of -the Treasury for certain costs that are not financed by payroll
taxes. ' ,

Wo believe this system of sharing the cost equally has worked well
in the past and should be continued in the future because the financial
support for the system is then drawn from the parties who expect td
ehjoy the benefits from the system; namely, the employees and their
employers. 1 •#

Small businessmen have learned over the years the value of re-
sti'aint in financial matters. Giant enterprises and governments may
have unlimited lines of credit available to them, hut the small busi-
nessman kmows that when his cash runs out, his credit is likely to run
out also.
. 'Small businetsmen have, found through practical experience that
some hard choices ilfiust be made in deciding their own employee bene-
fits because it is a rare small business indeed that is able to support
the entire range of benefits that would be typically offered by the
larger or older enterprises. -

We believe this sense of restraint is also necessary in connection
with social security. It is obvious that all of us could think of larger
or more extensive benefits for social security and all of them might
be desirable, but the line must be drawn at the point where we be-
come unwilling or unable to pay for them.

We believe that time has already come because the benefits prom-
ised in the 1972 Social Security Amendments are simply proving to
ho more than we can support financially, and tile chief cause is tile
excessive adjustment for inflation which was included in social secur-
ity in 1972. We believe, therefore, that perhaps the most important
aspect of the current legislative proposals is the correction of the
social security benefit formula to eliminate the double adjustment for
inflation andi to "decouple" the program, and we support this whole-
heartedly.

In May 1977, President Carter sent to Congress a legislative pack-
age dealing with the social security problem. 'The principle proposals
were:

One, institute countercyclical general-revenue financing to replace
lost taxes when unemployment exceeds 6 percent;

Two, remove the ceiling on the amount of an employee's pay on
which the employer pays social security taxes;

Three, increase the self-employed tax rate to the traditional level
of 11/2 times the tax on employees;

Four, shift some funds from the hospital insurance trust to the
ol( age fund;

Five, add $600 to the wage base otherwise effective in each of 4
years, 1979, 1981,1983; and 1985;

Six, change the dependency test in conformity with recent Supreme
Court decisions requiring men and women to be treated equally;
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Seven, modify the social security benefit formula to eliminate the
inflation overadjustment now in the law-usually referred to as
decouplingg";

Eight, advance to 1985 and 1990 the 1-percent increase in tax sched-
uled to go into effect in 2011.

Certain of the foregoing proposals are desirable and indeed neces-sary in order to preserve the financial soundness of the social secur-
ity system, It is absolutely necessary to adopt a decoupling amend-
inent. It is most desirable to restore the traditional 11 time tax for
self-employed workers. Because of recent Supreme Court decisions,
it is also necessary to change the dependency test to conform with
vith current legal requirements. These changes clearly should be

adopted and adopted promptly.,
Small business opposes two of the. proposals as being completely

undesirable because they violate the fundamental principle on which
the social security program is based. The proposal to eliminate the
ceiling on an individual worker's wages on which the employer must
pay tax would destroy the 50-50 cost sharing principle. The proposal
to institute countercyt-ical general revenue financing is only needed
if social security is underfinanced and imposes a financing burden on
general revenues at precisely the wrong time.

We are unalterably opposed to these two changes.
The proposal to remove the ceiling on the amount of an employee's

pay on which the employer must pay social security tax is unsound
and unwise. When fully phased in by 1982, this proposal is supposed
to develop an additional $11.4 billion of taxes out of the grand total
of $13.1 billion of new revenue in that year from all of the Presi-
dent's proposals. In short, this one proposal accounts for 87 percent
of the new financial support.

If employees are unwilling to pay an increased tax to support
social security, why should any additional burden be put on their
employer or even on some other employer; up to now, the 50-50
matching has allocated social security costs to the employees whose
wage records are covered for benefit purposes and their employers.
T le costs have been allocated roughly in proportion to which the
employees can anticipate benefits f rom he system.

On the other hand, this particular tax on earnings above the social
security wage base would add no burden whatever to the small em-
ployer in an industry with low-paid employees and yet it could in-
crease Social Security taxes by as much as 100 percent on small cmii-
ployers in high-teclniology industries.

If additional financing is required for the social security system,
it is just not right to try and *unload it on some of the employers
while other employers and all employees get off scot-free. All em-ployees earning up to the social security tax base are now promised
benefits based on their pay up to that tax base; and if those benefits
cost more than is now being paid into the system in taxes, the added
cost should be borne by all of them and by all employers and not
passed on only to the employers of higher paid people. If the benefits
are for everyone, the cost should be shared by everyone.

We can understand the general attitude of some groups in looking
at this added tax. There is always the hope that the burden can be
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Rlaced on somebody else's shoulders, and the idea of passing the
Social Security cost on to the big corporations who pay their execu-
tives large amounts, looks like an easy solution.

Small business opposes this solution, however, because it would
hurt the high-technology companies in aerospace and computer
applications, in xerography and communications, and most of them
are small businesses. It would impose a heavier social security tax
burden on companies employing engineers and scientists, computer
experts and chemists, mathematicians and research personnel.

In short, it would impose an unfair tax burden on the leading
edge of the American industrial complex, and that is just the wrong
place to discourage future activity.

Small businesses are usually started by a few owner-managers who
risk their own capital and contribute their own efforts. In the early
years of most small businesse, there is not enough in the way of
earnings, or no profits at all, and the businesses cannot obtain suffi-
cient credit so that the end result is that the owner-managers under-
pay themselves.

In a sense, this is their investment in the business. When the finan-
cial rewards do come, there are two ways the owner-managers can
get them:

One, by way of dividends on their stock, and the Federal Govern-
ment is already taxing that form of income twice; and

Two, in the" form of higher salary, and now we have before us a
proposed 6-percent whack on that'in order to bail out the social
security system.

This proposal clearly discriminates against small businesses and
the people who start them up.

Not only does this proposal put the burden in the wrong place, it
distorts the balance in the social security system in ways which may
be unintended. Here are two illustrations' of some unintended side
effects.

First, from time to time, Congress has raised the social security
wage base, and this not only raises the level upon which benefits are
based but also increases the level of wages on which taxes will be
collected from both employer and employee. If the ceiling on the
amount of pay on which the employer's social security tax is levied
were to be removed, then any future proposal to increase the wage
base will bring with it the same benefit improvement as in the past,
but only half of the added revenue since the employer's portion of
the tax on the additional earnings will have already been anti.
cipated by this 1977 proposal. In effect, we are counting as future
income the employer's portion of the tax involved in future wage base
amendments in advance of the amendments themselves. The em-
ployer's tax on wages over the social security tax base should be used
as income to the system only if and when the tax base is raised.
If we collect the taxes before that time, then it will be much more
costly to raise the wage base if that should ever be desirable at some
future date.

A second illustration of the distortion of the program is the impact
on certain special groups such as public-school teachers. While pub-
lic school systems employ many lower paid individuals, the salaries
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l)aidto pubic-school teachers are set at a level appropriate for pro-
fessionals and rise in proportion to service and additional education.

In the case of a typical New York State school district, more than
half of the teachers having 5 years of service have scheduled pay in
excess of the social security tax base. These public school systems
have the choice of remaining in the social security system or leaving
it. To impose added taxes on such school districts without any evident
increase in benefit would merely encourage more such systems to
withdraw from social security.

The problem is even worse because teachers' salaries are greatest
in the school systems operated by the major cities and least in the
rural areas. Therefore, the added burden would fall on systems like
the New York public schools and certainly would make the alterna-
tive of dropping out of social security that much more attractive
to them.

Position.-Smnall business is fundamentally opposed to the proposal
to tax employers on total payrolls because it is not right. If the
present social security system needs more money, it should get it
from the employees who are covered by the system, and their--em-
ployers will match the added tax dollar for dollar.

One of the proposals to fix up social security financing would draw
on general revenues whenever unemployment exceeds 6 percent. As
tie proposal is drawn, it would appear to be limited to the years
1975-8, with the cash actually being transferred to the social secu-
rity funds in the years 1978, 1979, and 1980. This proposal is ob-
viously aimed at the short-term financial difficulties. It is hard to
see how this could actually help the situation in the long run.

If the general revenue burden is included in years of high un-
employment, it would merely increase the national debt and not the
actual financing of social security since there will already be budget
deficits in those years.

Even more to the point, however, by imposing added general reve-
nue costs in bad business years, the demand on general revenue could
not come at a worse time because it will reduce the government's
ability to adopt financial solutions to alleviate unemployment or to
help small businesses.

We believe it is very poor financial planning for the Government
to undertake to support the social security program only in those
years when there is likely to be a maximum demand on Government
to support the unemployed directly or to assist small businesses that
are failing or in dire financial straits. It obviously would be far
smarter for us to set the level of social security financing at a point
where, on the average, it will support the system over along period
of years consisting of both good years and bad year&, This is true
countercyclical financing because the system in good years could then
build lip trust fund balances that woud support the system when
employment falls off.

osition.-Small business opposes the proposal to use general
revenues countercyclically for social security fiancing. When times
are bad, Government programs to help small businesses should be
expanded and any requirement to support' social security from gen-
eral revenues in those same periods will just get in the way.

U-1951-77-22
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The other proposals which have been made do not appear to be
immediately necessary and they appear to be cosmetic rather than
substantive.

The proposal to shift money from the hospital insurance trust. flnd
to the retirement trust funds dearly leaves the social security trust
funds in the same position they were in before the shifting. Ap-
parently, the reason for this proposed shift is that it is hoped that
current proposals to control hospital costs. Small business is skep-
tical about spending future savings before it is sure that the savings
will actually be there.

The proposal to take the rate increase included in the present law
for the year 2011 and advance it to the years 1985 and 1990 would
help ma e things "seem right" in 1977. On the other hand, not 1
cent of additional income will be received by the trust funds until
1985. We seriously question whether it is wise to pay high benefits
now if we are only willing to increase taxes 10 years in the future.
It does not appear to be a sound approach.

The proposal to provide for several $600 increases in the wage base
at 2-year intervals from 1979 through 1985 will increase both the
tax receipts and the benefits paid by the system, but, of course, the
effect on taxes will be earlier and this will help tis short-term cash
shortage.

For the long-term, if the taxes are set at a level where they supl)ort
the benefits, there will not be too much financial help "to social
security in raising the tax base. It does not make much sense to take
on bigger benefits permanently just because the earlier payment of
the increased taxes will help out in a short-run financial squeeze.

Positiorm:-We recommend that these proposals be referred to the
next Social Security Advisory Council for their study and analysis.

Small businesses and their employees are counting on social secu.
rity to work out right in the long run. We do not believe that Con-
gress should take the easy way out by tinkering around with the
nancing f the social security system in an effort to make things

seem right. Indeed, some of the proposals resemble the imaginative
accounting solutions adopted by New York City to make their books
look better.

What is needed is more of a cash on the barrel-head approach that
sets the benefits at a level which the tax-paying employees are willing
to support. Th6 small businesses who employ them have accepted the
obligation to match those taxes dollar for dollar. Small businesses
and most private families, too, all have learned the hard way that our
ability to pay is a good deal less than our ability to think lp things
which we have to have.

We support wholeheartedly a change in the social security system
today that would decouple benefits and leave them at a level wh ich

'Tan b supported in the long run. There have been a number of
specific proposals as to just how this is to be done, but we suggest
that the process should go further. Specifically, the wage records
of the individuals covered by the social security system should be
adjusted in such a manner that when they retire their benefits will
not have been lost through inflation. In addition, we recommend that
this adjustment should be such that the generous benefits for em-
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ployees with low earnings will in fact be limited to full-time em-
ployees with low average pay or lower-paid employees, with long
periods of sporadic earnings that are consistently low.
I Part of the financial deficit in the social security system is due to

employees of the Federal Government who are covered by a general
Civil Service Retirement System but who, after their retirement, work
a few years in social security employment-or who moonlight for a
few years during their Federal careers. These "double-dippers" now
end up with low average earnings and thus make off With the gen-
erous benefits that were intended for the regular low-paid worker.
Small businesses, many of whom cannot afford their own private
pension plans, should not be expected to pay taxes to support these
added, and undeserved, social security benefits on top of the Civil
Service Retirement System. This loophole should be corrected now.

Senator NLSON. That is the second bell on a rollcall, so I will have
to go over and vote now. I will be back in about 10 or 12 minutes.

Mr. JAcxsori. We can finish now.
Senator NEsoLSO. The balance will appear in the record. We appre-

ciate your comments.
[The prepared statement of Mr. Jackson follows. Oral testimony

continues on p. 332.]

STATEMENT OF PAUL Ii. JACKSON ON BEHALF OF TiE SMALL BUSINESS LEOI8LATIE
CouNCIL

Mr. Chairman, my name is Paul II. Jackson. I am a Consulting Actuary with
The Wyatt Company. I am testifying today on behalf of the Small Business
Legislative Council (SBL)-an organization of national trade and professional
associations whose members are predominantly smaller businesses. The basic
purpose of SBLC is to maximize the influence and strength of small business
on issues of importance to the entire small business community . . . issues or
areas in which the Council member associations are in substantial agreement.
Accompanying me is Herbert Liebenson, Vice President for Governmental Af-
fairs of the National Small Business Association.

The small Business Legislative Council sincerely appreciates the oppor-
tunity to present the views of small business on a topic as important and
fundamental as our Social Security program and its financing.

107 organizations support in principle the Small Business Legislative Council
position that:

"The proposals to put the Social Security system on a sound fiscal basis are,
for the most part, desirable but the administration's plan to accomplish the,
objectives is unwise. If employees are not willing to share the costs of tim.
present program equally with their employers, the the Social Security. pro-
gram has already gone beyond the point of self-support and benefit increases
built-li for the future should be reduced. Employers should not be taxed
on pay that the employee is not taxed on Just because that is a convenient
way to get money. The program should continue to be financed 50-50 by
employee and employer alike.

SBIC recommends that the "decoupling", self-employed tax and dependency
test proposals be adopted now and that the rest of the changes be referred
to the next Social Security Advisory Council for thorough and careful
review."

These prestigious organizations speak for over 372,000 small business firms
in their Industries. A list of these organizations appears at the end of this
statement.

Small employers and their employees contribute equally to the United States
Social Security System. Social Security Is the basic program through which
the workers in the smaller companies achieve financial security and independ-
ence in their old age. Indeed, in many instances it is the only program, apart
from individual savings, since many small businesses have found it financially
possible to provide a private retirement plan. In recent years, in fact, many
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small businesses have been forced to drop their private retirement programs
because of the recordkeeping and financial burdens imposed by ERISA. Many
more small businesses will be discouraged from starting such programs. In
this framework, clearly, the Social Security program and the benefits it provides
are of prime importance to small business and to its workers.

Throughout its history, Social Security has been financed almost entirely by
taxes collected from workers, by matching taxes collected from their employers
and by the interest earned on the invested balance of the trust funds. For
example, in the most recent fiscal year, over 99 percent of the total income
to the trust funds came from Social Security taxes and interest earnings and
only three-quarters of one percent came from special reimbursements from the
general funds of the Treasury for certain costs that are not financed by
payroll taxes. We believe this system of sharing the cost equally has worked
well in the past and should be continued in the future because the financial
support for the system is then drawn from the parties who expect to enjoy
the benefits from the system; namely, the employees and their employers.

Small businessmen have learned over the years the value of restraint in
financial matters. Giant enterprises and governments may have unlimited
lines of credit available to them but the small businessman knows that when
his cash runs out, his credit is likely to run out also. Small businessmen have
found through practical experience that some hard choices must be made in
deciding on their own employee benefits because it is a rare small business
indeed that is able to support the entire range of benefits that would be
typically offered by the larger or older entcrp~rises. We believe this sense of
restraint is also necessary in connection with Social Security. It is obvious
that all of us could think of larger or more extensive benefits for Social
Security and all of them might be desirable, but the line must be drawn at
the point where we become unwilling or unable to pay for them. We believe
that time has already come because the benefits promised in the 1972 Social
Security Amendments are simply proving to be more than we can support
financially, and the chief cause is the excessive adjustment for inflation which
was included in Social Security in 1972. We believe, therefore, that perhaps the
most important aspect of the current legislative proposals is the correction of
the Social Security benefit formula to eliminate the double adjustment for
inflation and to "decouple" the program and we support this wholeheartedly.
Backgroun4

In Mfay, 1977, President Carter sent to Congress a legislative package dealing
with the Social Security problems. The principal proposals were:

(1) Institute countercyclical general revenue financing to replace lost taxes
when unemployment exceeds 6 percent;

(2) Remove the ceiling on the amount of an employee's pay on which the
employer pays Social Security taxes;

(8) Increase the self-employed tax rate to the traditional level of 1% times
the tax on employees;

(4) Shift some funds from the Hospital Insurance trust fund to the Old
Age fund;

(5) Add $600 to the wage base otherwise effective in each of four years,
1979. '81, '83 and '85;

(0) Change the dependency test in conformity with recent Supreme Court
decisions requiring men and women to be treated equally;

(7) Modify the Social Security benefit formula to eliminate the inflation
over-adjustment now in the law-usually referred to as "decoupling";

(8) Advance to 1985 and 1900 the 1% increase in tax scheduled to go into
effect in 2011.

NECESSARY CHANGES

Certain of the foregoing proposals are desirable and indeed necessary in
order to preserve the financial soundness of the Social Security System. It is
absolutely necessary te adopt a decoupling amendment. It is most desirable to
restore the traditional 11% times tax for self-employed workers.' Because of
recent Supreme Court decisions, it is also necessary to change the dependency
test to conform with current legal requirements. These changes (3, 0, and 7
above) clearly should be adopted and adopted promptly.
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UNDESIRABLE CHANGES

Small business opposes two of the proposals as being completely undesirable
because they violate the fundamental principle on which the Social Security
program is based. The proposal to eliminate the ceiling on an individual
worker's wages on which the employer must pay tax would destroy the 50-50
cost sharing principle. The proposal to Institute countercyclical general revenue
financing is only needed if Social Security is underfinanced and Imposes a
financing burden on general revenues at precisely the wrong time. We are
ualterably opposed to these two changes (1 and 2 above).

UNLIMITED EMPLOYER TAXES

The proposal to remove the ceiling on the amount of an employee's pay on
which the employer must pay Social Security tax is unsound and unwise.
When fully phased-in by 1982, this proposal Is supposed to develop an addi-
tional $11.4 billion of taxes out of the grand total of $13.1 billion of new
revenue In that year from all of the President's proposals. In short, this one
proposal accounts for S7 percent of the new financial support. If employees areunwilling to pay an Increased tax to support Social Security, why should any
additional burden be put on their employer or even on some other employer?
Up to now, the 50-60 matching has allocated Social Security costs to the
employees whose wage records are covered for benefit purposes and to their
employers. The costs have been allocated roughly In the proportion to which
the employees can anticipate benefits from the system. On the other hand,
this particular tax on earnings above the Social Security wage base would
add no burden whatever to the small employer in an Industry with low-paid
employees and yet it could increase Social Security taxes by as much as 100
percent on small employers In high-technology industries. If additional financ-
ing Is required for the Social Security System, it is Just not right to try and
unload it on some of the employers while other employers and all employees
get off scot-free. All employees earning up to the Social Security tax base are
now promised benefits based on their pay up to that tax base and If those
benefits cost more than is now being paid into the system in taxes, the added
cost should be borne by all of them and by all employers and not passed on
only to the employers of higher-paid people. If the benefits are for everyone,
the cost should be shared by everyone.

We can understand the general attitude of some groups in looking at this
added tax. There is always the hope that the burden can be placed on some-
body else's shoulders and the idea of passing the Social Security cost on to
the big corporations who pay their executives large amounts, looks like an
easy solution. Small business opposes this solution, however, because it would
hurt the high-technology companies In aerospace and computer applications, in
xerography and communications and most of them are small businesses. It
would Impose a heavier Social Security tax burden on companies employing
engineers and scientists, computer experts and chemists, mathematicians and
research personnel. In short, It would impose an unfair tax burden on the
leading edge of the American industrial complex and that is Just the wrong
place to discourage future activity.

Small businesses are usually started by a few owner-managers who risk
their own capital and contribute their own efforts. In the early years of most
small businesses, there Is not enough In the way of earnings, or no profits at
all, and the businesses cannot obtain sufficient credit so that the end result is
that the owner-managers underpay themselves. In a sense this Is their invest-ment In the business. When the financial rewards do come, there are two ways
the owner-manager can get them:

(1) by way of dividends on their stock, and the Federal Government Is
already taxing that form of Income twice; and

(2) in the form of higher salary and now we have before us a proposed 6%
whack on that in order to hail out the Social Security System.

This proposal clearly discriminates against smqll businesses and the people
who start them up.

Not only does this proposal put the burden in the wrong place, It distorts the
balance in the Social Security System In ways which may be unintended. Here
are two illustrations of some unintended side effects: First, from time to time,
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Congress has rated the Social Security wage base and this not only raises the
level upon which benefits are based but also increases the level of wages on
which taxes will be collected from both employer and employee. If the ceiling
on the amount of pay on which the employer's Social Security tax is levied
were to be removed,' then any future proposal to increase the'wage base will
bring with it the same benefit improvement as in the past but only half of the
added revenue since the employer's portion of the tax on the additional earn-
logs will have already been anticipated by this 1977 proposal. In effect, we are
counting as future income the employer's portion of the tax involvedIn future
wage base amendments in, advance of the amendments themselves. The em-
ployer's tax on wages over the Social Security tax base should be used as
income to the system only if and when the tax base is raised. If we collect
the taxes before that time, then it will be much more costly to raise the wage
base if that should ever be desirable at some future date.

A second illustration of the distortion of the program is the impact on
certain special groups such as public school teachers. While public school
systems employ many lower-paid individuals, the salaries paid to public
school teachers are set at a level appropriate for professionals and rise in
proportion to service and additional education. In the case of a typical New
York State School District, more than half of the teachers having five years
of service have scheduled pay in excess of the Social Security tax base. These
public school systems have the choice of remaining in the Social Security
System or leaving it. To impose added taxes on such school districts without
any evident increase in benefit would merely encourage more such systems to
withdraw from Social Security. The problem is even worse because teachers'
salaries are greatest in the school systems operated by the major cities and
least in the rural areas. Therefore, the added burden would fall on systems like
the New York City Public Schools and certainly would make the alternative
of dropping out of Social Security that much more attractive to them.

POSITION

Small business is fundamentally opposed to the proposal to tax employers
on total payrolls because it is not right. If the present Social Security System
needs more money, it should get it from the employees who are covered by the
system and their employers will match the added tax dollar for dollar.

COUNTERCYCLICAL USE, OF GENERAL REVENUES

One of the proposals to fix tip Social Security financing would draw on
general revenues whenever unemployment exceeds 6 percent. As the proposal is
drawn, it would appear to be limited to the years 1975-78, with the cash actually
being transferred to the Social Security funds in the years 1978, 1979, and 1980.
This proposal is obviously aimed at the short-term financial difficulties. It is
hard to see how this could actually help the situation in the long run. If the
general revenue burden is included in years of high unemployment, it would
merely increase the national debt and not the actual financing of Social Se-
curity since there will already be budget deficits in those years. Even more
to the point, however, by imposing added general revenue costs in bad business
years. the denmnd on general revenue could not come at a worse time been se
it will reduce the government's ability to adopt financial solutions to alleviate
unemployment or to help small businesses. We believe it is very poor financial
planning for the government to undertake to support the Social Security
program only in those years when there is likely to be a maximum demand
on government to support the unemployed directly or to assist small businesses
that are failing or in dire financial straits. It obviously would be far smarter
for us to set the level of Social Security financing at a point where, on the
average, it will support the system over a long period of years consisting of
both good years and bad years. This is true countercyclical financing because
the system In good years could then build up trust fund balances that would
support the system when employment falls off.

POSITION

Small business opposes the proposal to use general revenues countercyclically
for Social Security financing. When times are bad, government programs to
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help small businesses should be expanded and any requirement to support Social
Security from general revenues in those same periods will just get in the way.

OTHER PROPOSALS

The other proposals which have beed made (4, 5, and 8 in the list) do not
appear to be immediately necessary and they appear to be cosmetic rather than
substantive.

The proposal to shift monies from the Hospital Insurance trust fund to the
Retirement trust funds clearly leaves the total Social Security trust funds in
the same position they were in before the shifting. Apparently, the reason for
this proposed shift is that it Is hoped that current proposals to control hospital
costs will work better than the methods we have used in the past to control
hospital costs. Small business is skeptical about spending future savings before
It is sure that the savings will actually be there.

The proposal to take the re.te increase included in the present law for the
year 2011 and advance it to the years 1985 and 1990 would help make things
"seem right" in 1977. On the other hand, not one cent of additional income will
bre received by the trust funds until 1985. We seriously question whether it is
wise to pay high benefits now if we are only willing to increase taxes 10
years in the future. It does not appear to be a sound approach.

The proposal to provide for several $600 increases in the wage base at two
year intervals from 1979 through 1985 will increase both the tax receipts and
the benefits paid by the system, but, of course, the effect on taxes will be
earlier and this will help the short-term cash shortage. For the long-run, if
the taxes are set at a level where they support the benefits, there will not be
too much financial help to Social Security in raising the tax base. It does not
make much sense to take on bigger benefits permanently just because the
earlier payment of the increased taxii will help out in a short-run financial
squeeze.
I'o.4tiol

We recommend that these proposals be referred to the next Social Security

Advisory Council for their study and analysis.

GENERAL APPROACH

Small businesses and their employees are counting on Social Security to work
out right in the long run. We do not believe that Congress should take the easy
way out by tinkering around with the financing of the Social Security System
in an effort to make things seem right. Indeed, some of the proposals resemble
the imaginative accounting solutions adopted by New York City to make their
hooks look better. What is needed is more of a cash on the barrel-head approach
that sets the benefits at a level which the tax-paying employees are willing to
support. The small businesses who employ them have accepted the obligation to
match those taxes dollar for dollar. Small businesses and most private families
too, all have learned the hard way that our ability to pay is a good deal less
than our ability to think up things which we have to have.

DECOUPLINO

We support wholeheartedly a change in the Social Security System today
that would decouple benefits and leave them at a level which can be supported
in tie long run. There have been a number of specific proposals as to just how
this is to be done, but we suggest that the process should go further. Specific-
ally, the wage records of the individuals covered by the Social Security System
should be adjusted in such a manner that when they retire their benefits will
not have been lost through inflation. In addition, we recommend that this
adjustment should e such that the generous benefits for employees with
low earnings will in fact be limited to full-time employees with low average
pay or lower-paid employees with long periods of sporadic earnings that are
consistently low.

Part of the financial deficit In the Social Security System is due to employees
of the Federal Government who are covered by a generous Civil Service Retire-
ment System but who, after their retirement, work a few years in Social Secur-
Ity employment (or who moonlight for a few years during their Federal
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careers). These "double-dippers" now end up with low-average earnings and
thus make off with the generous benefits that were intended for the regular
low-paid worker. Small businesses, many of whom cannot afford their own
private pension plans, should not be expected to pay taxes to support these
added, and undeserved, Social Security benefits on top of the Civil Service
Retirement System. This loophole should be corrected now.

- CONCLUSION

The Small Business Legislative Council supports all efforts to put the Social
Security System on a sound financial basis. We do not support approaches which
merely make things seem right at the moment or approaches which attempt to
pass the burden on to some special group or other. If taxes must be raised, then
they should be raised now. On the other hand, if employees are not willing to
pay greater Social Security taxes to cover the costz- of the present program
when their tax dollars are matched by their employers' taxes, then we believe
the Social Security benefit level has already gone beyond the point of self-
support. If that should be the case, we believe the benefit increases built Into
the system for the future should be reduced to bring the Social Security pro-
gram back into financial balance. We do not believe that general revenues
should be relied upon just because that seems to be an easy way out. In addi-
tion, we believe the countercyclical proposal should be abandoned because
Social Security firancing is already countercyclical in the sense that the
burden rises and falls with the number of workers employed. In the long ril,
we will all be better off setting the level of Social Security taxes at a point
which will support the system in good years and bad. Then any surplus devel-
oped In the good years can he held in the trust funds to meet the tax shortfalls
in bad years.

The Small Business Legislative Council recommends, therefore, that the de-
coupling amendments be adopted now, that the self-employed tax be set at
150 percent and that the dependency test proposal be put into effect. As for
the rest of the proposed changes, we believe that all of them should be referred
to the next Social Security Advisory Council for thorough and careful review.
Our final recommendation Is that the program should continue to be financed
50-50 by employee and employer alike and that any current financial weakness
in the Social Security System should be corrected by a prompt adjustment in
either the level of contribution or the level of benefits. Above all, we want to
avoid political tinkering at two or four year intervals. We do not need brain-
storming and novel ideas. What we want are time-tested approaches and rea-
soned Judgment. For our part, we need and will support a soundly designed and
financed Social Security program because our employees depend upon it so
heavily.

Thank you.
117 organizations, with more than 844,000 small business firms as members,

support In principle the Small Business Legislatiye Council policy position on
Social Security Financing Proposals. These are:

Alaska Retail Association, Anchorage, A.
American Association of Meat Processors, Elizabethtown, PA.
American Fishing Tackle Manufacturers Association, Chicago, IL.
Amrfican Machine Tool Distributors Association, Washington, D.C.
American Subcontractors Association, Washington, D.C.
Associated Master Barbers & Beauticians of America, Charlotte, NO.
Automotive Wholesalers Association of New England, Peterborough, NH.
Casket Manufacturers Association, Evanston, IL.
American Academy of Environmental Engineers, Rockville, MD.
American Association of Nurserymen, Washington, D.C.
American Land Development Association, Washington, D.C.
American Pipe Fittings Association, Stamford, CT.
Arkansas Retail Merchants Association, Little Rock, AR.
Automotive Engine Rebuilders Association, Glenview, IL.
Building Service Contractors Association, McLean, VA.
Chritlan Booksellers Association, Colorado Springs, CO.
Cigar'Assoelatiod of America, Inc., Washington, D.C.
Computer & Communications Industry Association, Arlington, VA.
Cutting Tool Manufacturers Association, Birmingham, MI.
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Engraved Stationery Manufacturers Association, Chicago, IL,
Food Merchandisers of America, Washington, D.C.
FoodService Equipment Association, Chicago, IL.
Independent Media Producers Association, Washington, D.C.
Independent Sewing Machine Dealers Association, Hilliard, OIl.,'
Kentucky Small Business Association, Louisville, KY.
Machinery Dealers National Association, Silver Spring, MD.
Manufacturers Association of Delaware Valley, Norristown, PA.
Menswear Retailers of America, Washington, D.C.
Michigan Grain & Agri-Dealers Assoclatloq, Saginaw, MI.
Missouri Agricultural Industries Council, Inc., Kansas City, MO.
Narrow Fabrics Institute, New Rochelle, NY.
National Art Materials Trade Association, Hasbrouck Heig~ts, NJ.
National Association of Flooi Covering Distributors, Chicago, IL.
Connecticut Small Business Federation, Hartford, CT.
Council of Construction Employers, Inc., Washington, D.C.
Delaware Valley Automobile Dealers Association, Philadelphia, PA.
Energy Products and Services Association, San Diego, CA.
Farmers Elevator Association of Minnesota, Minneapolis, MN.
Food Processing Machinery & Supplies Association, Washington, D.C.
Independent Bakers Association, Washington, D.C.
Independent Battery Manufacturers Association, Inc., Largo, FL.
Independent Petroleum Association of America, Washington, D.C.
International Association of Wall & Ceiling Contractors/Gypsum Drywall

Contractors International, Washington, D.C.
Louisiana Wholesale Grocers' Association, Inc., Baton Rouge: LA.
Manufacturers Agents National Association, Irvine, CA.
Massachusetts' Businessman's Association, Braintree, MA.
Metal Ladder Manufacturers Association, Greenville, PA.
Minnesota Motorcycle Dealers Association, Minneapolis, MN.
Minnesota Nurserymen's Association, St. Paul, MN.
Moving Agents & Drivers of America, Inc., Baltimore, MD,
National Appliance Service Association, Kansas City, MO.
National Association of Business & Educational Radio, Inc., Washington, D.t
National Association of Fruits, Flavors, & Syrups, Inc., Lake Success, NY.
National Association of Glove Manufacturers, Inc., Gloversville. NY.
National Association of Independent Lumbermen, Washington, D.C.
National Association of Life Underwriters, Washington, D.C.
National Association of Tobacco Distributors, New York, NY.
National Beer Wholesalers Association, Chicago IL.
National Candy Wholesalers Association, Washington, D.C.
National Confectionery Salesmen's Association of America, Inc., New Mon-

mouth, NJ.
National Employment Association, Washington, D.C.
National Family Business Council, Westville, NJ.
National Home Improvement Council, New York, NY.
National Independent Meat Packers Association, Washington, D.C.
National Lumber & Building Material Dealers Association, Washington, D.C.
National Office Products Association, Alexandria, VA.
National Patent Council, Arlington, VA.
National Pest Control Association, Vienna, VA.
National Screw Machine Products Association, Cleveland, 011.
National Small Business Association, WaShington, D.C.
National Tool, Die, & Precision Machining Association, Washington, D.C.
National Tour Brokers Association, Lexington, KY.
National Association-of Home Manufacturers, Washington, D.C.
National Association of Plastic Fabricators, Washington, D.C.
National Association of Plumbing/Heating/Cooling Contractors, Washington,

D.C.
National Bankers Association, Washington, D.C.
National Building Material Distributors Association, Chicago, IL.
National Concrete Masonry Association, McLean, VA.
National Electrical Contractors Association, Bethesda, MD.
National Environmental Systems Contractors Association, Arlington, VA.
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National Hearing Aid Society, Livonia, MI.
National Home Furnishings Association, Washington, D.C.
National Independent Dairies Association, Washington, D.C.
National Labor-Management Foundation, Louisville, KY.
National Office Machine Dealers Association, Hackensack, NJ.
National Oil Jobbers Council, Washington, D.C.
National Parking Association, Washington, D.C.
National Peach Council, Martinsburg, WV.
National Retail Hardware Association, Indianapolis, IN.
National Silo Association, Inc., Waterloo, IA.
National Tire Dealers & Retreaders Association, Washington, D.C.
New Jersey Tool, Die & Precision Machining Association, Denville, NJ.
Northeastern Lumber Manufacturers Association, Falmouth, ME.
Ohio Nurserymen's Association, Columbus, OH.
Oregon Feed, Seed and Suppliers Association, Portland, OR.
Photo Marketing Association, Jackson, MI.
Retail Floorcovering Institute, Chicago, IL.
Rocky Mountain Food Dealers Association, Denver, CO.
Small Business Service Contractors Association, Washington, D.C.
Terminal Elevator Grain Merchants Association, Minneapolis, MN.
The Valley of Virginia Co-operative Milk Producers Association, Harrison-

burg, VA.
Western Home Furnishings Association, Los Angeles, CA.
Northwest Country Elevator Association, Minneapolis, MN.
Oil Jobbers of Wisconsin, Madison, WI.
Oregon Association of Nurserymen, Portland, OR.
Pacific Coast Meat Association, San Francisco, CA.
Pacific Northwest Grain Dealers Association, Inc., Portland, OR. -
Printing Industries of America, Arlington, VA.
Retail Jewelers of America, West Orange, NJ.
Schiffii Lace & Embroiders Manufacturers Association, Union City, NJ.
Sheet Metal & Air Conditioning Coarractors National Association, Vienna, VA.
South Carolina Merchants Association, Columbia, SC.
South Dakota Retailers Association, Pierre, S.D.
Toledo Area Small Business Association, Toledo, OH.
Truck Body and Equipment Association, Washington, D.C.
Vermont Plantsmen's Actsociation, Inc., Reading, VT.
Wisconsin Association of Food Dealers, Madison, WI.

Senator NELSON. We will recess for about 10 minutes.
[A brief recess was taken.]
Senator NELSON. Our next witness is Mr. Robert Myers, appearing

on behalf of the American Council of Life Insurance.
Mr. Myers, the committee is pleased to see you back again and to

get the benefit of your thoughtful commentary. Your statement will
be printed in full in th6 record. You may present it however you may
desire.

STATEMENT OF ROBERT I. MYERS ON BEHALF OF THE AMERICAN
COUNCIL OF LIFE INSURANCE

Mr. MYERs. Thank' you, Mr. Chairman. I will present a condensa-
tion of the statement.

My name isRobert J. Myers. and I am appearing here today on
behalf of the American Council of Life Insurance. Ever since the
inception of the social security program, the life insurance business
has supported this program. The life insurance business at times has
criticized certain social security legislative proposals when they were
not believed to be in the best interests of the country.
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The life insurance business believes that the best interests of the
people in the country and of the Nation itself are served if social
.security does not expand beyond a floor-of-protection level. Accord-
ingly, social security should not encroach on the resources available
to the private sector by having an inordinately high benefit level or
an inordinately high maximum taxable earnings base. In the same
manner, social security should not be overused as an antipoverty
weapon, thus supplanting the public assistance tier and overburden-
ing the payroll tax.

We have studied with much interest the social security financing
proposals of the Carter administration, which were presented by
Secretary Califano to your subcommittee in the hearings held on
.July 13. We are pleased that the administration has recognized the
serious financing problems confronting the social security program
and is so promptly and strongly concerned about restoring its finan-
cial integrity.

Before presenting detailed comments on these proposals, I would
like to emphasize that the American Council of Life Insurance be-
lieves that a fundamental solution to most of the financial problems
of the social security system could be achieved by a relatively small
number of direct measures. Specifically, we support an immediate
increase of 0.5 percent in the tax rate on both employers and em-
1)loyees, and an additional increase of one-quarter percent in these

tax rates in the 1980's.
This, together with the decoupling procedure we recommend, an

increase in the tax rate on the self-employed to the traditional ratio
of 11/2 times the tax rate on employees, and the administration's pro-
posal to provide a new test for dependent's benefits, which we sup-
port, would be sufficient to stabilize the social security trust funds fbr
the next 30 years. For subsequent years, the financing needs will de-
pend to a considerable extent on future trends as to such elements as
birth rates and retirement rates which should be much more dis-
cernible as time passes.

Let me now turn to each of the changes proposed by the ad-
ministration.

I. Financing from general revenues during times of high unem-
ployment. We strongly oppose this proposal, because we believe that
any injection of a Government subsidy on an ongoing basis into the
social security system is undesirable. Such a procedure does not make
clear to the general public what the true costs of social security really
are and thus could lead to unwise overexpansion of the system. The
time-tested method of financing the program on a self-supporting
basis, without a Government subsidy, should be continued.

Moreover, this proposal is faulty because it is difficult, if not im-
possible, to compute with any precision exactly how much the reduc-
tion in social security taxes is because of unemployment in excess of
6 percent. I believe the estimate of the administration is far too high.

II. Taxing employers on the entire wages of employees. This pro-
posal would eliminate, in steps, the maximum limit on taxable earn-
ings insofar as it applies to the employer tax. The complete elimina-
tion of the maximum limit would be applicable after 1980.
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-We-believe that such a change is very undesirable, because the
present procedure of equal payments by the employer and the em-
ployee that has been followed ever since the system began seems fair
and appropriate to all parties concerned. Moreover, this approach
results in inconsistent treatment as between self-employed persons
and individuals in a similar position who ;.ave incorporated their
small business.

Further, it should be clearly realized that the payment of the much
larger social security taxes by employers will very likely not. be
absorbed by them, but rather may well be passed on to the general
public in the form of higher prices or else to the employees in the
form of lower wages than they would otherwise have had. At the
same time, any additional large employer cost such as this will very
likely result in less funds being available for provision of economic
secu ity through the private sector, such as under pension plans.

The administration has stated that the increased cost to employers
for this proposal to eliminate the maximum limit on taxable earnings
for their payroll taxes would have a slightly-lower cost in 1979-82
than under the so-called conventional financing approach of raising
both the tax rate and the earnings base to a greater extent than the
automatic-adjustment provisions would do.

-First, L-do not agree that this is the conventional financing ap-
proach. Rather, the conventional approach has been solely to increase
tax rates.

Second, I cannot agree with this analysis because it involves so-
called savings by drawing down the trust funds and by making avail-
able a Government subsidy-which, in turn, would likely be derived
in considerable part from other taxes on employers.

.111. Restoring traditional ratio for tax on self-employed. We sup-
port this proposal as a desirable and consistent one.

IV. Shifts in allocation of tax rates among trust funds. We do not
favor the shift of part of the presently scheduled HI tax rates to
OASDI. The 1977 Il" Trustees Report shows that, under the inter-
mediate estimate, the III program has a lack of actuarial balance of
1.16 percent of taxable payroll over only the next 25 years and that
the HI Trust Fund will be exhausted by the late 1980's. In fact, the
Board of Trustees reconimended that "action be taken in the near

. .fture to strengthen the financing of the hospital insurance system."
The administration justified this proposal in part on the expecta-

tion that its program to contain the rate of increase in hospital costs
will be enacted. It would seem only prudent to take such a factor into
account after the legislation involved is enacted and after the actual
experience shows that the program is effective.

The administration also proposed that the allocation of the coin-
I)ined employer-employee tax rate for OASDT should be changed,
beginning in 1978, so as to give a larger proportion to the DI Trust
Fund. We agree that DI should have a proportionately larger share
of the total. We favor giving DI a larger proportionate amount of
he increase in the OASDI tax rate which we recommend than pre-
vails in the present allocation.

V. Increases in employee and self-employed earnings base subject
to tax. We believe that such a change is most undesirable. The earn-
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ings base is not primarily a financing mechanism, but rather it series
to define the scope of the program and, correspondingly, the role that
the private sector should play in providing economic security. An
increase in the earnings base beyond what would be provided by the
automatic-adjustment provisions will undesirably narrow the respon-
sibility of the private sector in the economic security field.

Moreover, increasing the base insofar as it relates to workers does
not provide any significant additional financing over the long range,
because the additional taxes collected are very closely offset by the
additional benefit liabilities created.

VI. Change in test for dependent beneficiaries. We support this
change, which is both innovative and reasonable. In fact, we believe
that further action in this area might be considered at this time, to
prevent the windfall benefits which now occur for spouses who do
not qualify for social security benefits on the basis of their own earn-
ings and who have pensions as governmental employees. The Advisory
Council on Socihl Security recommended that such Government-
employee pensions should be considered as an offset against spouse's
benefits under social security.

VII. Correcting inflation overadjustment in initial compensation
of benefits. We are strongly in favor of the general principle of de-
coupling by the wage-indexing approach as is done under the ad-
ministration proposal, but we believe that the ultimate level of the
replacement ratios should be about 10 percent lower relatively than
those currently emerging and, instead, should be at about the level
prevailing before 1972. Our belief is based on the facts that the bene-
fit level was overexpanded in 1969-72 and that there has been a con-

.- tinuing lag in instituting decoupling. .
Our decoupling approach would decrease even more the long-range

deficit of the social security system and thus come much closer to
restoring its financial integrity. We also propose a permanent savings
clause f6r retirement benefits that would utilize the benefit formula
under p resent law as that formula would stand just before the new
decoupling procedure would go into effect if it produces a larger
amount. Thus, there would be a gradual phasing in to the benefit
level that we recommend.

We strongly support the administration's proposal that the savings
clause or transitional provision apply only to retirement cases, and
not to disability or young-survivor benefits. This will go a long way
toward eliminating "the anomalous situation in present law whereby,

-in such cases, the benefits payable exceed the net take-home pay of
the insured worker. Considerationshould also be given to imposing a
percentage-of-prior-earnings cap on the benefits of disabled workers
and their dependents. The Health Insurance Association of America,
which has great interest in this area, also holds these views.

We would also continue unchanged the present procedure for ad-
justing automatically benefits for those on the rolls to reflect increases
in the cost of living. Accordingly, all beneficiaries would have not
only the dollar amount of their benefits safeguarded, but also the pur-
chasing power of the benefits.
-The specific benefit formula that we recommend in connection with

the decoupling bill of the Ford administration last year was based
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on its becoming first effective in 1978. We still would like to see such
an effective date. Of course, if the effective date were to be later, ap-
propriate changes would be necessary. Also, there were a number of
essentially technical changes that we would have liked to have seen
in the Ford administration bill, and it may well be that, when the
Carter administration bill -is available, we will have some technical
comments.

VIII. Advancing planned increase in tax rate from 2011 to 1985
and 1990. We believe that the only proper way to obtain additional
financing for the social security program-other than through re-
ducing benefit costs where these are now irrationally high and overly
liberal, or where they provide undue windfalls-is through the
clearly visible method of increasing the tax rates.

In other words, we are opposed to injecting a Government subsidy
or to increasing the maximum taxable earnings base more than the
automatic adjustment provisions will do. Accordingly, we support
the general principle of this proposed change of increasing the tax
rates, although we would go further by instituting increases at an
earlier date than 1985-in fact, as early as 1978 or, at the latest, 1979.

Next, let me set forth the cost effects of our proposals over both the
short range and the long range. Tables 1 and 2 attached to my state-
ment, which I request be included in the record, demonstrate clearly
that our proposals will, solely from a financial standpoint, solve the
short-range and medium-range financing problems as well as will
the administration proposals. For the OASDI system combined, for
the 5-year period 1978-82, the additional income under our proposals,
including the additional interest earnings of the trust fund, is esti-
mated at $66.3 billion, while the lessened outgo is estimated at $10.5
billion. Thus, the net result is an increase in the trust-fund balances
of $76.8 billion over what would occur if present law were left un-
changed. As a result, the trust-fund balance at the end of 1982 would
be $62 billion, instead of in a deficit position of $14.8 billion. The
breakdown of these figures is shown in table 1.

Then, as to the medium-range financial situation-the next 25
years-our proposals are estimated to result in an average excess of
annual income over disbursements averaging 0.4 percent of taxablepayroll. As a result, the system would have adequate financial re-
sources to meet anticipated disbursements for this 25-year period and
to build up the trust-fund balances. Table 2 presents the details of
this situation.

Finally, as to the long-range financial situation, our proposals
would result in reducing the estimated average deficiency for the
75-year period beginning 1977 from 8.2 percent of taxable payroll
to only 1.2 percent. Recognizing the difficulties of forecasting pre-
cisely for such periods and the variations possible as a result of, for
example, birth rates and retirement rates, this is a reasonably satis-
factory situation, and the deficiency then is in more reasonably man-
ageable proportions.

I would like now to comment on a bill now pending before the
House of Representatives; namely, H.R. 8363. This bill would remedy
a longstanding inequity in the collection of duplicate taxes under
social security and under unemployment insurance for certain con-
current employers of the same employee.
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Under such circumstances, the employee is really in effect in only
one job, and it seems only fair that the concurrent employers to-
gether should not pay on more than the maximum taxable wage base.
Such treatment has, for many years, been accorded to successor cor-
porations under section 3121(a) (1) of the Internal Revenue Code
and to State agencies or State-paid employees of political subdivi-
sions under section 218 (e) (2) of the Social Security Act. We strongly
urge legislative enactment of the provisions contained in LR. 3363.

In closing, I should like to reiterate the strong support of the
American Council of Life Insurance for our Nation's social security
program. We believe that it should provide an adequate, viable, and
sound floor of protection in the economic security area of retirement
long-term disability, and death of the breadwinner. The time-tested
method of financing social security on a self-supporting basis, without
a Government subsidy and with a maximum taxable earnings base
consistent with those prevailing in the last quarter century, should
be continued.

We urge that action should be taken this year to strengthen the
fiscal integrity of the social security system by decoupling the benefit
computation for new claimants under the wage-indexing approach.
We also urge that suitable action should be taken to strengthen the
financing of the system, especially in the short range, by an immedi-
ate moderate increase in the employer-employee tax rates. The resto-
ration of public confidence in the social security, program requires
no less.

Senator NzLsoN. Thank you very much for your very thoughtful
commentary on the administration proposal. We appreciate your
taking the time to appear today.

I am not taking much time for questions because we have a 2-hour
limit of time in which to meet, and we have to conclude. Il.we have
further questions-which we will, after we review all of the testi-
niony-I assume you would be willing to respond in writing.

Mr. MymEs. Yes, indeed, Mr. Chairman. I would be very happy to
do so for you or your staff.

Senator NyisoN. You said you may at least offer some technical
amendments when the legislation is introduced, which will be on_.Tuesday next.Mr. T Ia m. I will be very happy, on behalf of the American

Council of Life Insurance, to write a technical memorandum on that,
as I did on the previous bill.

Senator NELoS. We would appreciate having it. The bill will be
in the Tuesday Congressional Record. You can get it from our office
that day, or Wednesday.

Mr. MyRs. Thank you, Mr. Chairman.
- Senator NELsoN. Thank you.

[The prepared statement and memorandum of Mr. Myers follows.
Oral testimony continues on p. 346.]

STATEMENT OF ROBERT J. MYRs Oiq BEHALF OF THE AMERICAN COUNCIL OF
LIFE INSURANCE

Mr. Chairman and members of the subcommittee: My name is Robert J.
Myers, and I am appearing here today on behalf of the American Council of
Life Insurance. The 470 life insurance companies which comprise the member-
ship of the Council account for about 92 percent of the total life insurance in
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force in the United States and about 99 Prcent of the assets attributable to
insured qualified pension and profit-sharing plans.

Bef9r9 discussing the proposals 9f the Administration, I should like to point
out tlait, ever since the inceptlq of the Social Security program in 1935, the
life inkurance business has supported this program. The life insurance business
has 'at timeg criticized certain Social Security legislative proposals when they
were not believed, to be in the best interests of the country.

The life insurance business believes that economic security for the people of
our Nation should be provided from three sources. First, the government,
through Social Security, should provide a floor of protection which is universally
applicable, on a compulsory basis. Second, there should be private sector initia-
.fives on a voluntary and flexible basis, through both individual and employer
efforts, in the form of home ownership, savings and investments, private pen.
sion and profit-sharing plans, and insurance, Third, in the relatively small pro-
portion of eases where the first two tiers do not provide adequate income, then
public assistance programs such as Supplemental Security Income should make
up the necessary difference.

The life insurance business believes that the best interests of the people of
the country and of the Nation itself are served if Social Security does not ex-
pand beyond a floor-of-protection level. Accordingly, Social Security should not
encroach on the resources available to the private-sector tier by having an
inordinately high benefit level or an inordinately high maximum taxable earn-
ings base, In the same manner, Social Security should not be overused as an
anti-poverty weapon, thus supplanting the public assistance tier and over-
burdening the payroll tax.

The Old-Age, Survivors, and Disability Insurance system, which is commonly
referred to as Social Security, currently has some very serious financing prob-
lems. Some of these problems are of short-range nature, while others are of a
long-range nature.

We have studied with much interest the Social Security financing proposals
of the Carter Administration, which were presented by Secretary Califano to
your subcommittee in the hearings held on July 13. We are pleased that the
Administration has recognized the serious financing problems confronting the
Social Security program and is so promptly and strongly concerned about re-
storing its financial integrity. The Administration proposal involves eight differ-
ent changes wbich seek to solve the short-range cash-flow problem now present
and to substantially redue the long-range actuarial deficit. We agree completely
with several of these proposed changes, but there are some on which we take a
quite different position.

Before presenting detailed comments on these proposals, I would like to
emphasize that the American Council of Life Insurance believes that a funda-
mental solution to most of the financial problems of the Social Security system
could be achieved by a relatively small number of direct measures. Specifically,
we support an immediate increase of 0.5 percent in the tax rate on both em-
ployers and employees and an additional increase of one-quarter percent In
these tax rates in the 1980's. This together with the decoupling procedure we
recommend, an increase in the tax rate on the self-employed to the traditional
ration of 1% times the tax rate on employees, and the Administration's pro-
posal to provide a new test for dependent's benefits, which we support, would1e sufficient to stabilize the Social Security trust funds for the next 30 years.
For subsequent years, the financing needs will depend to a considerable extent
on future trends as to such elements as birth rates and retirement rates which
should be much more discernible as time passes.

Let me now turn to each of the changes proposed by the Administration.

I. FINANCING FROM GENERAL REVENUES DURING TIMES OF HIGH UNEMPLOYMENT

This proposal would provide a government subsidy from general- revenues to
make up for the loss of Social Security taxes in 1975-78 because the unemploy-
ment rate has been in excess of 6 percent since 1975 and is expected to be so
through 197& Although the proposal is for only this limited, temporary period,
it is likely that, if once enacted, it would later be extended.

We strongly oppose this proposal, because we believe that any injection of a
government subsidy on an ongoing basis into the Social Security system is
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-undesirable. Such a procedure do~s not make clea' to the general public What
the true costs of Social Security really are and thus could lead to unwise over-
expansion of the system. The time-tested method of financing the program on
a iielf-hupporting basis, without a government subsidy, should be continued.

Moreover, this proposal is faulty because it is difficult, if not impossible, to
compute with any precision exactly how much the reduction in Social Security
ta:es Is because of unemployment In excess of 6 percent.

The procedure actually followed by the Administration In developing the
estimated figure of a $14.1 billion tax loss is subject to considerable question.
It is by no means as precise as are the several computations now involved in
the Social Security Act In connection with the automatic adjustments of the
benefit amounts, the maximum taxable earnings base, and the exempt amounts
of 'earnings under the retirement test or in connection with the cost-sharing
amounts under Medicare. I believe that this estimated figure is far too high.

n. TAXING EMPLOYERS ON THE ENTIRE WAGES OF EMPLOYEE@

This proposal would eliminate, in steps, the maximum limit on taxable earn-
ings insofar as it applies to the employer tax. The complete elimination of the
maximum limit would be applicable after 1980.

We believe that such a change is very undesirable, because the present pro-
cedure of equal payments by the employer and the employee that has been
followed ever since the system began seems fair and appropriate to all parties
concerned. Moreover, this approach results in inconsistent treatment as between
self-employed persons and individuals in a similar position who have incor-
porated their small business.

Further, It *should be clearly 'realized that the payment of the much larger
Social Security taxes by employers will very likely not be absorbed by them,

. but rather may well be passed on to the general public in the form of higher
prices or else to the employees in the form of lower wages than they would
otherwise have had. At the same time, any additional large employer cost such
as'this will very likely result in less funds being available for provision of
economic security through the private sector, such as under pension plans.

The Administration has stated that the increased cost to employers for this
proposal to eliminate the maximum limit on taxable earnings for their payroll
taxes would have a slightly lower cost in 1979-8"2 than under the so-called con-
ventional financing approach of raising both the tax rate and the earnings base
to a greater extent than the automatic-adjustment provisions would do. First, I
do not agree that this is the conventional financing approach. Rather, the con-
ventional approach has been solely to increase tax rates. Second, I cannot agree
YOth this analysis because it involves a so-called "savings" by drawing down
the trust funds and by making available a government subsidy-which, in turn,
would likely be derived in considerable part from other taxes on employers. It
also seems strange to refer to a reduction in the size of the trust funds as a
"savings". Drawing down the trust funds cannot properly be considered as
involving a decrease in taxes otherwise necessary, because more payroll taxes
will be needed later and there will be less invatment income from the trust funds.

IM. RESTORING TRADITIONAL RATIO FOR TAX ON SELF-EMPLOYED

This proposal would restore, beginning in 1979, the historical relationship
of the self-employed tax for Old-Age, Survivors, and Disability Insurance
(OASDI), namely, a rate equal to 1% times the employee rate. Legislation In
1965 limited the self-employed rate to a maximum of 7 percent, which was first
reached In 1973.

We support this proposal as a desirable and consistent one.

IV. SHIFTS IN ALLOCATION OF TAX RATES AMONG TRUST FUNDS

This proposal would shift a part of the presently scheduled tax rates for the
Hospital Insurance program (HI) to OASDI. Specifically, as to the HI tax
rate for employers, employees, and the self-employed (all of which are the
same), 0.1 percent of the 0.2 percent increase scheduled for 1978 would he
shifted to OASDI, and 0.1 percent of the 0.25 percent scheduled for 1981 would
be so shifted.

95 197-77---23



340 N

We do not favor this change. The 1977 HI Trustees Report shows that, under
the intermediate estimate, the HI program has a lack of actuarial balance of
1.16 percent of taxable payroll over only the next 25 years and that the HI
Trust Fund will be exhausted by the late 1980's. In fact, the Board of Trustees
recommended that "action be taken in the near future to strengthen the financ-
ing of the hospital insurance system".

The Administration justified this proposal in part on the expectation that the
Administration's program to contain the rate of increase in hospital costs will
be enacted. It would seem only prudent to take such a factor into account after
the legislation involved is enacted and after the actual experience shows that
the program is effective.

The Administration also proposed that the allocation of the combined
employer-employee tax rate for OASDI should-be changed, beginning in 1978,
so as to give a large proportion to the DI Trust Fund. We agree that DI should
have a proportionately larger share of the total. We would achieve this result
by giving DI a larger proportionate amount of the Increase in the OASDI tax
rate which we recommend than prevails in the present allocation of the OASDI
tax rate.

V. INCREASE IN EMPLOYEE AND SELF-EMPLOYED EARNINGS BASE SUBJECT TO TAX

This proposal would Increase the maximum taxable and creditable earnings
base for employees and the self-employed by $600 more than the automatic-
adjustment provisions would do in each of four years 1979, 1981, 1983, and
1985. The argument made by the Administration for this change is that it would
provide additional revenues for financing purposes.

We believe that such a change is most undesirable. The earnings base is not
primarily a financing mechanism, but rather it serves to define the scope of
the program and, correspondingly, the role that the private sector should play
in providing economic security. An increase In the earnings base beyond what
would be provided by the automatic-adjustment provisions will undesirably
narrow the responsibility of the private sector in the economic security field.
Moreover, it should be realized that increasing the base insofar as it relates
to employees and the self-employed does not provide any significant additional
financing over the long range, because the additional taxes collected are very
closely offset by the additional benefit liabilities created.

Vw. CHANGE IN TEST FOR DEPENDENT BENEFICIARIES

This proposal would provide that spouse's benefits (both before and after
the death of the worker) would be available only for whichever spouse had had
the lower Income In the 3-year period preceding retirement, disability, or death.

We support this change, which is both innovative and reasonable. In fact,
we believe that further action in this area might be considered at this time, to
prevent the windfall benefits which now occur fc,r spouses who do not qualify
for Social Security benefits on the basis of their own earnings and who have
pensions as governmental employees. The 1974-75 Advisory Council on Social
Security made an excellent recommendation in this respect-namely that such
government-employee pensions should be considered as an offset against spouse's
benefits under Social Security. This is exactly the same treatment that is now
accorded to an individual's primary Social Security benefit based on his or her
own earnings record, which is offset against his or her spouse's benefit under
the Social Security program.

VII. CORRECTING INFLATION OVENADJUSTMENT IN INITIAL COMPUTATION OF BENEFITS

This proposal would correct the technical flaw in the law with regard to the
initial computation of benefits. Specifically, this correction would be made by
the procedure commonly referred to as "decoupling" through the process of
indexing the earnings record by wage trends. The administration did not give
any specifics as to its decoupling proposal, although the intent would be to pro-
duce replacement ratios in the future that would be at about the same level as
for those currently retiring. The Administration also indicated that the tran-
sitional provision, which provides benefit amounts at least equal to the present-
law formula on the changeover date, would apply only to retirement cases, and
not to disability or young-survivor benefits.



341

We are strongly in favor of the general principle of decoupling by the wage.
indexing approach, but we believe that the ultimate level of the replacement
ratios should be about 10 percent lower relatively than those currently emerg-
Ing and, instead, should be at about the level prevailing before 1972. Our belief
is based on the facts that the benefit level was over-expanded in 1969-72 (which,
incidentally, was an important cause of the present short-range financing prob.
lems) and also that there has been a continuing lag in instituting the decoupling
procedure.

Our decoupling approach would decrease even more the long-range deficit of
the Social Security system and thus come much closer to restoring its financial
integrity. We also propose a permanent savings clause for retirement benefits
that would utilize the benefit formula under present law as that formula would
stand just before the new decoupling procedure would go into effect if it pro-
duces a larger amount. Thus, there would be a gradual phasing-in to the benefit
level that we recommend, with the safeguard that retirees would, upon retire-
nient, never receive a smaller amount than would be provided under the benefit
formula in the present law frozen as of the effective date of the new decoupling
procedure.

We strongly support the Administration's proposal that the savings clause
or transitional provision apply only to retirement cases, and not to disability
or young survivor benefits. This will go a long way toward eliminating the
anomalous situation in present law whereby, In such cases, the benefits payable
exceed the net take-home pay of the insured worker. Consideration should also
be given to imposing a percentage-of-prior-earnings cap on the benefits of
disabled workers and their dependents. The Health Insurance Association of
America, which has great interest in this area, also holds these views.

We should also continue unchanged the present procedures for adjusting
automatically benefits for those on the rolls to reflect increases In the cost
of living. Accordingly, all beneficiaries would have not only the dollar amount
of their benefits safeguarded, but also the purchasing power of the benefits.

The specific benefit formula that we recommend in connection with the
decoupling bill of the Ford Administration last year was based on it becoming
first effective in 1978. We still would like to see such an effective date. Of
course, if the effective date were to be later, appropriate changes would be
necessary. Also, there were a number of essentially technical changes that we
would have liked to have seen in the Ford Administration bill, and it may
well be that, when the Carter Administration bill is available, we will have
some technical comments.

VIII. ADVANCING PLANNED INCREASE IN TAX RATE FROM 2011 TO 1985 AND 1990

This proposal would move ahead the 1 percent increase in the tax rate on
both employers and employees now scheduled for 2011, so that one-quarter
of it would occur in 1965, and the remainder would occur in 1990.

We believe that the only proper way to obtain additional financing for the
Social Security program-other than through reducing benefit costs where
these are now Irrationally high and overly liberal, or where they provide undue
windfalls-is through the clearly visible method of Increasing the tax rates.
In other words, we are opposed to Injecting a government subsidy or to increas-
ing the maximum taxable earnings base more than the automatic-adjustment
provisions will do. Accordingly, we support the general principle of this pro-
posed change of increasing the tax rates, although we would go further by
instituting increases at an earlier date than 1985--in fact, as early as 1978 or,
at the latest, 1979.

In summary, the American Council of Life Insurance believes that the
solution to the financing problems of the Social Security program can be
achieved by three types of changes:

(1) Decouple the computation of initial benefit amounts at a 10 percent
lower ultimate level (with appropriate phasing-in through a permanent savings
clause based on the present formula frozen) ;

(2) Provide any additional financing required through forthright, visible
increases In the tax rates (after changing the self-employed basis back to
1% times the employee rate, as it was initially) ;

(3) Eliminate certain benefit windfalls, as the Administration would do
for dependents' benefits.
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Next, let me set forth the cost effects of our proposals ovei both the short
range and the, long range. For the OASPI systenj combined, f6r the 5-year
period 1978-82, the additional income (including the additional interest 'earn
Ings of the trust fund) is' estimated at $66.3 billion, while the lessened outgo
is estimated at $10.5 billion. Thus, the net result is an increase' in the trust-
fund balances of-$76.8 billion over what would occur if preset law were
left unchanged. As a result, the trust-fund balance at the end of i982 would
be $62.0 billion, instead of in a deficit position of $14.8 billion. The breakdown
of these figures is shown In Table 1.
" Then, as to the medium-range financial situation-the next 25 yearis--our
proposals are estimated to result in an average excess of annual Income over
disbursements averaging 0.4 percent 6f taxable payroll. As a result, the system
would have adequate financial resources to meet anticipated disbursements
for this 25-year period hnd to build up the trust-fund balances. Table 2
presents the details of this situation.

Finally, as to the long-range financial situation, our proposals would result
in reducing the estimated average deficiency for the 75-year period beginning
1977 from 8.2 percent of taxable payroll to only 1.2 percent. Recognizing the
difficulties of forecasting precisely for such periods and the variations possible
as a result of, for example, birth rates and retirement rates, this is a reason-
ably satisfactory situation, aid the deficiency then is in more reasonably
manageable proportioxLS.

I wquld like now. to take the liberty of commenting on a bill now pending
before the House of Representatives--namely, H. R. 3363. This bill would
remedy a longstandlng inequity in the collection of duplicate taxes under the
Social Security program and under the Unemployment Insurance program for
certain concurrent employers of the same employee. Under such circumstances,
the employee is really in effect in only one job, and it seems only faIr that the
concurrent employers together should not pay on more than the maximum
taxable wage base. Such treatment has, for many years, been accorded to
successor corporations under section 3121(a) (1) of the International Revenue
Code and to state agencies or state-paid employees, of political subdivisions
under section 218(e) (2) of the Social Security Act. We strongly urge legisla-
tive enactment of the provisions contained in H. R. 3363.

In closing, I should like to reiterate the strong support of the American
Council of Life Insurance for our Nation's Social Security program.. We
believe that it should provide an adequate, viable, and sound floor of protection
in the economic security area of retirement, long-term disability, and death
of the breadwinner. The time-tested method of financing Social Security on a
self-supporting basis, without a government subsidy and with a maximum
taxable earnings base consistent with those prevailing in the last quarter
century, should be continued.

We urge that action should be taken this year to strengthen the fiscal
integrity of the Social Security system by rationalizing, the benefit structure
through decoupling the benefit computation for new claimants under the wage-
indexing approach. We also urge that other suitable action should be taken to
strengthen the financing of the system, especially in the short range, by an
immediate moderate increase in the. employer-employee tax rates. The restora-
tion of public confidence in the Social Security program requires no less.

TABLE I.-SOURCE OFADDITIONAL REVENUES PRODUCED BY AMERICAN COUNCIL OF LIFE INSURANCE PROPOSALS

(Amounts In billions)

Change in Increasing ,lcrusing

Chlng' employer; Reduced Additional Total Change In
trust funds, employment employee benefit Interest effect of trust funds

Year present law tax rate I tax rates outgo a Income proposal proposal

1978 ................... -$6.9 $0.1 $8.8 $0.1 $0.3 $9.3 $2.4
1979 ------------------ -7.9 .3 9.8 .4 1.1 11.6 3.7
1980 ................... - -9.1 .3 10.8 1.7 2.0 14.8 5.7
1981 ----------------- -11.5 .4 11.8 3.2 3.1 18.5 7.0
1982 --- _------------ -14.9 .4 12.8 5.1 4.3 22.6 7.7
1978-82 --------------- 50.3 1.5 54.0 10.5 10.8 76.8 26.5

I Effect of increasing self-employment tax rate to 13 times employee rate of 4.95 percent.
s Including effect of corresponding higher self-employment tax rate when employer end employee rates are increased

by 4 percent.
a Effect of decoupling and of new dependency test for auxiliary benefits.

4
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TABLE 2.-Effect of proposals of American Council of Life Insurance on longer run

[In percentage of taxable payroll)

Item
Effect on average 25-year deficit (1977-2001): Cost effect

Deficit under present law -------------------------------------- -2. 3
Effect of higher tax rates I .--------------------------------------+ 1.5
Effect of reduced benefit outgo I --------------------------------- +1.2

Resulting actuarial balance ---------------------------------- +. 4

Effect on average 75-year deficit (1977-2051):
Deficit under present law -------------------------------------- -8. 2
Effect of higher tax rates I --------------------------------------- +1.5
Effect of reduced benefit outgo I --------------------------------- -- 5. 5

Resulting actuarial balance -------------------------------- 1.2
1 Effect of increasing self-employment tax rate to 1 I times employee rate and of Increasing employer and

em jo ee rates by Wrpercent each in 1978 and n-percent each In 1985.
IEffect of decoupling and of new dependency test for auxiliary benefits.

RIECOMMENDrD MINOR POLICY CHANGES AND LEGISLATIvE DRAFTING POINTS WITH
REGARD TO S. 1902

(By Robert J. Myers, Social Security Adviser, American Council of Life

Insurance)

1. INDEXING YEAR RELATED TO INITIAL YEAR OF BENEFITS

Under the bill, wages are indexed to the second year before death, disability,
entitlement to old-age benefits, or attainment of age 72 (whichever first
occnrs)-see page 21, lines 20 and after. The use of "the second preceding
year" was believed necessary because of the change from quarterly to annual
reporting of wages. This results in lower Average Indexed Monthly Earnings
(AIME) than if the Indexing were, preferably, done to the immediately
preceding year. This is compensated for in the bill by higher benefit factors
in the Primary Insurance Amount (PIA) formula (which are apparently
based on the arbitrary assumption that wages will always increase at an
annual rate of about 6 percent) than would otherwise be necessary.

Alternatively, indexing could preferably be done up to "the preceding year"
if the aggregate average wage for the second preceding year were increased by,
say, the average percentage increase in wages in the three preceding years for
which data were available, so as to ylld a reasonable estimate for such
"preceding year". If this Is done, the percentage benefit factors would be 6
percent lower relatively, but this would be approximately counterbalanced by
the AIME being larger.

2. ;INDEXING YFAR FOR RETIREMENT CASES

Under the bill (page 21, lines 21-24), the use of "year of entitlement" to
determine' the indexing year for retirement cases differs significantly from
the use of "the year of attainment of age 62 or, if, later, the year of the effec-
tive date". as I would propose. In my opinion, the approach in the bill is a
serious error.

In the past, under the Social Security program, changes were made from a
"year of entitlement" basis to a straight "year of attainment" basis so as to
avoid the difficult problems of choosing when to file and become entitled. As
the bill now stands, quite different treatment can result for two persons with
identical characteristics if one makes a mistake and files his claim too soon
(e.g., in December instead of January).

In summary then, the "year of entitlement" basis, as against the year of
attainment basis, is inequitable to beneficiaries as between those who are
well-informed and cognizant of the intricacies of the law and others (who may
well make serious mistakes) and is difficult of administration (because the
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SSA offices cannot give proper advice to prospective claimants). Accordingly,
benefits for retirement cases should be based on the year of attaining age 62
or, if later, 1979 (i.e., the indexing year should be the year of attaining 61
or, if later, 1978).

3. PAST DATA TO BE USED FOR INDEXING THE EARNINGS RECORD

The bill does not make it clear what annual wage data for past years will
be used for indexing purposes (page 22, lines 3-6). It is stated that such data.
are to be used on total wages in all employment, and not merely on taxable
wages in covered employment. However, such data do not exist, except on an
estimated basis (which estimates may or may not be very accurate). The bill
should make it clear as to what past data will be used and where they will
be obtained.

4. BOUNDING OF EARNINGS BANDS IN PRIMARY BENEFIT FORMULA

The benefit formula in the bill is adjusted from year to year by changing
the dollar amounts of the earnings bands in accordance with changes in
annual wages of all employees in the country (whether or not covered). Tile
results are rounded to the nearest $5. See page 13 for these provisions.

Rounding should, instead, be to the nearest $1. Otherwise, there are too
sharp breaks in the results from the formula from one year to the next, which
is particularly important if individuals can manipulate which year's formula
is applicable to them-as is possible under the bill.

5. ROUNDING OFE EAR INGS BAND IN MAXIMUM FAMILY BENEFIT FORMULA

As in the case of the formula for prifhary benefits, when the formula for
Maximum Family Benefits under the bill is changed from year to year, the
earnings bands are rounded to the nearest $5 (page 33, lines 3 and after).
This creates problems of equity. This occurs because the PIA increases with
the CPI, and the MFB increases due to changes in wages affecting the dollar
bands in the MFB formula, so that a "coupling problem" occurs. The solution
is to make future changes in the initially determined MFB (or the MFB
resulting from a recomputation of the PIA) in accordance with CPI changes.

I. INITIAL LEVEL OF MINIMUM PIA

The bill is technically deficient (page 14, lines 13), because it assumes that
the present minimum PIA of $114.30 will be increased to $120.60 for June 1978,
a 5.5 percent rise (as estimated in the 1977 Trustees Report). This may or
may not eventuate. The solution to this technical deficiency is to refer to
"the minimum amount that will be applicable for June 1977", rather than to
cite a specific figure, which at this time can only be an estimate.

7. AMOUNTS OF MAXIMUM FAMILY BENEFITS

The bill would (except as noted later) closely duplicate the results and
relationships under present law for 1979 cases, if the 1978 benefit increase is
5.5 percent (see page 32, lines 5 and after). The bill appears to be technically
in error at the upper portion of the earnings range. The result is that, for
PIAs of $345 or more in 1979, the MFB is lower than under present-law
procedures in all cases, if the 1977 benefit increase is 5.5 percent. This could,
and should, be avoided by having the 275 percent factor apply to a band of
$110 of PIA (instead of $95), and then the 130 percent factor apply to a
baxd of $100 of PIA (instead of $115), and finally the 175 percent factor apply
to the PIA in excess of $455 (as in the bill).

S. BENEFIT COMPUTATIONS UNDER PRESENT-LAW METHOD

Under the bill, the present-law method (frozen at the December 1978 basis)
would only be applicable for initial retirement benefit computations, and then
only for individuals who are first eligible for benefits before 1984 (page 18),
line 21 and after). This procedure seems inequitable with respect to the first
recomputation, when it is based on earnings in the year of retirement. For
example, a person retiring in December 1979 might be well advised to wait
until January 1980 to file and become entitled, because then he could use the
present-law method applied to earnings up through 1979. On the other hand,
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for filing in December -1979, the earnings in 1979 could not be considered under
this method. Accordingly, it would seem more equitable to permit the use of both
benefit computation methods for 01 recomputations, or at least for a recom-
putation involving earnings in the year of retirement.Also, the old-start method of computing benefits (going back to 1937) is
changed from the present simplified method to a much more complex one
based on differences by when age 21 was attained and how many increment
years ate to be credited (page 24, lines 4 and after). There seems to be no
good reason why this change is made, and it may make for differences in
treatment as between persons becoming entitled before and after enactment.
It Is also not clear why this possibility is limited only to persons attaining
age 21 in 1937-50 (i.e., age 62 in 1978-91); this seems inequitable and in-
consistent.

The bill would provide considerably different treatment as to computation of
retirement benefit amounts for persons eligible before 1979 (i.e., generally who
had attained age 62 before 1979) than for those who become eligible after 1978-
(page 19, lines 16 and after). The latter can use the new indexed method and,
if eligible before 1984, the frozen present new-start formula (or, strangely
enough, the old-start method regardless of when eligible, even if after 1983).
Those- eligible before 1979 can never use the new indexed method, but rather
use the present new-start formula not frozen, but rather going on in the present
coupled basis for all future years (it is not clear how, if at all, the old-start
formula is used for this category). The result is certainly an undue discrimina-
tion between the two generation groups--it is not clear which way the dis-
crimination goes or who it favors. There should be identical treatment for these
two categories, so that both can use both the old formula frozen and the new
indexed method.

9. PIA B N' FORMULA

If one accepts the underlying philosophy of the bill that the replacement
levels should be stabilized over time at the level that would arise under present
law in 1979, the benefit formula (page 12, lines 20 and following) is wrong be-
cause it undesirably (from a social-benefits standpoint) results in replacement
rates for the highest earners that rise over time. The formula applicable in
1979 should be changed so that the second breaking point (page 13, line 12) is
changed from $1,075 to $985 and so that the percentage applicable to the highest
band of earnings (page 13, line 4) is 10 percent, rather than 16 percent (note
that the 16 percent figure is not based on any actual current-experience data).
Thus, the 1979 formula would be 94 percent of the first $180 of AIME, plus 34
percent of the next $805 of AIME, plus 10 percent of the AIME in excess of
$985. This, in conjunction with the savings clause, would stabilize replacement
rates for the highest-earnings persons, instead of allowing them to rise. Such
a change would have a favorable effect on the long-range financing problems,
because It would result in lower costs.

I should point out that my recommended formula for 1979 is 82 percent of
the first $190 of AIME, plus 30 percent of the next $760 of AIME, plus 10 per-
cent of AIME in excess of $950. This will produce stable replacement ratios over
time (after being gradually phased into) at about a 10 percent lower level than
presently deevloping ratios emerging under present law and at all earnkigs
levels.

10. DRAFT=G ERROR8

(a) Page 3, lines 12-15. This language gives erroneous mathematical results,
because "one-term" means "rounded to nearest whole percent" and because the
divisor should not be 1,000 if base pereentag eis "'6". It should read "(B) 3 times
the excess of (1) the average rate of unemployment expressed as a number of
percentage points reduced to the nearest 0.1 percent over (ii) 0.0, divided by
100".

(b) Page 4, lines 8-10. The dates of appropriation of the "payment for high
unemployment" are too Imprecise by being open-ended (e.g., "no later than
June 30, 1979" could be as early as the day after enactment!).

(c) Page 6, line 5. The reference to "Paragraphs (1) and (2)" should be to
"Paragraphs (1) through (6)". The same comment applies to line 9 on page 7.

(d) Page 6, lines 22-23. The reference to "Paragraphs (2) through (4)"
should be changed (also in line 25 on page 7 and continuing to page 8).

(e) Page 12, line 7. A comma should be inserted after "OLD-AGE1".
(f) Page 14, line 14. "subparagraph" should be "subsection".
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(g) Page 81. line 3. "(I)" should be deleted.
(h) Page 17, line 14. "that" should be "such a".
(i) Page 19, lines 4 and 5. These should be a new sentence in Paragraph (4),

and thus flush with the left margin and should read "In making the comparison
required by subparagraph (A)-". Also then, in lne15 on page 18, delete "(1)".(I ) Page 23, line 5. Unlike present law, the year of death will not be able
to he used as a benefit computation year if it is a year of. high earnings unless
"or died" is changed.

(k) Page 24. In line 19, "credit" should be "credited". The language in lines
17-18, beginning with "and the remainder" does not give the intended mathe-
nmatical result; it should read "and the excess of the individual's total wages
prior to 1951 over the total so deemed for the years in the divisor".

(1) Page 25, lines 1-2. The words "as provided by clause (I)" lead to an
incorrect result (by assigning such deemed wages for a fractional incremwnt
of $3,000 to the year immediately preceding the earliest year used in the divisor.
Instead, these lines should read "less than $3,000 credited to the year prior to
the earliest year to which a full $3,000 increment was credited; and". Also,
mention should be made that no wages should, under any circumstances, be
credited for years beforel1937.

(m) Pages 31, line 25. The firifl comma should be deleted.
Senator' NELSON. Our final witness this morning is Mr. Jack E.

Bobo, president-elect of the National Association of Life Under-
writers and chairman of the NALU Federal Legislation and Law
Committee.

If you would identify your associate for the reporter, you may
proceed.

STATEMENT OF JACK E. BOBO, PRESIDENT-ELECT OF THE NATIONAL
ASSOCIATION OF LIFE UNDERWRITERS AND CHAIRMAN OF NALU
FEDERAL LEGISLATION AND LAW COMMITTEE, ACCOMPANIED-
BY MICHAEL KERLEY, COUNSEL FOR SOCIAL SECURITY MATTERS

Mr. BoBo. Thank you, Mr. Chairman.
My name is Jack Bobo. I am a full-time life underwriter working

in Phoenix, Ariz. I appear here as president-elect of the National
Association of Life Underwriters, and I would like to speak on its
behalf.

I am accompanied today by one of the members of our Washington
staff, Mr. Michael Kerley, 'who is our counsel for social security
matters.

I would like to summarize the sense of our statement, which has
been filed for the record, but first I would like to distinguish between
our organization and the company organization which has just testi-
fied.

We represent the agents. general agents and managers in the
country who market and sell life insurance products in all the cities
and towns in the United States. In that capacity, we do not speak
for the company interests.

I believe that it would be helpful for the committee, Mr. Chairman,
if I could just take a moment to preface our statement with respect
to the perspective with which we view the problems of social security
in order that you could properly understand the context of which
we speak.

The National Association of Life Underwriters and its members
represent the largest single group of. people who regularly talk to the
public about social security benefits with the possible exception of
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the employees of the Social Security Administration. We do this on
a one-to-one basis.

There is one important distinction between the people who our
members talk to, however, and those with whom the Social Security
Administration talks. In a sense, we are talking to the future bene-
ficiaries, the current taxpayers, where they are primarily dealing
with the current beneficiaries.

We speak to the public about social security benefits at a time
when we are programming their survivors' benefits-coordinating
retirement plans they've started on their own initiative and also those
that might be provided by the employer.

We believe that over the years, the members of our association have
contributed greatly to public understanding of the social Security
system, and have been largely responsible for the tolerance to the
high level of taxation that has been necessitated by the payments of
benefits.

With respect to our current position, it closely parallels our his-
torical position in the sense that we have always felt that the system
should be financed on a pay-as-you go basis through the payroll tax,
and we currently, today, feel that that would be the best solution to
the short-range financing problems.

So we would advocate an increase in the payroll tax to be equally
shared by the employee and the employer. In making this recom-
mendation, we are mindful of the opposition that has been put forth
to this proposal. We would still contend that this is the only visible
mechanism by which the public can identify what they are paying
with the potential benefits that they are likely to derive. And, we
feel that this is very necessary, the visibility, for several very im-
portant reasons, not the least of which is to help to curb the public's
appetite for benefits and thereby ease the pressure on Congress for
unreasonable demands to expand the system.

We also feel that, at this particular time, this visibility is needed
very badly. We have an environment, today, where best-selling books
refer to social security as a "felony fund" and certain economists
draw an analogy between the social security system and a chain
letter system.

We think whatever solution comes forth at this time has to be
highly visible and very credible. We have not, of course, participated
in these extravagances and have attempted to disseminate informa-
tion of a more positive nature, but we are particularly sensitive to one
criticism of the payroll tax increase, and that is that the tax, taken
by itself, could be construed as being regressive. We have, of course,
always held that the system, when viewed as a whole, perhaps is not
regressive, but increasingly, as the wage base has increased, and
the taxes have increased, this is a concern about which we have to
be a little more responsive.

So for that reason, on page 6 of our testimony, we would like to
propose for consideration of Congress, a graded'tax increase on the
employees contribution rather than the level increase that has been
proposed by most other persons.

In this proposal, we would envision that there would be no tax
increase on the low wage earner, say, the first $4,000 of income, and
then the balance of the increase would be graded within the tax base
up to the wage base maximum. --



348

If this proposal were adopted, the very low wage earner would
actually receive no increase in taxes at this time, anit the maximum
at the upper level would be 0.55 percent for the employee at the very
top of the wage scale. In dollars and cents, this would entail an in-
crease of zero for the low wage earner and a maximum of only $91
at the top of the scale.

Senator NELSON. I am looking at this 0.42 of 1 percent as a maxi-
mum-what is the maximum increase?

Mr. BOBO. The average percentage tax rate would rise from 5.5 to
6.4 percent for the top wage earner, which would amount to a pay-
isient of $1,056 instead of the $965 which he is currently paying, so
that the total maximum increase would be $91 at the very highest
point in the wage base.

Senator NELSON. Have you computed what that would raise?
Mr. BOBO. Yes, sir.
Our studies would indicate if the employer's portion of the tax

were raised proportionately on a level basis, because the regressive
argument does not apply there, the total amount of the wage would
be 1 percent and would be an amount which we feel would be neces-
sary to take care of the current problems of the financing.

n other words, what we are recommending is a total increase of
1 percent, but rather than make it level with the employee, it would
be graded to deal with the argument that the tax itself is regressive.

senator NELsoN. Did you compute what it would be when it- is
applied against $21,000?

Mr. BOBO. We did not take it beyond the current level. We would
be delighted to provide that to the committee, if you so desire.

[The following was subsequently supplied for the record:]

EMPLOYEE TAX AND AVERAGE PERCENTAGE RATE TAX FOR 1978 UNDER NALU GRADUATED TAX PROPOSAL
ASSUMING $21,000 MAXIMUM TAXABLE EARNINGS BASE AND AN INCREASE IN OASDI TAX RATE SUFFICIENT
TO PROVIDE TOTAL ADDITIONAL FINANCING EQUIVALENT TO 1 PERCENT OF TAXABLE PAYROLL I

Average percent-
Annual wage Employee tax age tax rate

$1,0 ................... - -.---------------------- $60.50 6.05$2,000 ...................--.............................................. . 121.00 6.05
$3,000 ...................-------.- -..--- - ............. 1.50 6.05$400 ..... ............. .................................. 24.0 6. 05$4,00----------------------------------242.00 6. 05
$5,000 ..................- 3..............................................3. 50 6.05
$6,000 ................... "3........................................368. 70 6.14
$7,000 -------------------------------------------------------- 434.90 6.21
$8,000 .................. I- -............................................... 501. 10 6.26
$9,000 ...................................................... 567.30 6.30
$10,000 .....................................................-.............. 633.50 6. 34
$11 000 ......................................................... 699.70 6.36
$12,000------------------------------------------------------------- 765.90 6.38
$13,000 ................................ .....-.......................... 8 .910 6.40
S14,000 .............................................................. 898. 30 6.42
$15,000-------------------------------------------------------- 964.50 6.43

1.028.80 6.43
$17.000- ..........---------------------....................................... ,093. 10 6.43
$18,000 ....................................................... 157.40 6.43 -
$19.000 .................................................................... -1,221.70 6.43

20,000 .. 1............................. .................... 1,286.00 6. 43
$21,000 ............................. ........ ........ -................... 1, 350.30 6.43

I An increase in the base from the $17,700 that would result under present law to $21,000 would provide equivalent
effective long-range savings averaging 0.3 percent of taxable payroll, Therefore, the necessary increase In the OASDI
combined employer-employee tax rate would be 0.7 percent if the employer and employee contribute as under present
law. The equivalent of t his 0.7 percent under the NALU proposal would require an Increase In the employer rate presently
scheduled for 1978; namely, 6.05 percent (4.95 percent for OASDI and 1.1 percent for HI), amounting to 0.38 percent
(i.e., 55 percent of 0.7 percent) producing a rate of 6.43 percent. The tax schedule for the employee corresponding to
this would be: 6.05 percent on the Ist $5,000; 6.62 percent on $5,000 to $15,000 (i.e., 6.05 mnt. plus 82% percent of
0.7 percent); and 6.43 percent on $15,000 to $21,000 (i.e., 6.05"percent plus 55 percent of 0.7 percent). For exp nation
of the procedure Involved In dtermining the tax rates under the NALU proposal, see my memorandum of July 15,1977,
entitled "Proposal To Have Graduated OASDI Tax Rats To Provide Additional Financing."



349

PROPOSAL TO HAVE GRADUATED OAODI TAX RATE To PROVIDE ADDITIONAL
FINANcINo

(By Robert J. Myers)

This memorandum supplements my memorandum of May 5 on the above
subject in order to describe how the proposal would operate when the taxable
earnings base is increased from the present $16,500 (on which basis the pro-
posal was developed) or when a further increase in the tax rate is made in the
future.

The previous memorandum Indicated that, if It were desired to obtain a total
employer-employee average rate which is 1 percent of payroll higher, the tax
rate schedule for the employee (on a retrospective or refund basis) would, for
1977 for OASDI and HI combined, be 5.85 percent on the first $4,000, 6.675 per-
cent on $4,000 to $12,000, and 6.40 percent on $12,000 to $16,500. The employer
rate (as well as the initial withholding for the employee) would be a uniform
6.40 percent.

Various possible alternatives exist as to how to make changes in the tax
schedule for future years. In my view, the best and simplest method as to when
the earnings base increases before there is another change in the OASDI tax
rate from that under the proposal is as follows:

(1) Establish the first band at 25 percent of the maximum taxable earnings
base, rounded to the nearest $1,000 (i.e., the $4,000 upper limit would be re-
tained until the base reaches $18,000).

(2) Determine the upper limit of the second band (which is, of course, also
the lower limit of the highest band) at three times the upper limit of the first
band.

When there is an increase in the OASDI rate in the future, the procedure
for 1981), such increase would merely be added uniformly to the rates for all
three bands. Thus, for 1978, the proposed rate schedule would be: 6.05 percent
on the first $4,000; 6.875 percent on $4,000 to $12,000; and 6.60 percent on
$12,000 to $17,700 (as against a uniform 6.05 percent on $17,700 under present
law).

When there is an increase in theOASDI rate in the future, the procedure
would be as follows for the employee net rate:

(1) The rate for the lowest band of wages would e retained at 5.85 percent.
(2) The rate for the middle band of wages would be increased by 82 per-

cent of the increase that is desired in the total employer-employee average rate.
(3) The rate for the highest band of wages would be increased by 55 percent

of the increase that is desired in the total employer-employee average rate.
As an example of how the foregoing suggested procedures would operate, let

us consider 1985 (when the earnings base under present law is estimated to be
$27,900). The earnings bands in the tax schedule for employees will be: under
$7,000 (i.e., 25 percent of $27,900) ; $7,000 to $21,000 (i.e., 3 times $7,000) ; and
$21,000 to $27,900. Let us assume that the OASDI total employer-employee
average rate was increased by 1 percent in 1978 (as described in the second
paragraph of this memorandum) and that another such rate increase of 0.6
percent is desired for 1985. Let us also assume that the employee HI rate (as
well as the employer HI rate) increased by 0.2 percent in 1978 and by 0.25 per-
cent in 1981 (as scheduled in present law). Then, the employee net rate would
be as follows:

(1) The rate for the lowest band of wages would be 6.30 percent (5.85 per-
cent, plus 0.2 percent, plus 0.25 percent).

(2) The rate for the middleband of wages would be 7.62 percent (6.675 per-
cent, plus 0.2 percent, plus 0.25 percent, plus 821 percent of 0.6 percent).

(3) The rate for the highest band of wages would be 7.18 percent (6.40 per-
cent, plus 0.2 percent," plus 0.25 percent, plus 55 percent of 0.6 percent).

It should be kept in mind that the average net employee rate will gradually
increase as wages rise for individual cases until levelling off for the highest
band (at the rate applicable to that band). This is as shown in the table at the
bottom of page 6 of the NALU testimony before the Senate Finance Committee
on July 15.

As to the tax rate basis for the self-employed, it will merely be 1% times
whatever the tax is for employees.
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Finally, I should address the question as to what would be done for 1978
(or 1979, If action is first taken then) if it is not desired to have an increase
of 1 percent in the total employer-employee average rate. (possibly because-
undesirably in my view-the taxable earnings base is increased more than the
automatics will do). Under such circumstances, the general procedure described
in the fourth preceding paragraph would be followed. For example, if only an
Increase of 0.5 percent hi the total employer-employee average rate in 1978 Is
desired, the employee net rate would be as follows: 6.05 percent on the first
$4,000; 6.4625 percent on $4,000 to $12,000; and 6.825 percent on $12,000 to
$17,700. Note that the complex fractional rates would not cause difficulties for
Individuals because tax tables, rather than tax rate formulas, would be used for
the Income tax returns on which credits would be claimed.

Mr. BoBo. At any rate, the point that we would like to make. I
believe, is that all of the alternate proposals that we are familiar
with,-such as the raise in the wage base, deriving funds from the
general fund, or the development of the separate tax on consump-
tion, like a value-added tax, all of these are nothing more than
mechanisms to either directly or indirectly shift the cost of the addi-
tional financing from the low wage earner to the high wage earner.

We believe that the graded increase in the payroll tax accomplishes
exactly the same thing, except that it is simpler and more forthright.
It is visible, and we believe that it would be less expensive to admin-
ister than creating a new and separate tax structure.

So we would like to offer this as a consideration to the committee
in dealing with the short range problem.

With respect to the wage base, much has already been stated
about that today, and I would simply reiterate much of what has
already been said. We would oppose raising the wage base as a
potential solution because it is nothing more than a temporary
expedience, producing cash today, but problems down th road,
which we feel would outweigh the advantages to be gained today-
not to discount also the fact that this could have a highly disruptive
effect, particular -ly if it were raised significantly, on private pension
plans, private savings, and would further discourage private initia-
tive.

We have always opposed the concept of using general funds both
on a limited basis and on a more expanded basis because it would be
a departure from the traditional method for financing social secu-
rity. It would tend to associate in the public mind all the other
bud getary problems of the country, and we feel that this would
accelerate the attacks by critics of the system.

It has often been he'ld that the payroll tax is unfair because low
wage earners pay more social security tax than they do income tax.
But what is often overlooked is that this is also true of a good many
high wage earners. too. They do not pay any Federal income tax
either. The idea of financing their benefits from general funds is
specious.

So we think that the payroll tax is a much more equitable way of
being absolutely certain that everybody pays their fair share. This
would be particularly true if this concept were extended to the em-
ployer's side of the contribution. because there are a good many
employers who, not because of lack of money but because of our tax
laws, do not pay Federal income tax. Again, we would support the
use of payroll taxes out of a sense of equity.
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Moreover, we feel the general fund would be subject to all kinds
of budgetary pressure, many of which we could not even conceive
at this point. It is an annual decision, and retirement, in particular,
requires a lifetime of planning. To subject a person's potential retire-
ment benefits to an annual decision would certainly create anxiety
and uncertainty among the public.

With respect to long-range problems, we are in general agreement
with most of what has been said this morning. We would favor a
decoupling plan that was indexed to wages rather than to prices.
We believe that the wages offer a much more stable basis on which to
index future benefits, and again, stability is an absolute must in
terms of planning for retirement, which is something a person has
to do over their entire working life.

Moreover, the indexing plan we support in our statement would
reduce replacement ratios more closely parallel to the existing ratios,
although the result would be somewhat higher than that produced
by prices.

With respect to miscellaneous matters, very quickly, we support
the idea of returning the self-employed tax to 11/2 times the employee
tax. We would oppose also the shift of hospital insurance trust funds
into the OASDI for reasons that have already been mentioned by
others. But we do believe that the changes in the dependency test for
beneficiaries is a constructive step, and we wholeheartedly support
that.

I would say, just in closing, Mr. Chairman, that in our experience
with personal and corporate planning the most important question
about future income is, will it be there? The second most important
part is, how much? Our observation of those companies and indi-
viduals that have experienced problems in retirement over the years,
is generally because those two priorities are reversed, when "how
much" is put in place of "will it bethere."

It is our firm conviction that any failure to meet this problem
head on by an identifiable tax on the payroll is sacrificing the first
priority. And so we would again urge that that be addressed in a
most forthright way.

Congress, certainly, in the passage of the Pension Reform Act
several years ago did so with the hope and expectancy of bringing
integrity and stability to the private pension sector, at considerable
expense, in many instances, to the private sector. We believe the most
important public system certainly deserves the same kind of con-
sideration.

The membership of NALU represents, we feel, the largest positive
force for disseminating information to the public about their social
security system. And we would like to continue to be able to do that
and continue to perform that function with confidence.

It is in that spirit that we offer testimony here today, and we do
appreciate the opportunity to do so.

Senator NrLsON. Thank you very much for taking the time to come
and present your testimony this morning. The committee appreciates
it very much.

[The prepared statement of Mr. Bobo follows. Oral testimony con-
tinues on p. 358.]



352

STATEMENT OF THE NATIONAL ASSOCiATION OF Lin UqDzWRrTZR8

(By Jack IM. Bobo, CLU)

INTRODUCION

Mr. Chairman and members of the Committee, my name is Jack E. Bobo. I
am a practicing life underwriter in Phoenix, Arizona, but appear today in my
capacity as President-Elect of The National Association of Life Underwriters
(NALU) and Chairman of its Committee on Federal Law and Legislation.

fThese hearings have been called to receive testimony on one of the critical
issues of our time-the present and future financial condition of the Old-Age,
Survivors and Disability Insurance (OASDI) system. NALU thanks the Com-
mittee for the opportunity to present its views.

NALU is a Washington based trade association representing approximately
130,000 life and health insurance field sales representatives who do business In
virtually every community in the United States. Since the inception of the
Social Security program, life underwriters have been a primary source of infor-
mation for the public on what Social Security means to individuals and families
in terms of their financial security.

An analysis of an Individual's need for life insurance frequently and logically
builds upon the foundation established by Social Security. Through an analyti-
cal process designed to establish an Individual's financial security needs, a life
underwriter explains the very Important role that Social Security plays in the
lives of almost every American. And, the people to whom life underwriters talk
are not usually the individuals who are receiving benefits, but are the persons
paying the taxes to finance those benefits. The present generation of workers-
the payors, if you will-must thoroughly understand Social Security and sup-
port it or its future will be in jeopardy. Life Underwriters have been in the
past and are presently a primary source for building this understanding and
support.

As an Association, NALU has consistently supported a sound Social Security
program based upon the concept that Social Security should provide a basic
floor of protection for covered individuals. The basic floor of protection concept,
as we view it, means that Social Security should make sure the basic necessities
of life will be within the financial reach of average individuals and families
covered under the program, leaving to those Individuals and families the oppor-
tunity, the incentive, and the means to add additional security by their own
initiative. NALU has thus always warned against proposals to expand the pro-
gram beyond this basic floor of protection concept.

It seems clear that a program which provides significantly more than a basic
floor of protection would require concomitant funding and thereby run the risk
of becoming ever more financially onerous to the segment of the population
which is charged with the responsibility of paying for it. NALU believes that
the recent rash of magazine and newspaper articles dealing with the future of
Social Security foretells a growing awareness on the part of taxpayers as to the
alarming portion of their current income that goes to finance Social Security
benefits. The taxpayers are concerned, and, unless the present law is changed,
Social Security will require even larger proportionate amounts of worker's in-
come in the future. As NALU has said many times before, Social Security is
not a "magical machine" into which one can constantly put $1 in taxes and
expect to get $10 in benefits out the other end.

We believe that now is the time to bring the system back to financial stability.
While this step may be difficult, it must be taken. Too much time has already
been wasted in the vain hope that the problem will rectify itself. The fact is
that the trust funds from which retirement, survivor, and disability befiefits
are paid are running out of money. We have already delayed to the point where
there is some question whether corrective measures can take meaningful effect
before the Disability Insurance Trust Fund is depleted. Congress should act
before the end of this Session.

The nature of the short term financial problems besetting Social Security
and the prospects of even more severe problems in the future have been ably
explored and documented by the various experts who have already appeared
before this Committee. It is really not necessary to go over this ground again
and so we will not attempt to do so here. In the balance of this statement,
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therefore, NALJ will present its ideas on how these short and long term prob-
lems might be solved without tearing apart the fabric of the Social Security
program--or bankrupting the Nation."In presenting NALU's point of view, we will also comment on some of the
other proposals put forward to shore up the system, most notably the package
assembled by the Administration.

TAX RATE INCREASE

Taken on balance, the Carter Administration Social Security proposal is a
comprehensive approach to dealing with serious and vexing problems. The
plan's overall goal cannot be faulted nor its intentionA questioned. NALU does
question, though, the lack of inclusion in this package of the one element which
is guaranteed to contribute toward solving the immediate problems without
creating new ones down the road. This element is an increase in the tax rate.

Historically, the Social Security tax has been the revenue raising mechanism
for the Social Security system. Contrary to popular belief, that function has
not been fulfilled by the tax base, It being reserved to determine the size of
benefits as a percentage of wages. Unfortunately, some proposals have been put
forward which confuse the purpose of the v age base, using it as a revenue
raising tool. Such proposals we believe are Ill advised.

The point most often raised against a tax rate increase is that the Social
Security tax Is regressive, and an Increase in it will only make it more so. It
is quite true that the FICA tax is regressive, in that lower paid workers pay a
proportionately larger share of their overall earnings for this purpose than the
highest paid workers. But this argument completely overlooks the offsetting
side of the equation, that is, that benefits are highly progressive, so much so
that in the overall picture lower paid workers receive by far the better deal
than higher paid workers. They stand to receive much more in benefits thau
they paid for them.

Another aspect of the regressivity argument is that many workers pay more
in Social Security taxes than they do in federal Income taxes. What usually
the reason foe this is that many workers pay higher Social Security taxes than
they do income taxes because deductions, exemptions, etc. reduce their federal
income tax bite. And, it is true for another reason which is not often stated:
many workers, even highly paid workers, pay no income tax at all.
• The point here Is that the best way to guarantee that everyone who will

eventually receive benefits pays toward the financing of those benefits is to
raise the revenues through a payroll tax. Any non-payroll source, such as gen-
eral revenues, increases the risk that some individuals who will later receive
benefits will not pay their fair share into the system. All things considered.
NALU recommends that the payroll tax remain as the essential financing tool
of Social Security, and that a tax rate increase be instituted.

NALU recommends an increase of 0.5 percent each In the FICA tax rate
levied on employers and employees to become effective in January 1978. Actu.
arial data available to NALU Indicates that this is the size of a rate Increase
which is needed to stop the net outflow of funds from the OASDI Trust funds.
Our figures indicate that the recommendations of the Ford Administration last
year were too low, at that time to accomplish the desired effect, and unfortu.
nately those recommendations at this late date are even less able of doing the
Job.

A rate increase has an advantage in addition to being the most effective
means of raising revenue. The payroll tax is accurately perceived by workers
for what it Is, the money they pay to guarantee their own benefits when the
time comes. In this respect it is the most visible financing tool available, and
as such helps put a brake on undue expansion of the Social Security system.
The public needs to have a clear understanding of the cost of benefits If it is
to make sound Judgments about the proper role for Social Security. The payroll
tax makes an appreciation of the cost of the program difficult to avoid.

GRADUATED SOCIAL SECURITY TAX

The regressive nature of the Social Security tax cannot be ignored, however.
Since the members of NALU talk primarily with the Social Security taxpayers
rather than Social Security beneficiaries, we can assure the Subcommittee that
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concern about the size of present Social Security taxes is widespread. Tax-
payers want their tax burden reduced, but not just their Social Security tax.
Taxes of all kinds meet with growing negative sentiment. In the case of Social
Security taxes, though, there is at least the expectations of a return some day,
distant though it may be. Therefore, we bellevA that most workers will tolerate
more in the way of Social Security tax increases than other taxes on which
no direct return is perceived.

As an alternative to a straight across the board increase in the Social Secu-
rity tax rate, the Committee may wish to consider instituting a progressively
graduated tax rate increase which would be applied to the earnings of em-
ployees within the wage base. The basic premise of this proposal would be to
tax lower paid workers at the current level, and gradually increase the rate
applied to middle and higher paid workers.

The possible choices for a progressive tax are probably unlimited although
the schedule chosen must add up to an average Increase of 0.5% on employers
and employees in order to achieve the financing required to bring the Trust
funds back into balance. NALU suggests the following schedule to achieve that
result:

EMPLOYEE SOCIAL SECURITY TAXES UNDER GRADUATED PROPOSAL AS IT WOULD HAVE APPLIED IN 1977

Average
Employ" percentAnnual wageP ta tax ali

$1,000 ..................................................................... 58. 50 5.85
$2,000 .................................................................... 117.00 5.85

o01 .................................................................... 175.50 5.85
$3c..................................................................... 3 007 6.85

E 0 ..................................................................... 36i.50 6.13
7,000........... ...... ........ ............................... 434.2 620

000 .................................................................... 501.00 6,26Ws,... ... .. 567.75 6.31
634.50 6.35

I 1,.0................ ................................... 701.25 6.38
12,000 .................................................................... 76 00 6.40
13,000 .................................................. 832.00 6.40

114,000 .................................................................... 896.00 6.40
W 9,000........................................ 960.00 6.40

$16,000.. 1 024.00 6.40
$16,500 ....................................................... ........... 1,056.00 6.40

The result of this proposal would be to produce the same total tax income
from employers and employees as a uniform increase of 0.5 percent each. Em-
ployees would pay 5.85 percent on the first $4,000, 6.075 percent on the next
$8,000, and 6.40 percent on $12,000 and over. Those earning under $4,000 would
pay the same rate as now, those earning over $12,000 would pay an increased
rate of 0.55 percent, and those earning between $4,000 and $12,000 would pay
an average increased rate of less than 0.55 percent. The employer tax rate
under this proposal would be a uniform 6.40 percent.

In all likelihood the only way that this proposal could be administered would
be on a retrospective or refund basis. The tax rate would have-to be increased
for payroll deduction purposes for employees, by the determined uniform ulti-
mate amount (0.55 percent for the schedule discussed above). Then, those who,
after the taxable year has ended, had earned less than $12,000 would be entitled
to a refund of the excess OASDI tax paid, just as is now the case for those
who, due to employment with more than one employer, have paid Social Secu-
rity taxes on more than the maximum taxable earnings base.

One advantage of this proposal is that it would answer critics of the tax-rate
increase method who express concern about the effect such increases will have
on lower paid persons, and also decry a lack of progressivIty in OASDI taxes.
An obvious disadvantage of a progressive system is greater complexity.

ADJUSTMENTS IN WAGE BASE

In recommending either across the board tax rate increases or a Substitute
progressive tax rate schedule, we reject expansion of the wage base as a short
or long term solution to Social Security's financing deficits. NALU's objection.
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to financing benefits via the wage base rests on the precept that the tax base
was never intended to be the revenue raising mechanism for the system; neither
is it a very efficient means of doing so. Rather, the wage base was intended to
delimit the extent of benefits to those workers within the system. And, over
the years, the equalization of the wage base between employers and employees
was intended to underscore the principle that employers and employees are
both responsible to the same extent for the financing of the system.

As the system evolved during its formative years, it also became clear that
the size of the wage base in relation to total payroll played a significant role
in establishing how much the employee and employer could do for themselves in
establishing economic security for workers. The higher the wage base goes, the
higher the benefits and taxes go, and less net income remains for private in-
vestment or savings as employers and employees see fit.

fThe Carter Administration package proposes to break with tradition" by
eliminating the wage base on employers entirely, and adjusting it upward for
employees over a period of years by a total of $2,400 above what the automatic
adjustment mechanisms would produce. The elimination of the employer wage
base ceiling would result in a net inflow of funds to the system because, pre-
stunably, the elimination of the employer wage base would not result in the
payment of larger benefits to workers at a later date. Thus this scheme escapes
the criticisms that it only creates more liability down the road.

Not so with the increase in the employee base. Here the increase will result
in higher benefits at a future date and will offset, at least partially, if not
wholly, the gains to be made in the initial years. This has traditionally been
one of the arguments against using the wage base as a financing mechanism.
The short term gains are offset in part by long term inreoses in liabilities to
the system, and in the final analysis such increases only expand the system
more, to the detriment of the private secto r.

NALU's concern with the Administration's wage base proposals is that they
will have a deleterious effect on the private insurance sector. Of course, the
insurance industry will not stand alone in adverse effect. Presumably, securi-
ties, banking, and thrift markets will also be affected seriously, as each rep-
resents a traditional place where workers save what they can for their own
financial security.

We believe, however, that the private pension system would face the most
severe competition from Social Security because of increases in the employer
Rocial Security tax costs. There is only so much money available for utilization
in employer-sponsored pension programs,. and our great fear is that employers
will ultimately have to make a choice as to whether to fund pension programs
for employees or pay Social Security taxes to fund the public retirement sys-
tem. It is difficult to project accurately just how heated the competition for
funds will be between private pension programs and Social Security. But, it is
difficult to argue that elimination of the employer wage base will not have a
profound impact on private pensions.

Wage base increases on the employee side will affect other aspects of the
private investment market, most notably individual Insurance and savings ac-
counts. Over the last few years our members' experience indicates that workers
with incomes at or below the Social Security wage base are becoming increas-
ingly less interested in purchasing insurance or saving money for long term
future security. This is occurring for two reasons.

The first involves the calculation of future retirement benefits based on the
present coupled system. Replacement ratios are projected to rise to such an
extent that,-in some cases, workers can expect more benefits in retirement than
they earned in wages the year prior to retirement. For many young workers,
present disability and survivor benefits would replace more than they bring
home today. Under these circumstances there is simply no incentive to invest
in one's own economic security. This factor can be eliminated in whole or in
part by "decoupling," which will be discussed below.

The second factor mitigating against an individual taking action on his own
is the simple fact that the dollars necessary to do so are competed for by the
necessities of life-food, clothing anti shelter. Increasing the wage base means
increasing the number of people who will leave more of their income with the
government and have less of it for their own use. This loss of discretion on the
part of workers has an immediate impact on such private sector investments as
insurance, but we believe that it has a long term effect on the ability of people
to make judgments about their lives.

D5-197--77----24
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GENERAL REVENUE FINANCING

Another break with the past is the President's proposal to inject revenue
from the general funds into Social Security. Financing of Social Security
benefits from general revenues has long been sought by advocates of an ex.
panded system who believe that Social Security should be a three handed pro-
gram financed by workers, employers and government.

NALU is opposed to general revenue financing, even on the somewhat limited
basis proposed by the Administration, because we believe that ultimately the
program will be irreparably harmed by general revenue financing. In the early
years, general revenue contributions may provide relief from anxiety about the
financial stability of Social Security, but we believe that such relief will be
short lived.

The pressure from some social planners seems to be for constantly escalating
benefits. Countering that pressure, however, is the reality that those benefits
must be paid for. At present, we believe that most workers understand who
pays for those benefits. They do-through payroll taxes that quite frankly are
hurting the pocketbook of many of them.

At first glance, this awareness may seem undesirable, but on closer inspection
the reverse may be more appropriate. This is so because the pain in the pocket-
book may be the only factor which keeps the benefit/financing system in fairly
close balance. In this respect it is analogous to the average family's budget.
Generally speaking, families know that they want consumer goods. But, in
most cases, their appetite for such goods is tempered by the necessity-and the
ability to pay for them.

The introduction of general revenues into Social Security may be similar to
infusing money from a rich relative into the family budget. But, in the case of
Uncle Sam, the relative is not so rich-in fact he is badly in debt. The illusion
created-and it is just that-is that someone else is paying for the benefits.
Under these circumstances, it is understandable that pressure would be exerted
to increase benefits. One day, however, the apparently rich relative will reach
the end of his capacity to borrow money to pass on to his family. Then, benefits
will have to be curtailed, or financial disaster will ensue for the entire program.

When this occurs, many Social Security experts believe that it is inevitable
that a means test for beneficiaries will become necessary to cut the cost of the
program. If a means test were to be adopted, the link between paying Social
Security taxes and receiving benefits will be broken in the minds of most
workers, and it is doubtful that the system would ever receive the kind of
public support it does now. Without widespread worker support, we believe
the system would be imperiled.

DECOUPLING

While NALU disagrees strongly with proposals to expand the wage base and
shift funds from the general treasury to Social Security, the Association whole-
heartedly agrees that the flaws built into the Automatic Adjustment Mechan-
isms must be corrected as soon as possible. In fact, NALU submitted an actual
decoupling bill in testimony before the House Ways and Means Committee in
February 1976. Unfortunately, neither the Committee nor the Congress saw fit
to adopt decoupling legislation in the last Congress, and so, today, Social
Security's long term financing problems are just that much worse.

NALU is encouraged this year by the near universal agreement that these
flaws should be corrected. The only question now seems to be which decoupling
proposal will be favored to replace the mechanism presently used to determine
a prospective beneficiary's Initial benefit. At this point it would be appropriate
to state that only this part of the automatic mechanism should be replaced.
NALU believes that the provision which keeps benefits up to date with the cost
of livir g oncc a beneficiary is on thc rclls works well and should be retained
as is.

The decoupling plan NALU proposed to the Ways and Means Committee
featured an indexing system based on wages rather than prices. From its
study of the matter, NALU believes that indexing based on wages is preferable
to indexing on prices because apparently price indexing would produce steadily
reducing replacement ratios in the future, somthing which NALU does not
support. NALU does not believe that replacement ratios should be decreased
(or increased) appreciably from their present level, but rather be maintained
in a stable course on into the future.
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A stable course is necessary in order for individuals and businesses to plot
their future with confidence. Workers and their employers must know how
much they can count on from Social Security so they can build on the Social
Security floor.

Pension planners must be assured that Social Security benefits (with which
many pension plans are integrated) remain relatively stable as a percentage of
earnings so that future contributions to these private plans can be assured.
Ever-declining or even fluctuating replacement ratios would cause havoc with
private plans.

Stabilizing replacement ratios, on the other hand, would have a most encour.
aging effect on creating new pension plans as long as replacement ratios were
not too high. NALU's conclusion is that wage Indexing Is the best way of
stabilizing replacement ratios, and therefore NALU supports that concept.

While NALU supports stabilizing replacement ratios, we believe stabilization
should occur at a slightly lower level than present. NALU believes that the
technical flaw in the Automatic Adjustment provision has pushed those ratios to
a level higher than intended. We believe that this overexpansion should be
corrected, but, while doing so, we would not recommend that anyone not yet
on the rolls should experience a loss In benefits as compared with the benefits
payable under the benefit formula in the law as it is at the time of tie change-
over. Therefore, NALU recommends that a savings clause be Incorporated In
the chosen decoupling plan to prevent such a loss.

In surveying the field of possible decoupling choices, NALU believes that the
proposal put forward to this subcommittee on June 24th by Prof. Robert J.
Myers, former Chief Actuary of the Social Security Administration, accurately
reflects the results we would like to achieve. As mentioned above, stabilizing
replacement ratios for future retirees at a slightly lower level than currently
is our main objective, although the result may well be the long-term salvation
of the entire Social Security System as we know it today. NALU, therefore,
urges this Subcommittee to pass favorably on Professor Myers' concept, and
thereafter recommend speedy action by the Congress.

OTHER LONG TERM FINANCING SUGGESTIONS

If the decoupling/indexed earnings plan which Professor Myers recommend.,
and NALU endorses, replaces the system now in use, the only additional finlne-
ing probably needed by the system over the next 30 years (aside from the
immediate increase discussed earlier) will be a 0.25% increase in the Social
Security tax each on employers and employees probably implemented in tile
1980's. As Professor Myers also points out in his testimony, this figure would
have to be doubled if the decoupling proposal recommended by President Carter
were adopted. Under other decoupling procedures the tax rate increase might
not be needed at all because steadily lowered replacement ratios could wipe
out completely the currently projected deficits.

In good conscience, though, NALU cannot recommend a system of appreciably
lowered replacement ratios. Therefore, the only alternative is to recommend
that a tax rate increase be imposed to meet the funding needs of a moderate
system. As to the tax increase recommended above, people may indeed i)e re-
luctant to pay it. But in some respects the situation is analogous to health
insurance; the premiums continue to go up because the costs of medical serv-
ies continue to go up and more people use them. Most people complain, but
pay the premiums anyway. The reason is obvious. The alternative Is worse
than paying the premiums.

The situation is the same with Social Security. Few people really want to
pay the taxes necessary to fund the benefits of present beneflciaries. But almost
everyone wants to receive benefits for himself some (lay. In order to get future
benefits workers must pay taxes now. And, if workers are assured of their
future benefits, we believe they will pay the taxes, more or less ungrudgingly.

OTIIER MATTERS

Rocfal 8ecurlty- tax on sclf-employcd pcraons-NALU supports the Adminis-
tration proposal to restore the OASDI tax rate on self-employed persons to the
relative level which prevailed from 1951 to 1972, namely one and one-half times
the employee rate. We agree that self-employed persons should pay their own
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way In the system. One and a halt times the employee rate seems to be the
Proper level.

Shift of medicare funds to OASDI-Apparently the Hospital Insurance Trust
Fund will need significant increases in revenue in the 1980's even though at
present this fund seems to be in relatively better condition than the OASDI
Funds. NALU understands that the shift in funds recommended by the Ad-
ministration is based on the assumption that the President's Hospital Cost
Containment Program will be enacted as submitted to the Congress, an assump-
tion that seems now to be unwarranted.

NALU would recommend a wait-and-see attitude on this aspect of the Pres-
Ident's Social Security plan. If significant cost savings are realized, the shift in
funds could occur at a later date. Or, perhaps a reduction in the overall ta±
rate could be adopted since the tax rate increases NALU has recommended for
OASDI are made independently of expected savings In Medicare.

In no event would NALU recommend that the taxes levied for III be shifted
to the OASDI program entirely, and HI be funded subsequently by general
revenues. In our view, tiie Medicare program was "sold" to the American
people as a social insurance program like Social Security and should remain
part of the system. While III benefits are not strictly wage-related, in that all
beneficiaries are entitled to the same benefits but do not pay the same taxes
because of varying income, the mere collection of the tax as a payroll deduction
establishes that relationship. Removal of this connetion may cause HI to simply
become a welfare program with a means test, a development we believe would
lead to a substantial decline in public support.

Changc8 N dependency tc8t for bcncflciarics-NALTJ supports the recom-
mendations of the Administration to counteract the effect of the recent Supreme
Court decision which held that husbands have an unqualified right to claim
dependent benefits based on wives' earnings in the same way wives previously
claimed dependent's coverage based on a husband's earnings. NALU supports
the principle nf equal treatment for men and women under Social Security,
but while holding for equality, the Supreme Court has placed an undue addi-
tional financial burden on the program.

The Administration proposal adheres to the principle of equal treatment;
but at the same time it underscores the intent of Congress that dependency
benefits should only be paid to persons who are in fact likely to be dependent.

Senator N ElO-.. 'We will adjourn these hearings, subject to the call
of the Chair. We may have another day or two of hearings, if our
review of the record indicates that we should do so.

[Thereupon, at 11:10 a.m., the hearings in the above-entitled maf-
ter were recessed, to reconvene at the call of the Chair.]

4



APPENDIX A

C0-531UNICATIONS RECEIVED BY TIE COMMIWr E EXPRESSING
AN INTEREST IN TESE IFARINoS

TESTIMONY OF MILTON J. SHAPP, GOVERNOR, COMMONWEALTH OF PENNSYLVANIA

I am Milton Shapp, Governor of the Commonwealth of Pennsylvania. I am
glad to have this opportunity to testify on the Social Security proposals. There
are three areas of concern I want to address: the negative effects of the pro-
posed changes in the Social Securit. system on the Commonwealth of Pennsyl-
vania, the underlying problems caused by mandatory retirement, and the value
of removing regressive features of financing the Social Security system.

While there is much to be said to recommend elements of the President's
proposals, there are hardships imposed by the proposed measures and other
alternatives which you should consider:

There are Costs to State Government: The Commonwealth of Pennsyl-
vania would be forced to pay an additional .$4 million iII Social Security
payments and would lose $5 million annually in interest income;

Mandatory Retirement has produced the Social Security funding prob.
lens and forced retirement at W) should not be allowed: Compulsory
retirement greatly contributes to the financial problems of the Social Seen-
rity system and eliminating mandatory retirement at age 65 is the single
most important step which needs to be taken to return the system to
financial solvency;

Those earning less than $7,000 should contribute less than others to
Social Security: The single regressive aspect of the Social Security taxing
system should be repealed.

Effects on the Commonwcalth of Pennsylvania
There are two aspects of the proposed changes inI the Social Security program

which would adversely impact the Commonwealth of Pennsylvania. First is the
requirement that the deposits of the Social Security payroll deductions and
employer contributions be made more frequently, and the second is the increase
in the wage ceiling on which the employer pays Social Security tax would also
result in additional cost to the Commonwealth of Pennsylvania.

The Commonwealth, as do other jurisdictions of government and private
industry,- invests the money it possesses in Its treasury, By requiring more
frequent deposits of Social ,Security payments, the Commonwealth loses the
opportunity to invest these funds. On an annual basis, the loss to Pennsylvania
would be over $5 million.

There is another, possibly more significant, cost to Pennsylvania. By extend-
Ing the employer contributilon to cover $23.400 of an employee's salary in 1979
and $37,500 in 1980, the Commonwealth would have to increase its payment
to the Social Security system by $2 million in 1979 and by more than $4 million
In 1980.

The total cost of the increases in the Commonwealth's payments for Social
Security through 1980 would be more than $20 million.

Apart from the economic cost to Pennsylvania. the proposed changes do
represent a possible threat to alternative retirement programs. In Pennsylvania,
for example, the Commonwealth already pays the employer's share (5.85%) of
the Social Security tax on all wages earned-bit the amount taxed beyond
the Social Security eat-off is deposited into the state pension system. By raising
the ceiling for employer's contributions, the Social Security is using state tax
capacity for its own purpose. This tax capacity is now used by Pennsylvania
to support the state pension system.

- (359)
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As Governor of Pennsylvania, it is this question of the role of the Social
Security system vis a vis the state pension system that concerns me most. By
reducing investment income of the Commonwealth and by taking tax capacity
from the state, the Social Seurity system is to some extent strengthened at the
expense of the Commonwealth and its pension system.
Mandatory retirement at Age 65

I would now like to speak about the requirement of mandatory retirement at
age 65, not only as the Governor of Pennsylvania, but also as a private citizen
who is 65 years of age.

All analysis of the finan-lal problems of the Social Security system stress
the underlying demographic changes in America as a major cause of the sys-
tem's weakness. The facts Pre clear enough. In 1055 there was one retiree for
every seven workers; in 1960 there was one retiree for every four workers; by
1974 the ratio had risen to one for three. As this ratio increases,4 as it will, the
transfer of Income from workers to retirees which takes place as a result of

social Security will place an ever-increasing burden on the working population.
The Board of Trustees of the Social Security system have predicted that the
projected increase in the dependency ratio will result in a long-term deficit in
the system for the next 75 years unless changes are made.

I submit to you that changing the laws which require mandatory retirement
at age 65 would do more than any other single action to undermine the long
term solvency of the Social Security system.

In some ways over the past forty years, the very success of Social Security
has tended to distort our social attitudes toward work. When the framers of
Social Security adopted age 65 as the trigger to qualify for benefits., I do not
believe that they intended that our society should compel people to stop work.
The Social Security system did, however, provide a penalty of one dollar in lost
benefits for every two dollars earned over $3,000. This penalty encourages the
employee to retire.

I believe that the Congress, through amendments to the Age Discrimination
in Employment Act-such as those sponsored by Representatives Findley and
Pepper aid supported by the Hlouse Education and Labor Committee, should
eliminate mandatory retirement. I believe that this Committee can see that
such a reform will tend to significantly relieve current pressures on the Social
Security fund by extending the period of contributions of the Social Security
tax while shortening the period of receiving benefits.

.If one fifth of the 1.6 million persons who will retire this year were able to
work one additional year we would see a savings to the Social Security system
of more than a billion dollars in one year.'

With a work force of over 90 million persons, the continued employment of
320,000 older persons woud not significantly alter employment and unemploy-
ment patterns while providing marked relief to the outlay pattern of Social
Security.

I also favor consideration of adjustments to the Social Security retirement
test as part of the strategy to give older Americans greater employment oppor-
tunities while receiving some retirement benefits. It is my understanding that
some 1.4 million persons above the age of 65 lose more than $2.9 billion in bene-
fits because of earned income in excess of the retirement test. I suspect that
most of these persons continue to work primarily because their social security
benefits are too low to sustain a decent life because of the rampant inflation in
recent years.

In short, it is my belief that as you move forward to reform the fiscal under-
pilmlings of the system you should also be seeking enhanced work opportunities
for senior citizens. Getting older Americans back to work will be a boost to
the general economy and should, on balance, materially contribute to the health
and credibility of the fund itself.
Making social security more progressive

Finally, I would like to propose that the members of this committee consider
strengthening the progressive taxation emphasis of the Social Security system.

As you know, Social Security was designed to guarantee minimum support
for the aged, the disabled and dependent survivors. It has always been an

' Calculation: 320.000 workers multiplied by average annual benefits of $2.880 plus
average wae of $9,000 multiplied by 320,000 and 11.7 percent Social Security tax equals
$1.25 billion.



361

income redistribution program. Social Security transfers income from the
young to the aged, from the working to the retired, and from-the well-to-do
'to those less well-off. Looking solely at the transfer side and ignoring the tax
method, Social Security is progressive, since it transfers benefits to the most
needy population groups.

The use of the payroll tax in Social Security, however, has long been criti-
cized for its regressivity. Although payroll taxes are politically acceptable, we
cannot ignore the fact that we are taxing most severely the very group hit the
hardest in our society-the working poor.

In 1974, $7.1 billion was paid in Social Security taxes by persons earning
less than $7,000 per year.

Payroll taxes take no account of the number of dependents.
Payroll taxes take no account of unusual medical expenses.

To address the regressive nature of the payroll tax on employees earning
$7,000 or less, I propose that a variable rate tax be charged for Social Security
on income of less than $7,000. The 5.85% would be paid once an earner had
earned more than $7,000 and the cut-off point for taxable earnings be extended
to compensate the Social Security system for lost income. (Attached is a dia-
gram which shows the taxing structure of the proposal.)

I hasten to point out that this proposal is in the spirit of the Social Security
system-all workers would contribute on their earnings, and the well-to-do
would contribute slightly more than those not so well-to-do.

The Social Security system is established as a desirable, permanent institu-
tion in American society. Designed in response to the crisis of the Depression
t --p-rvIde economic security, it is now needed by millions of Americans to
prevent financial catastrophe of old age and retirement, disability and
dependency.

The system itself, however, now faces fiscal catastrophe. Assets of the trust
funds will be completely exhausted by the 1980's unless Congress acts now to
assure a solid financial future. Over one hundred thirty-five million Americans
will be affected, the 33 million currently receiving benefits and the 104 million
currently paying their taxes into the system. Restoring the fiscal integrity of
this vital institution, while preserving the humanitarian goals on which it was
founded is an urgent task now before Congress.

President Carter's proposal to ensure a viable system is an approach which
addresses the short and long range financial needs of the system. The proposals
which you are considering would be strengthened considerably if you would
make the system more progressive and humane by making the tax a variable
one up to $7,000 and by eliminating mandatory retirement at age 65.

VARIABLE SOCIAL SECURITY TAX SYSTEM

TAX RATE
INCOE RETURNED INCREASED CONTRIBUTIONS PAID

EMPLOYEE'S TO WORKING POOR BY HIGH INCOME EARNERS
CONTRIBUTION

5.85 fill

0
5,000 7,000 10,000 16,200 20,000

INCOME (DOLLARS) OR MORE

- - " CURRENT SYSTEM
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STAtMENT Or WZDrLL R. ANznDsoN

I want to commend the Finance Committee for its comprehensive review of
proposals to improve the Social Security financing system, and to urge the Com-
mittee to give timely consideration to legislation to alleviate the inequitable
burden placed on senior citizens by the Social Security "earnings limitation"
as well.

There Is no question that this retirement tax is a serious problem for a great
many senior citizens. The present 50% tax on all earnings over $3,000 dis.
courages able bodied, motivated persons-from working and forces them to live
on the fixed income to which they are restricted by Social Security. These are
people who have a contribution to make to our society, and they should be
encouraged to do so. By raising to $4,800 the amount which a Social Security
retiree may earn, as is proposed in the bill introduced by Senator Bumpers,

-w-e4an begin to alleviate the unfair restrictions placed on those who chose to
work.

In Minnesota there are approximately 170,000 persons aged 65-72 on Social
Security. For health and other reasons not all of these people can or have a
desire to work, but a recent study done In Minnesota shows that an Increasing
number of senior citizens are looking for work to help Offset the rapid rise In
the cost of living. An Inrease In the earnings limitation would allow them to
keep a fairer share of their earnings.

The additional income allowed under the bill's provisions would provide these
elderly citizens the benefits of an Increased feeling of self worth and a more
dignified old age.

As cosponsor of this legislation, I would hope that we could all see that the
imm6ise benefitg of this legislation far outweigh its cost, and that its imple-
mentation cannot be delayed.

STATEMENT OF THE COMMITTEE ON TAXATION, FINANCIAL
EXECUTIVES INSTITUTE1

The Carter Administration has proposed revamping the social security sys.
.term to guarantee its financial Integrity, both short and long term. The changes

requested of the Congress Include:
Use of general revenues to compensate for social security taxes lost when

the overall U.S. unemployment rate exceeds 6%.
Removal of the present wage base ceiling per employee over a 3-year

period through 1981; the employer would subsequently pay social security
tax on his entire payroll.

Raising the employee's wage base subject to tax by $600 In 1979, 1981,
1983 and 1985 in addition to Increases already provided by current law.
This would Increase the wage base to $30,300 by 1985 Instead of $27,900.

Restoring the basic social security tax for self-employed persons to the
traditional rate of one and one-half times that paid by employees. The
7.9% rate in 1977 would Increase to 8.6 percent In 1979.

Certain miscellaneous changes were also recommended; e.g., (1) auxiliary
benefits should be paid on the earnings record of the higher paid member of a
married couple, (2) the current benefit formula scaled to cost-of-living in-
creases should be amended to eliminate excessive adjustments for inflation
inadvertently enacted In 1972, etc.

Although action must be taken to place the social security fund on a sound
financial basis, we believe that proposals to use general tax revenues and to
tax employers on their entire payroll are Inappropriate.

Social security derives its fiscal integrity from separate taxing and funding.
Whenever a benefit is added, under this concept, a tax is levied to pay for it.
If general revenues are to be used, that discipline which to date has been char.
acteristie of social security will be lost. Tapping general revenues would permit
benefit increases to rise to politically-attractive levels without a responsible
financing mechanism to back It up.

I Financial Executives Institute is the recognized professional association of 10,000
senior financial and administrative executives in more than 5,000 business organizations
representing a broad cross-section of American industry.
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Social security should be available to every American on a contributory,
earned-right basis. Those who receive social security should not be led to feel
that they are accepting funds from a welfare program. Their preference is to
receive funds from a contributory system to which they have paid their share
and from which they are receiving earned benefits.

The use of general tax funds would erode those values--particularly since the
federal government is already operating at a substantial deficit. No surplus
general funds even exist to support the social security system. Therefore, the
tax burden once again would become a responsibility of the already heavily
taxed middle income American. The Insurance and earned-benefits aspects of
social security should not only be maintained but, if possible, should be
strengthened.

Though Social Security Commissioner Cardwell Insists that a general fund
contribution would be largely a "paper transaction," the concept of a sound
and self-sustaining system would be compromised at the expense of an Increase
In national debt and inflationary spiral. Moreover, use of the unemployment
level as a trigger would only exacerbate the problem, since times of high un-
employment coincide with times of high demand on federal revenues by other
programs.

The proposed corporate tax on entire payroll occurs inopportunely just when
new proposals are being made to aid capital formation. Extending the social
security tax to full payroll would likely:

1. Hamper the business recovery, inhibit capital formation and cut into
general revenues by adding a tax deductible item.

2. Prove inflationary to the degree that employers attempted to recover
the additional tax through price increases.

3. Encourage fiscally burdened state and local governments to consider
withdrawing from social security-thereby compounding the system's
problem.

The existing financing structure which calls for equal contributions by em-
ployers and employees has stood the nation in good stead for forty years. It
has survived every economic downturn and change of political administration.
The soundness of the principle has been proven and should not be subverted for
short-term considerations.

We support equal increases in social security tax rates, as needed, on em-
ployers and employees. A direct, payroll-mlated tax provides strong fiscal disci-
pline and should not be altered. Although It is alleged that the social security
tax is regressive, the benefit formula is quite the opposite--lower income
workers receive far larger benefits from social security relative to their earn-
Ings than do middle or upper-income persons.

We further believe that two existing problems directly affect the soundness
of the social security system. First is the "double indexing" of benefits to com-
pensate for inflation and wage increases (begun in 1972). Double Indexing
clearly serves to overcompensate for the effects of inflation. It must be stopped
because It costs too much.

The second problem is the growing exodus of state and local employees from
the social security system and the failure to extend the system to millions of
federal civilian employees. This compromises the system's viability. Many local,
state, and federal workers serve sufficient time on the public payroll to qualify

-for generous pension benefits (at great expense to the taxpayer even though
their plans may be contributory)-then qualify for additional benefits under
social security by working for ten years or even leas for a covered employer.
In general, their social security benefits are out of proportion to their
contributions.

Federal, state, and local employees should be included in the social security
system and contribute to it. Equivalent payments should, of course, be made by
their employers, i.e., the appropriate governmental units. Government pension
systems should then be Integrated with social security in a manner similar to
that used by the pension plans of many of the country's private employers.

In summary, we agree that the social security system should be made finan-
cially sound as soon as possible, but not primarily at the expense of the
employer or middle-income taxpayer and not so as to lose fiscal restraints on
benefits. Double indexing must be stopped, rate increases, when needed, should
fall-equally on employers and employees, steps should be taken to discourage
withjjrawal by the few groups able to opt out, and coverage should be extended
to government workers not currently enrolled in social security.
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STATEMENT OF WILLIAM 1. DEMPSEY, PRESIDENT OF TH ASaOCIATION OF Ami-
CAN RAILROADS, AND BY (JIARLES 1. HOPKINS, JR., CHAIRMAN OF THE NATIONAL
RAILWAY LA1oR CONF R NOE

William H. Dempsey Is the President of the Association of American Rail.
roads. The Association represents almost all of the nation's railroads in a wide
variety of matters, including legislative matters, that concern the railroad
industry. Charles 1. Hopkins, Jr., is the Chairman of the National Railway
Labor Conference, succeeding Mr. Dempsey in that position on April 1, 1977.
The Conference represents almost all of the nation's railroads in national col-
lective bargaining with the unions representing their employees and in regard.
to other matters concerning labor-management relations in the railroad indus-
try. This Statement is directed to the bill drafted by the Department of Health,
Education, and Welfare (S. 1902) for the purpose of restoring the financial
integrity of the social security system'in accordance with the President's May
9, 1977 Message to the Congress. We are making this Statement jointly, on
behalf of the railroads, because that bill may have impacts upon collective bar-
gaining in the railroad industry as well as otherwise involving matters that
are important to all of the railroads.

Since a 1951 amendment to the Railroad Retirement Act of 1937, the railroad
employment of Individuals who have less than 10 years of such employment
when they retire is placed directly under the social security system and in-
cluded with other employment of such individuals for purposes of determining
the social security benefits to which they are entitled. And, while the Congress
has provided a separate railroad retirement system for railroad employees with
10 or more years of service, a portion of the benefits paid and of the employ-
ment taxes imposed pursuant to that system are directly equivalent to benefits
paid and taxes imposed pursuant to the social security system.

Hence, legislation affecting social security benefits or taxes is a matter which
directly concerns the railroads. In addition, and particularly in regard to the
legislation now pending before this Committee, it is important to the railroads
that social security legislation does not adversely affect that portion of the
railroad retirement system (including the taxes paid by the railroads there-
under) which is not equivalent to social security, but rather constitutes a
second level of benefits and taxes over and above the social security level.

In general, the railroads object to the proposal which would eliminate the
present maximum limit upon the wages subject to the employment taxes paid
by employers. But even if that proposal should otherwise be adopted, it cer-
tainly should not apply to that portion of the tax imposed on the railroads by
the Railroad Retirement Tax Act which is not equivalent to the social security
tax upon employers. We also urge that the proposal for contributions of funds
from the General Treasury to the social security trust funds in periods of
high unemployment should be revised, if otherwise adopted, to avoid an adverse
effect upon the railroad retirement system which we believe to be unintended
and which certainly is unjustified. We support the proposed indexing amend-
ments and the proposed equal rights amendments, and we urge that similar
equal rights amendments be made to the Railroad Retirement Act of 1974 so as
to eliminate gender-based distinctions in that Act. Finally, we urge that the
legislation contain a provision placing the financial interchange between the
railroad retirement and social security systems on a current or accrual basis.

We believe that our specific comments in regard to these matters can be
better understood if they are prefaced by a fuller, although necessarily sum-
mary, description of the relationship between the railroad retirement and
social security systems. Hence, we will attempt first to provide that description,
including some historical background.

THE RELATIONSHIP BETWEEN THE RAILROAD RETIREMENT AND
SOCIAL SECURITY SYSTEMS

When the railroad retirement system was created pursuant to the Railroad
Retirement Act of 1937 (50 Stat. 307) and the Carriers' Taxing Act (50 Stat.
535) , there was no direct relationship between that system and the social

1 The Carriers' Taxing Act, as amended, now Is known as the Railroad Retirement Tax
Act, and is included in the Internal Revenue Code of 1954, 20 U.S.C. 1I 3201-3232.
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security system. Nevertheless, the two systems performed generally similar
functions in their respective spheres. Thus, they generally provided the same
kind of benefits which were financed by employment taxes-imposed equally
upon both employers and employees, although both the benefits paid and the
taxes Imposed by the railroad retirement system were higher than under the
social security system. See, e.g., Report of the Commission on Railroad Retire.
ment (June 30, 1972), at 0-7, 58-61.' (Hereinafter, "CRR Report.") Moreover,
as "the social security system grew in scope and adequacy, the railroad retire-
ment system [was] adjusted to keep abreast," CRR Report at 7, although con-
tinuing to pay a higher level of benefits. This included the provision of sur-
vivor and spouse benefits by 1940 (60 Stat. 722, 729) and 1901 (05 Stat. 083)
amendments to the Railroad Retirement Act of 1937. Those new benefits gen-
erally were patterned after, and Justified by reason of, similar benefits previ-
ously added under the social security system,' and include the only gender-
based distinctions made by the railroad retirement system.

Some partial steps towards integrating the railway retirement and social
security systems were taken by the Congress in the 1951 amendments to the
Railroad Retirement Act of 1937. In addition to transferring to the social
security system the railroad service of (and taxes laid in regard to) individuals
who had less than ten years of such service upon retirement, the Congress then
enacted what has become known as the "financial interchange" between the
railroad retirement and social security systems (65 Stat., at 687). The financial
interchange "was designed to establish the principle that the Federal old-age
and survivors insurance trust fund should be maintained in the same position
it would have been if there had been no separate railroad retirement system,"'
so that the Congress "In substance, declares it to be the congressional policy
that the social security system shall neither profit nor lose from the existence
of the separate railroad retirement system." 6

In effect, the financial interchange "provided that each year the Railroad
Retirement Account would pay the social security trust funds the amount of
taxes which would have been contributed by current railroad workers (and
employers), had they been covered by social security," while the "social security
trust funds would pay the Railroad Retirement Account the benefits which
would have gone to current railroad retirement beneficiaries, had they been
under social security coverage." CRI Report, at 62. The "actual transfer of
funds was made retroactive to 1937," and the "settlement is made on a net
basis',' but the "gross reimbursement to the Railroad Retirement Account by
OASDI" was "reduced by the dual OASDI benefits already paid directly to
railroad beneficiaries by social security." Mhid.

While the Congress through the financial interchange thus substantially
integrated the two systems in regard to the financing of that portion of railroad
retirement benefits that generally is equivalent to social security benefits, un-
fortunately it did not then integrate or coordinate the benefits themselves.
While not expected at the time, over a period of years that resulted in disas-
trous adverse effects upon the financial health of the railroad retirement system.
The failure to coordinate the social security portion of railroad retirement
benefits with social security benefits gave rise to a "dual benefit" problem. If
an individual had sufficient railroad and non-railroad employment to qualify
for benefits under both systems, the total of the social security portion of his
railroad retirement benefits plus his direct social security benefits substantially
exceeded the amount of the social security benefits that would have been paid
to him if based upon combined railroad and non-railroad service. And, the cost
of this excess or "windfall" social-security type benefit was paid entirely by
the railroad retirement account, and thus out of that portion of railroad re-
tirement taxes that exceeded social security taxes. This resulted from the fact
that, under the financial interchange, the reimburements to the railroad retire-
ment account from the social security trust funds were reduced by the amount
of the social security benefits paid directly by the social security system.'

I That Report iN entitled "The Railroad Retirement System : Its Coming Crisis."
ISee. e.g., 11. Rept. No. 1989, 79th Cong., 2d Sess. (1946), at 2, 4. 9. 13-21 ; S. Repit.

No. 1710, 79th Cong.. 2d Sees. (1946), at 3-4; S. Rept. No. 890, 89th Cong., 1st Sess.
(1951). at 2, 8.23, 4. 68.

1 1. Rept. No. 1215, 82d Cona., 1st Seas. (1951), at 13.
,. Rept. No. 590, supra at 8.

$ep. e.g., IT. Rtept. No. 93-1145. 3d Cong.. 2d ess. (1074), at 2-3, 7-8; S. Rept. No.
93-1103, 93d Cong., 2d Sess. (1974), at 2-3, 7-0.
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The House Committee on Interstate and Foreign Commerce stated, In 1974,
that the "lost reimbursement to the Railroad Retirement system over the years
arising out of this situation is in excess of $4 billion," and that:

"The deficit in the Railroad Retirement Account at present is alnumst entirely
due to the lost reimbursement to the Account arising out of the receipt of Social
Security benefits by persons who also are receiving Railroad Retirement bene-
fits. As was stated earlier in this report, this lost reimbursement amounts to
7.72% of taxable layroll, out of a total deficit of 9.05%, or $451 million a year
out of a total deficit of $529 million. In other words, were it not for the
problem of dual beneficiaries, the railroad retirement system would be almost
completely solvent." I. Rept. No. 93-1345, s pra at 2, 7. Those statements were
reiterated by the Senate Committee on Labor and Public Welfare. S. Rept. No.93-1163, supra at 2, 8.

By 1970, the Congress had become-sufficiently concerned about the financial
Integrity of the railroad retirement system to establisl the Commission on
Railroad Retirement to "conduct a study of the railroad retirement system and
Its financing for the purpose of recnommending to the Congress on or before
July 1, 1971, changes in such system to provide adequate levels of benefits
thereunder on an actunrially sound basis." 94 Stat. 791, 793. The deadline for
the Commission's report subsequently was extended to June ,30, 1972 (84 Stat.
101. 102), and tlh result was the June 30, 1972 Report of the Commission oi
Railroad Retirement to which we have already referred. Among other things.

-the Commisslon recommended ihat future accruals of excess or windfall dual
benefits shouhll he terminated, while preserving the equities of those who had
alea(ly (inalified for such benefits; and that a 'two-tier" system should be
created which would clearly separate the social security benefits (Tier 1) and
the additional or supplemental benefits (Tier II) paid to retired railroad em-
plo.vees. See, e.g., CRR Report, at 3-4, 367-369, 502-503.

The Congress initially reacted, in 1972, by enacting a statutory direction
that the "representatives of employees and retirees find representatives of
(.arriers." no later than March 1, 1973. submit to the Congress "a report con-
taining the intifiial reconmen(lations of such representatives based upon their
negotiations and taking Into account the report and specific recommendations
of the Commission on Railroad Retirement designed to Insure" the actuarial
"solvency" of the railroad retirement system. 86 Stat. 765, 767. While unable
to resolve all of the complex Issues Involved. the representatives of the rail-
roads and their employees did agree upon and propose to the Congress "prac-
tical legislation as a first step in the resolution of these difficult and complex
long-range pro lems.7 In particular, as we shall explain, they proposed an
ad.lustment of the tax burden and a clear separation of that portion of railroad
retirement taxes which Is equivalent to social security taxes from that portion
which is over and above the taxes Imposed under the social security system.

In a 1973 statute enacting the legislation thus-proposed by the railroads and
nnions, the Congress also directed the creation of a Joint rallroad-inlon negoti-
ating committee or "group" to submit to the Congress, by April 1, 1974, their
"Joint recommendations for restructuring the railroad retirement system In a
manner which will assure the long-term actuarial soundness of such system.
which recommendations shall take into account the recommendations of the
Commission on Railroad Retirement." 87 Stat. 162, 1615. The Congress further
directed flint the 'joint recommendations contained in such report shall be
specific and shall he presented i the form of a draft bill." Ibid. The Joint
railroad-union committee did agree upon and sulnmit a proposed Mill which.
with some changes, was enacted as the Railroad Retirement Act of 1974 (thus
superseding the 1937 Act). 88 Stat. 1305. 45 V.S.C. A§ 231 et scq.

Apart from a special tax imposed upon the railroads to pay for certain
"supplemental annuities," 0 prior to the 1973 statute to which we have referred,
the Railroad Retirement Tax Act imposed a tax rate of "10.00 percent on rail-

In. Rept.. No. 0.3-204, 03d Cong., let Seas. (1973), at 2; S. Rept. No. 93--202, 93d
Con,.. 1st Sess. (1973). at 3.

'That spneeal tax was first enacted in 191M hy 80 Stat. 1073, and is now provided for
by subsections (c) and (d) of 26 U.S.C. 1 3221. The Railroad Retirement Board makes
quarterly determinations of the amunt per railroad employee man-hour which is neces-
sary to pay the supplemental annuities, and that amount becomes thq rate of tax per em-
ployee man-hour which Is Imposed for the next quarter. Such amounts are paid Into (and
the mpplemental annulties are paid out of) a railroad retirement supplemental account,
which is separate and apart from the basic railroad retirement account,
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road employees and employers alike," thus eceedlng the 5.85 percent imposed
upon employers and employees under the Federal Insuranfe Contributions Act
by 4.75 percent with respect to each group. The maximum taxable compensation
was (and now Is) the same, except that the maximum (for both employers
and employees) Is on a monthly basls'under railroad retirement and on an
annual basis under social security, so that the railroad retirement monthly
maximum Is one-twelfth of the social security annual maximum. See It. Rept.
No. 98-204, supra at 12-13; 8. Rept. No. 93-202, supra at 15.

The 1973 Act reduced the tax rate imposed upon railroad employees by 4.75
percent to 5.85 percent, so as to impose the identical tax rate upon employees
as is imposed by the social security system. Concommitantly, the tax rate l-
posed upon the railroads was Increased by 4.75 percent to 15.35 percent. Hlow-
ever, "the 15.85 percent" was divided "Into 9.5 percent plus the social security
tax rate on employers (5.15 percent)" so as "to avoid the need for amending
the Railrond Retirement Tax Act any time the social security tax rate Is
changed." 11. Rept. No. 93-204, stupra at 13; S. lRept. No. 93-202, supra at 16.
Hence, Section 3201 of the Internal Revenue Code now imposes upon railroad
employees "a tax equal to the rate of tax imposed with reppct to wages" by
Section 8101 in regard to employees under social security, applicable to "so
much of the compensation paid in any calendar month to such employee for
services rendered by hint as is not In excess of an amount equal to one-twelfth
of tile current maximum annual taxable 'wages' as defined" by Section 3121
for purposes of social security. Subsection (b) of Section 3221 of the ('ode
likewise imposes upon the railroads the rate of tax imposed upon employers
under social security by Section 3111, and smbsection (a) of Section 3221 i-
xses upon the railroads an additional "9.5 percent of so much of the compensa-
tion paid in any calendar month by uch employer for services rendered to
hini as Is, with respect to any employee for any calendar month, not in excess
of an amount equal to one-twelfth of the current maxinum annual taxable
'wages' as defined" by actionn :3121 for pillposes of soclal swurity.

As we have noted, and a. the olilll tees which considered the legislation
recognized, the 1973 Act "carrield1 out the terms of an agreement reached
through nationwide collective bargaining" between the railroads and unions
representing their employees. II. lhept. No. 93-204J, eaupra at 2; S. Rept. No. 93-
202, supro at 3. The proposed legislation thus agr(! upon was part of a broad
agreement, contingent ulon the enactment of that legislation, revising antd
extending national wage and rules agreement with the uirons for an filddi-
tional 18 months. The railroads and the unions generally recognized that the
removal from the eniplo3ees of the 4.75 percent in excess of the social security
tax rate, fnd the amssmnlption of that additional amount by the -railroads, was
the equivalent of a wage increase of slighlly nioro than five percent. But
while "all of the other major railroad unions accepted the ('arriers' view of the
tax pickup as a form of wage Increase in real terms," the Sheet Metal Workers'
International Assoeation "did not," and urged that Its members should receive
a wage increase that did not take the tax adjustment into account. Report of
Emergency Board No. 185 (July 2, 1974), at 3. Emergency Board No. 185 agreed
with the railroads and urged that union to settle on tile same basis as the
other unions in regard to wages (i., at 3-46), whihh eventually was (lone.

The enactment of the Railroad Retirement. Act of 19i74 substantially com-
pleted the coordination of the railroad retirement and social security systems
Insofar as the social security level of taxes and benefits Is concerned. Tile 1974
Act retained the eligibility requilmNments for benefits thereunder that were
contained In the 1)37 Act as imielcd, and whih differ In some resjx',ts from
those contained In the Social Security Act. However, the payment of excess or
windfall dual benefits was terminaitd, except insofar as tile equities of those
already eligible for such beellts were preserved, and a "two-tier" system was
established in substance.

Tie nature fill(] signiflance of this two-tier systein Is explained in the Com.
mltte reports, as follows :'

*In addition, as we have already noted, ubnsectlonm (r) and (d) of Section 3221 con-
tlino to Imi)osf iupon the railroadim a spweial tax for -ayment of certain wnpllenental
a ttilltles. We note. AI,#). that .4,,tlon :1211 of the 'oule I mpo s upon e-rtain e'mp1oy'.e
repireentatives i tax that is e(qual t tothe eomlidn, d tax |fiosed IIoll railroads fitndi rail-
road employees.

10Ii. Rept. No. 9.1-1345, 93d Cong., 2d Sess. (1974), at 10; .. Rept. No. 93-1163, 93d
Cong., 2d Sees. (1974). at 19.
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"Although the bill would not adopt the 'two tier' system in form, essentially
It does so In substance. One major component of the new railroad retirement
benefit formula which the bill would establish is in essence a social security
benefit. That component would be calculated on the basis of the formula pro.
vided in the Social Security Act as applied to all of the employee's wages and
services, non-railroad as well as railroad. All future increases in the level of
social security benefits would be applied to this component of the new railroad
retirement formula, both to people who retire after the increases become
effective and to people on the retirement rolls, in the same way as if they were
social securlty- beneficiaries.

"Under the financial Interchange between the railroad retirement and social
security systems, which the bill would retain, this social security component
would be financed by the social security system as at present, and that portion
of both employer and employee railroad retirement taxes that are the equiva.
lent of social security taxes would be transmitted to the social security system
as at present,

"Consequently, when taken together with the phaseout of dual benefits, these
provisions of the bill would accomplish the principal goal of the Commission's
'two tier' recominendation-a clear and permanent isolation of the social
security component of railroad retirement benefits based upon combined rail-
road and non-railroad service and compensation, from tlhi additional com-
ponent riding on top of social security which is based on railroad service and
compensation alone and is financed by the railroad industry."

The "social security component of railroad retirement benefits" commonly is
referred to as "Tier I benefits," and "the additional component riding on top
of social security" commonly is referred to as "Tier II" benefits. So, too, the
portion of railroad retirement taxes equivalent to social security taxes com-
tionly is referred to as "Tier I taxes," and the additional portion of railroad

retirement taxes conunonly Is referred to as "Tier II taxes." We shall use
those terms from time to time hereinafter in this Statement. The Committees
which recommended enactment of the 1974 Act noted, among olier things, that
as a result of that Act and the 1973 Act Tier II constitutes "In essence, a com-
pany pension program administered, for historical reasons, by the Federal
Government," and thus hose Committees contemplated that "[fi uture changes"
therein "will arise out of collective bargaining between the carriers and the
unions." 11. Rept. No. 93-1315, supra at 1-17; S. Rept. No. 93-1163, supra
at 16-17.

Upon the basis of actuarial estimates provided by the Railroad Retirement
Board and its staff, the railroads and unions understood that their proposed
1ill would, if enacted, reduce the actuarial deficit of the railroad retirement
account to less than one percent of taxable payroll, and assure a positive hal-
once in that account at least through the year 2000. Hence, it was contem-
plated, as the Committee reports stated, that enactment of the 1974 Act would
place the railroad retirement system "on a sound flimuclal basis." H. Rept. No.
03-1315, supra at 1 ; S. Rept. No. 93-1103, 8ipra at 1. Subsequently, however,
in the Thirteenth Actuarial Valuation of the Railroad Retirement Account,
the Actuarial Advisory Committee estimated that the actuarial deficit had been
reduced to only 3.59% and that the Account will be exhausted in 1980.

While that estimate Is a matter of serious concern, it basically involves Tier
II and an immediate solution is not required. Thus, while the railroads have
Included the topic of possible means of resolving the problem in the current
round of negotiations with the unions upon new national wage and rules agree.
mets, which negotiations are now in progress, in our view It is not a matter
which generally should concern the Committee or the Congress in connection
with time proposed legislation to which this Statement is adldressed. As we shall
p)int out ill discussing the specifics of that proposed legislation, however, cer-
tain of Its features could affect the financial condition of the railroad retire-
nuent account, which Is a factor that the Congress properly should consider ill
passing upon those features.

In ldditIw, a4 we aiso shall explain below, a significant reason for the
estimate that the railroad retirement account will be exhausted il 1986 was the
failure of tie Colngress to include in the 1974 Act a provision, which had been
included in the Will proposed by the railroads and unions, to put the financial

it Sco 1970 Annual Report of the Itatlroad Rettrement Board, at 51-53.
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interchange on a current basis. Sine that provision was omitted because of a
belief that the Congress should await legislation dealing with the financial
problems of the social security trust funds, rather than because of a. lack of
merit, inclusion of that provision in the pending legislation appears to us to
be appropriate and desirable.

MAXI)LUM TAXABLE WAOE BASS

Under the existing law, Section 280 of the Social Security Act provides that
the "contribution and benefit base" utilized in determining annuities is izj.
creased eah year, over an initial base in 1073 of $13,200, by a formula based
upon increases in average wages. 42 U.S.C. 5 430. Section 3121(a) of the
Internal Revenue Code provides that the amount thus determined shall also
constitute the maximum annual taxable wage base for purpose of the social
security taxes paid by both employers and employees. 2 U.S.C. 1 3121(a).
Under Section 3201 of the Code, the maximum taxable monthly wage base for
railroad employees is one-twelfth of the maximum taxable annual wage base
thus established for social security, and under Section 3221 of the Code the
maximum taxable monthly wage base for railroad employers similarly is
one-twelfth of the annual social security maximum.

Hence, both employers and employees are subject to the same maximum
under both the railroad retirement and social security systems, and essentially
the same maximum applies to both systems, although the railroad retirement
system utilizes a monthly maximum while the social security system utilizes
an annual maximum. At present, tie monthly maximum taxable wages for
railroad retirement taxes is $1,375, while the annual maximum for social
security taxes is 12 times that amount or $16,500. However, the maximums
thus applicable under present law are indexed so as to move upward with wage
Inflation.

Section 103 of the bill submitted by the Department of Health, Education,
and Welfare would destroy that congruity, which has existed from the very
beginning of the railroad retirement and social security systems, between the
maximum taxable wage bases applicable to employers and employees. The
maximum taxable annual wage base for employers would be increased arbi-
trarily to $23,400 for 1979 and $37,500 for 1980, and no maxinmumn whatsoever
would be applicable for years after 190S so that employers would pay taxes
based upon all wages of their employees. On the other hand, employees would
continue to be subject to maximums determined under the present lawLapart
from arbitrary $600 increases in 1979,1981, 1983 and 1985, under Section 104
of the bill. Moreover, those changes in the maximum taxable annual wage
bases for purposes of social security taxes would also be made applicable (on
a monthly basis, except insofar as all limitations would i)e removed as to
employers after 1980) to the railroad retirement taxes paid by the railroads
and their emlfloyecs. And that would be true of the 9.5% additional Tier II
tax paid by the railroads as well as of the 5.85 percent Tier I tax, paid by both
the railroads and their employees, whichis the equivalent of the social security
tax rate.

The railroads are strongly opposed to any change in the maximum taxable
wage bases provided by present law. As we have noted, under the present law
the maximums are adjusted annually to allow for inflation. Any further In-
crease in those maximums, and of course the elimination of any limit upon
taxable wages, effectively increases the employment tax burden. And, the plain
fact of the matter is that the employment tax burden now imposed upon the
railroads is close to intolerable, so that there is no room for further significant
Increases.

film railroads now pay the 5.85 percent Tier I tax that is equivalent to
social security taxes, plus the additional 9.5% basic Tier II tax, plus the
supplemental tax which as presently calculated amounts to about 1.85% of
taxable payroll, for a total of 17.2 perent of taxable payroll. We estimate that
the proposed increase in the maximum to $23,400 in 1979 would be equivalent
to another 0.6 percent of current taxable payroll if limited to the Tier I tax
and 1.7 percent of current taxable payroll if applied to both the Tier I and
the Tier II taxes. And, once the maximum is eliminated altogether in 1981, if
time proposed bill should be enacted, the estimated increase would be 1.% of
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current taxable payroll if limited to Tier I and 2.6 percent of taxable' payroll
If, applied to both Tier I and Tier II taxes. Since taxable payroll in 1970
(about $7.5 billion) was almost 86% of total payroll (about $8.75 billion), in
terms of total wages paid by the railroads the increases in regard to Tier I
taxes would be about 0.5% as of 1979 and 0.9% in 1981 when no maximum
would be applicable, and in regard to both Tier I and Tier 1I would be 1.4%
in 1979 and 2.8% in 1981.

Tax increases of this magnitude must be a matter of great concern to any
industry, but they will be particularly harmful to the railroad industry which
already has severe financial problems. The bankruptcy of several railroads
within recent years is well known to the Congress, and the industry as a
whole Is burdened by inadequate earnings. In 1976, for example, the rate'of
return of'all Class I railroads on net investment was only 1.49%. Moreover,
even to the extent that increased taxes could be passed on through higher
freight rates without adversely affecting traffic, the result would be to boost
an inflationary spiral that even now is of utmost concern to almost everyone.

Furthermore, if some upward adjustment of the maximum taxable wage
bases should be adopted, there is no justification for differentiating between
employers and employees in that rega-rd. From the beginning, the maximums
applicable to employers and employees have been identical, under both the
railroad retirement and the social security systems. It hardly is unfair to re-
quire tile employees to pay half when they receive all the benefits, and that
requirement serves the important purpose of inhibiting political and other pres-
sures for inordinate benefit increases as well as making possible a more realistic
tax burden upon employers. We estimate that on an overall basis, if the
proposed bill is enacted, the railroads' tax base will be about 11 percent more
than the tax base applicable to their employees in 1979, and about 17 percent
more than the base applicable to their employees in 1981.

We are even more concerned. if possible, by tile proposal to change the
taxable wage base in regard to Tier II railroad retirement taxes as well as to
social security taxes and the Tier I railroad retirement taxes that are the
equivalent of social security taxes. Indeed. we can hardly believe that HEW
so intended, even though its bill clearly would have that effect. since President
Carter in his message referred only to the problems of the social security sys-
tem and tile bill submitted by HEW does not otherwise directly apply to the
railroad retirement system.

But however that may be, if the Congress should in the present circum-
stances change the maximum taxable wage base applicable to Tier II railroad
retirement taxes, it would undermine the primary purpose of establishing the
two-tier system. As we have already explained, the 1973 amendment of the
Railroad Retirement Tax Act and the Railroad Retirement Act of 1974 clearly
and intentionally separated the railroad retirement taxes and benefits that
are the equivalent of social security taxes and benefits (Tier I) from those
that are in excess of social security taxes and benefits (Tier II). Thus, while
it was contemplated that the level of Tier I taxes and benefits would be
adjusted automatically with adjustments in social security taxes and benefits,
it also was contemplated that future adjustments in Tier Ir taxes and benefits
would be pt4marily a matter to be worked out by the railroads and unions in
collective bargaining. As the House Interstate and Foreign Commerce Com-
mittee and the Senate Labor and Public Welfare Committee remarked at the
time, Tier II constitutes "in essence, a company pension program," even
though "administered, for historical reasons. by the Federal Government,"
so that future changes "will arise out of collective bargaining between the
carriers and the unions." See p. 13, supra.

Indeed, as we have noted, one of tile subjects in the national negotiations
currently in progress between the railroads and the unions representing their
employees is possible measures to propose to the Congress in view of the
financial problems of the railroad retirement system. Because of the financial
interchange between the railroad retirement and social security systems, In
regard to Tier I taxes and benefits, those problems are Tier II problems and
any proposed solution necessarily will be in terms of Tier II finances and bene-
fits. Exclusion of Tier II taxes from any changes in the maximum taxable wage
bases made by the legislation presently before the Congress will not affect
the social security system or its financial problems In any way.



371

We have prepared a revision of Section 103 of HEW's bill which would limit
the proposed changes in the tnaximuia tax base applicable to the railroads to
the Tier I tax (Section 8221(b) of the Code), but which otherwise would not
change that proposal despite our opposition to the proposed changes in general.
A copy of that proposed revision is attached as Appendix A hereto. We con-
cede, of course, that if the maximum taxable wage base is changed for pur-
poses of social security taxes a similar change should be made for purposes of
the Tier I railroad retirement taxes that are the equivalent of social security
taxes. That is part of the concept of the two-tier system, which in effect Inte-
grates Tier I with social security, just as the separateness of Tier 1I is a part
of that concept. For the reasons we have stated, we believe that the Congress
should not change any aspect of the provisions of the existing law regarding
maximum taxable wages, but if some changes are made they certainly should
not be applied to Tier II railroad retirement taxes.

CONTRIBUTIONS FROM THE GENERAL TREASURY

Section 102 of the bill submitted by HEW provides for contributions from
the General Treasury to the social security trust funds in periods of high unem-
ployment. While we see some dangers in such all approach, there also are some
circumstances in which partial assistance from the General Treasury in meet-
ing the ever increasing costs of paying benefits may be Justified. Our principal
concern in regard to this aspect of the bill is that, if enacted in its present
form, it will have an adverse effect upon the railroad retirement system that
surely was not intended and cannot possibly be justified. This results from the
fact that the proposed Section 102 has failed to take account of the financial
interchange between the railroad retirement and social security systems.

We have already described the financial interchange and the fact that it is
intended to place the social security trust funls in the same position that they
would be if the railroads and railroad employees were covered directly by the
social security system. The formula utilized in the proposed Section 102 for
determining the amount of the contribution,; to the social security trust funds
includes a factor based upon the amounts appropriated to those funds in a
calendar year by reason of the social security taxes paid in that year. If the
railroads and their employees were directly a part of the social security sys-
tem, the amounts sq appropriated would be larger which, under the proposed
formula, would increase the amount of the contributions out of the General
Treasury. Under the financial interchange, the social security trust funds will
subtract from the railroad retirement account an amount based upon the sup.
position that the railroad retirement account shared in the contributions, even
if in fact it does not do so.

In effect, therefore, the social security system would be subsidized In part
by the railroad retirement system. Moreover, the money thus transferred from
the railroad retirement account to the social security trust funds would come
entirely out of Tier II taxes (which at present are paid by the railroads) since
all Tier I railroad retirement taxes are transferred to the social security trust
funds under the financial interchange in any event. The staff of the Railroad
Retirement Board has estimated that, over the first four calendar years, the
loss to the railroad retirement account through the financial interchange will
total about $153 million. There is no justification for imposing such a drain
upon the railroad retirement account regardless of its amount. Whatever may
be the reasons or Justifications for making contributions out of the General
Treasury to the social security trust funds in times of high unemployment, they
obviously have no application whatsoever to making such contributions out of
tie railroad retirement account.

Attached as Appendix B hereto is a proposed revision of Section 102 of
fIEW's bill which is Intended to remedy this patent defect. It would include
the Tier I (but not the Tier IT) railroad retirement taxes appropriated to the
railroad retirement account in the formula utilized to determine the anionts
to le contributed, and would provide for contributions to be made to the rail-
road retirement account as well as to the social security trust funds.

We want to emipliasize, however, that it is our understanding and intention
that the amounts so transferred to the railroad retirement account would in
turn be transferred from that account to the social security trust funds under

95 -197-4-77-25
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the financial interchange. While there may be some reasons for assistance
from the-General Treasury in the financing of Tier II benefits, that matter
should not be considered at this time or in connection with the pending legisla.
tion. Indeed, we have no fundamental objection to a provision which would
transfer any contributions directly to the social security trust funds, rather
than running them through the railroad retirement account, or which would
simply provide in effect that the railroad retirement account shall not be
affected by contributions made under Section 102 notwithstanding the financial
interchange.

We bave adopted the approach utilized in the attached proposed revision of
Section 102 only because it iM more consonant with the purposes of Section 102
as well as whh the purposes of the financial interchange and the two-tier
system. Railroad employees are part of the nation's work force and may be
affected by unemployment as well as employees in other industries. And, Tier I
of railroad retirement has been coordinated with social security, including the
provision for the financial interchange, although maintained as part of a
separate system. Hence, it seems logical to us to include Tier I railroad retire-
ment taxes for purposes of determining the amounts to be contributed, and to
utilize the established financial interchange in funneling any contributions
resulting from Such inclusion to the social security trust funds. But however
it may be done, plainly Section 102 as proposed by HEW should be revised to
make certain that the contributions to the trust funds in fact are made entirely
frain the General Treasury and that the railroad retirement account will not
be adversely affected.

INDEXING OF SOCIAL SECURITY BENEFITS

Title I of HEW's bill is a complex provision which, as we understand, is
intended to correct a serious flaw in the Social Security Act in that the level
of benefits is automatically adjusted by formulae which couple the effects of
both increases in the Consumer IPrie Index and increases in average earnings.
This results in benefit increases in excess of anything that could be Justified
by inflation, and in time (unless corrected) could lead to social security bene-
fits alone that exceed, upon retirement, an employee's highest wage earnings.
Since Tier I railroad retirement benefits also are adjustd automatically in
conformity with adjustments in like social security benefits, this defect is
applicable to Tier I of the railroad retirement system as well as to the social
security system. And, it indirectly affects Tier II of the railroad retirement
system to some extent, as in regard to survivor benefits. The Tier I survivor
benefit is 100% of what social security would pay and Tier II is an additional
30%.

Consequently, the railroads support Title II of the bill submitted by HEW,
which would "decouple" the automatic adjustment formulae and provide a
means for adjusting or indexing social security benefits that is more closely
attuned to the effects of inflation. No amendment of the Railroad Retirement
Act is necessary, since under its present provisions Tier I benefits automatically
will be adjusted as and when social security benefits are adjusted-however
that is done. So, too, insofar as Tier II benefits are related to the level of Tier
I (and thus of social security) benefits, that will continue to be true regardless
of what that level may be.

ELIMINATION OF GENDER-BASED DISTINCTIONS

There are several instances in which the Social Security Act provides for the
payment of benefits to females in circumstances in which benefits are not pay-
able to males, such as where widowers hut not widows of deceased employees
are required to prove that they were flimncially dependent upon such em-
ployees. Some of those gender-based distinctions already have been held to be
unconstitutional by the Supreme Court. The constitutional problem with such
distinctions is that, while the Congress intended to provide benefits only to
dependents, it presumed that women are dependent while requiring men to
prove dependency. Since the presumption that women are usually dependent
no longer accords with actual facts, the distinction has ceased to be constitu-
tionally defensible. See. e.g., Callfano v. Goldfarb, - ------ ..- . 45
U.S.L.W. 4237. 4241-4242 (1977) ; Weinbergcr v. lViecscnfld, 420 U.S. 630, 613-
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644 (1975). Despite the fact that the -Congress intended to pay the benefits
only to dependents, however, the judicial remedy has been to strike the de-
pendency test for males and require the payment of benefits to both sexes
without proof of dependency.

Title III of the bill submitted by HEW would fulfill the original congres-
sional intent by requiring both sexes to prove dependency where the statute
now requires such proof by males, and to eliminate other gender-based distinc-
tions by equalizing the circumstances under which benefits are paid to the two.
sexes. The railroads agree that that should be done, but unfortunately the
proposed amendments to the Social Security Act would not eliminate similar
gender-based distinctions In the Railroad Retirement Act even with respect to
Tier I benefits. The Railroad Retirement Act Independently specifies (in Sec-
tion 2) the eligibilitf requirements for benefits payable under that Act, which
requirements apply to both Tier I and Tier II benefits.

We have pointed out that the benefits as to which gender-based distinctions
are made were introduced Into the railroad retirement systems by 1946 and
1051 amendments which were patterned after, and Justified by, similar provi-
sions that previously had been added to the Social Security Act. One of those
distinctions already has been held unconstitutional by the Supreme Court.
Kaline v. Railroad Retirement Board .------ U.S .-..... 45 U.S.L.W. 3752
(1977), affirming per curiain the decision of the Sixth Circuit In that case,
541 F.2d 1204 (1976). Even apart from other considerations, therefore, it
seems apparent that those distinctions should be eliminated along with the
similar distinctions in the Social Security Act. Otherwise, benefits will be

- payable to a class of beneficiaries--non-dependent males and females-which
was not Intended either by the railroads -nd railroad unions or by the Con-
gress. And, such non-depndents necessarily have other sources of income.

Moreover, If that is not done and the railroad retirement system Is required
by judicial decisions to pay benefits to both sexes without proof of dependency
In circumstances where, by reason of the pending legislation, the social security
system requires both sexes to prove dependency, the result will be very costly.
Since benefits woull be payable in circumstances where they would not be pay-
able if the railroads and their employees were a part of the social.security
system, the railroad retirement account would not be reimbursed under the
financial interchange for the Tier I portion of those benefits, and the entire
cost would have to be paid out -f Tier II taxes. While we do not yet have firm
figures, Railroad Retirement Board actuaries have estimated that the actuarial
deficit In the railroad retirement account would be Increased substantially. On
the other hand, if the gender-based distinctions In the Railroad Retirement Act
should be eliminated in accordance with th approach proposed in the pending
legislation .in regard to the Social Security Act, the actuarial deficit in the
railroad retirement account would be reduced substantially.

There are four gender-based distinctions in the Railroad Retirement Act.
Under Section 2(c) (3) (i), 45 U.S.C. § 231a (c) (3) (it), a husband of an em-
ployee inust prove dependewcy in order to be eligible for a spouse Ibnefit, while
such proof is not required of a wife of an employee. Under Section 2(c) (1) (1i),
45 IU.S.C. § 231a(c) (1) (ii), a wife who has the care of a dependent child may
Ie eligible for a spouse benefit, but no benefit Is provided for a husband who
has the care of it dependent child. Under Section 2(d) (1) (1), 45 U.S.C.
§ 231i (d) (1) (1), a widower of a deceased employee must prove dependency to
Ibe eligible for a survivor's benefit, while such proof is not required of the
widow of a deceased employee. And, under Section 2(d) (1) (Ii), 45 U.S.C.
§ 231a (d) (1) (i), a widow who has the care of a dependent child may be
eligible for a survivor's benefit, but no benefit Is provided for a widower who
has the care of a dependent child.

Attached as Appendix C hereto is a proposed Title IV to be added to the
pending legislation. Section 402 would aiendl the Railroad Retirement Act of
197.Tf so as to eliminate the two gender-based distinctions in regard to spouse
benefits, and Section 403 would amend that Act so as to eliminate the two
gender-based distinctions as to survivor benefits. With regard to the spouse
and survivor benefits as to which the husband or widower Is now required to
prove dependency, but the wife or widow is not, both sexes would be required
to prove dependency as IIEW has proposed in regard to the comparable benefits
utnder the Social Security Act. A dependency test, which Is identical in sub-
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stance to that proposed by HEW, is set forth In Section 404. -With regard to,
the spouse and survivor benefits now afforded only to a wife or widow having,
the care of a dependent child, such benefits also would be afforded to a hus-
band or widower having the care of a dependent child, Just as HEW would
afford comparable benefits to both sexes under the Social Security Act.

We note that under Section 407 those amendments would be made effective
with respect to benefits payable after December 31, 1977. This is because the.
railroads and unions, in agreeing to propose the legislation enacted as the
Railroad Retirement Act of 1974, also agreed that they would not propose or-
support future changes in that Act which would be effective before January 1,
1978. Section 407 also provides that the amendments would not affect those who.
are already receiving benefits under the existing provisions of the Act, and
those who applied for such benefits prior to the enactment of the proposed
legillation also would be subject to the existing requirements.

ADJUSTING THE FINANCIAL LN'rTE1CI1ANar

The financial Interchange between the railroad retirement and social security
system is now made on a delayed basis. As a result, there is an 18-month lag
in the transmittal to the railroad retirement account of monies to which it is.
entitled under the financial interchange. While interest is paid by the social
security trust funds for the period in which they hold those monies, so that
this delay does not significantly affect the actuarial deficit in the railroad.
retirement account, the delay is very significant with regard to the cash flow
in that account and therefore with regard to the actuarial estimate as to when
the account will be exhausted. Railroad Retirement Board actuaries have indi-.
cated that placing the financial interchange on an accrual or current basis will
delay the estimated time at which the account will run out of money by about-
two years, from 1986 to 1988. On the other hand, the effect upon the cash flow
in the social security trust funds would le relatively insignificant, because of,
the much larger volume of monles that flow through those accounts. Placing:
the financial Interchange on a current hasis would not advance the date on.
which such funds would run out of money by more than a few days.

The bill proposed by the railroads and unions to restructure the railroad
retirement system contained a provision which would have placed the financial,
interchange on a current basis, but that provision was not contained in the
Railroad Retirement Act of 1974 as enacted by the Congress. The House Com-
inittee on Interstate and Foreign Commerce explained that provision and the.
reason for Its elimination as follows (H. Rept. No. 93-1345, eupra at 25:

"Under the present law, funds a -e transferred each year between the railroad,
retirement program and the social security program so as to place the social
security trust funds in the same position they would have been had railroad
service been covered employment, under the social security program. . . . In.
practice, the net, transfer is from the social security program to the railroad
program. These transfers are made on a delayed basis about 18 months after.
the railroad annuities and survivor benefits lave been -paid and include an
amount to make up for the interest earnings that have been lost to tile railroad
fund as a result of the delay in payment.

"As introduced, H.R. 15301 would have modified the provision so that starting:
with fiscal year 1976 the transfers would have been made enchi month on a
current estimated basis. In-the course of the committee's consideration of the-
Nil, representatives of the Social Security Administration informed tile com-
inittee that whil they had no objection in principle to the change proposed, it
would come at .on inopportune time. The current estimates of the costs of the
social security cash benefits programs . . . indicate a close balance of income
and outgo over the next few years and a significant long-range actuarial de-
ficlency. As a result changes in social security financing will be needed. It is
anticipated that following studies by the current Advisory Council on Social,
Security, recommendations for changes in the financing of the social security
program will he sent to the Congress.

"In recognition of the financial problems associated with the social security
program, the committee fias substituted for the provisions of the bill the pro-
visions of present law which permit the transfers to be made on a delayed'
basis. It is anticipated, however, that further consideration will be-given to at
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change of' this nature after the Congress has had the opportunity to consider
changes in the financing of the social security cash benefits program."

The Report of the Senate Committee on Labor and Public Welfare made the
same explanation. S. Rept. No. 93-1103, aupra at 25. Hence, the proposal to place
the financial interchange on a current basis was not dropped because of some
,perceived lack of merit. Indeed, the Social Security Administration "had no
-objection iu principle to the change proposed .... ." The proposal was dropped
:at the time because proposals to change the financing of the social security
system to meet that system's financial problems were anticipated, and adjust.
meant of the financial Interchange could be considered more opportunely tit
connection with such changes.

Of course, the Congress is now considering changes in the financing of the
social security trust funds, in connection with the bill proposed by HEW,
so as to place the social security system on a sound financial basis. This appears
to be the appropriate time, therefore, in which also to consider placing the
financial interchange on a current basis. Section 405 of the Title IV which we
propose be added to the bil (Appendix C hereto) would amend Section 7(c) (2)
of the Railroad Retirement Act of 1974, 45 U.S.C. I 231f(c) (2), to accomplish
that result. As so amended, that provision would read as It would have read
if the joint railroad-union proposal for adjusting the financial interchange had
:not been dropped when the 1974 Act was enacted. Section 407 would make that
adjustment effective with the fiscal year commencing October 1, 1978.

There can hardly he any doubts about the merits OL this proposal. The money
In question belongs to the railroad retirement account, and there is no justifi.
cation for in effect requiring that account to make a forced loan to The social
security trust funds for some 18 months. This is particularly so since those
mionies are very Important to the cash flow of the railroad retirement account,
while they are relatively Insignitfcant to the much larger social security trust
funds. Ience, the railroads urge that the financial interchange now be placed
.on a current basis by adoption of the amendment that we have proposed.

CONCLUSroN

We realize that the financial problems of the social security system are
serious, and that solution of those problems Is difficult. Several aspects of the
legislation proposed by 1IEW are commendable, but in our view sufficient
consideration has not been given to the problems of the railroads and to the
effects of the proposed legislation upon the railroad retirement system. We
have attemit[ed to describe the resulting deficiencies in the proposed legislation,
.and to suggest revisions or additions thereto that would provide a remedy. If
those suggestions are adopted by the Congress, the legislation will provide a
fairer and more equitable tax burden and will preserve the relationship between
the railroad retirement and social security systems which the Congress in-
tended, when it revised the Railroad Retirement Tax Act in 1973, so as clearly
to establish a two tfer system of railroad retirement taxes and benefits: the
first tier providing for taxes and benefits that are geared to social security
taxes and benefits and the second tier providing for those taxes and benefits
that are in excess of those provided by social security and which In essence
-constitute a company pension plan for the railroad Industry.

On behalf of the railroads which we represent, we want to express our ap-
preciation to the Committee for affording us this opportunity to state the
railroads' position In regard to legislation that is of large importance to the
railroad industry as well as to many others. We urge, on behalf of those
railroads, that the legislation be revised In the manner which we have sug-
gested. This concludes our remarks, subject to any questions you may have.

APPENDIX A

RAILROAnS' PROPOSED REVISION OF SECTION 103 or S. 1902
(Added language M in italic; deleted language Ms bracketed)

APPLICATION OV EMPLOYER EXCISE TAX TO WAGES IN
EXCESS OF CONTRIBUTION AND BENEFIT BASS

Section 103. (a) Section 230(c) Is amended by adding at the end the follow-
Ing sentence: "For purposes of the employer tax liability under section 3111 of
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the Internal Revenue Code of 1954 and section 3221(b) in the case of railroad
employment, the contribution and benefit base referred to in paragraph (1) of
section 3121(a) of the Internal Revenue Code of 1954 is deemed to be $28,400.
and $37,500 with respect to remuneration paid during calendar years 1979 and
1980, respectively."

(b) (1) Sections 3111(a) and 8111(b) of the Internal Revenue Code of 1954
are each amended by inserting ", but without regard to paragraph (1) thereof"
after "as defined in section 3121(a)".

(2) Section 3221[a](b) of the Code is amended by inserting [', but without
regard to paragraph (1) of section 3121(a)," after "as defined in section 3121"
each time it appears.] at the end the following sentence: "For purposes of the
additional rate of tax imposed by this subsection, paragraph (1) of the defini.
tion of 'wages' in section 3121(a) shall be disregarded."

(3) Section 3121(a) of the Code is amended by inserting immediately after,
the number of designating paragraph (1) the following: "other than for pur-
poses of sections 3111 and 3221(b)".

(4) This subsection is effective with respect to remuneration paid in any cal-
endar year after 1980.

APPENDIX B

RAILROADS' PROPOSED REVISION OF SECTION 102 or S. 1902
(Added language is in italic)

Contributions from the (General Fund of the Treasury to the Federal Old-Age
and Survivors, Disability, and Hospital Insurance Trust Funds, and the

Railroad Retirement Account, for Years of Exceptionally
High Unemployment

See. 102. Section 201 is amended by adding at the end-the following new
subsection:

"(j) (1) On or before July 1 of each calendar year immediately succeeding a
calendar year in which the average rate of unemployment, as determined by
the Bureau of Labor Statistics of the Department of Labor, has exceeded 6
percent, the Secretary of the Treasury shall transfer to-the Federal Old-Age
and Survivors Trust Fund, the Federal Disability Insurance Trust Fund, and.
(as established by section 1817(a)) the Federal Hospital Insurance Trust
Fund, and as established by section 15(a) of the Railroad Retirement Act of
1974) the Railroad Retirement Account, an amount computed in accordance
with paragraph (2), and apportioned among the Funds and Account in accord-- -
ance with paragraph (3), subject to the provisions of paragraph (4).

"(2) Subject to paragraph (4), the amount to be transferred under para-
graph (1) in a calendar year shall be the product of-

"(A) an amount equal to the hum of (I) the amounts appropriated in
the preceding calendar year to the Federal Old-Age and Survivors Insur-
anee Trust Fund under subsection (a), the Federal Disability Insurance
Trust Fund under subsection (b), and the Federal Hospital Insurance
Trust Fund under section 1817(a); and (ii) the amounts deposited in
those Trust Funds in the preceding calendar year under section 218(h) ;
and (iii) the amounts appropriated in the preceding calendar year to the
Railroad Retirement Account under section 15(a) of the Railroad Retire-
ment Act of 1974; and

"(B) three times the number of whole [one-term] I one-tenth percentage
points by which, for that preceding calendar year, the average rate of
unemployment exceeded 6 percent, divided by 1000.

"(3) Subject to paragraph (4), the sum allocated to each trust fund or ac-
count in any calendar year from the amount transferred under the preceding
paragraph, shall bear the same proportion to the sum of (I) the amount trans-
ferred under that paragraph in that year as the amount appropriated to that
trust fund or account by subsections (a) or (b) of this section, or subsection
(a) of section 1817, or subsection (a) of section 15 of the Railroad Retirement
Act of 1974, as may be applicable, and (1i) the amount deposited in that trust
fund under section 218(h), bears to the entire amount appropriated by those
subsections to those trust funds and to that account and deposited In those
trust funds, under section 218(h), in the preceding calendar year.

I This appears to be a typographical error in 8. 1902 as printed.
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"(4) In determining for purposes of this 8ubseotion the amount appropriated

in a calendar year to the Railroad Retirement Account under eeotion 15(a) of
te Railroad Retirement Act of 1974, the actual amount 8o appropriated shall
be reduced b an amount equal to the amounts covered into the Treasury
(minus refunds) during such calendar year under sootion 821(a) of the
Internal Revenue Code of 1954.

"(5) This subsection is deemed to become effective January 1, 1976. Any
transfer under this subsection that would thereby have been made in calendar
years 1970 or 1977, with respect to the rate of unemployment in calendar years
1975 or 1976, respectively, shall be made in three equal installments, the first
within 30 days after the enactment of this subsection, the second no later than
June 80, 1979, and the third no later than June 30, 1980, No transfer may be
made under this subsection with respect to the rate of unemployment for any
calendar year after 1982." ...

APPENDIX 0-

RAILROADS' PROPOSED NEW TITLE IV To BE ADDED To S. 1902

TITLE IV-AMENDMENTS OF THE RAILROAD RETIREMENT
ACT OF 1974

SHORT TITLE OF TITLE IV

Sec. 401. This title may be cited as the "Railroad Retirement Equal Rights
and Financial Interchange Amendments of 1977".

SPOUSE BENEFITS

Sec. 402. (a) Section 2(c) (1) (ii) is amended by deleting "in the case of a
wife,"; by changing "her care" to read "his or her care"; and by changing
"(individually or jointly with her husband)" to read "(individually or jointly
with his wife or her husband)".

(b) Section 2(c) (3) is amended by striking the last clause thereof and in-
serting in lieu thereof "and (ii) was dependent upon such annuitant, as defined
in subsection (i)."

SURVIVOR BENEFITS

Sec. 403. (a) Section 2(d) (1) (1) is amended by striking the material appear-
ing after "subdivision (2)," and by substituting In lieu thereof "and who was
dependent upon the deceased employee, as defined in subsection (i) ;"

(b) Section 2(d) (1) (1i) is amended by inserting "or widower (as defined
in section 210(g) and (k) of the Social Security Act)" immediately before,
"of such a deceased employee"; by changing "her care" to read "her or his
care"; and by changing the semi-colon at the end to a comma and inserting
thereafter "and (C) was dependent upon the deceased employee, as defined in
subsection (i) ;"

(c) Section 2(d) (2) is amended by inserting "or widower" after "widow"
each time it appears in clause (B); and by changing "she" to read "shb or
he" in clause (B).

DEPENDENCY OF A SPOUSE

Sec. 404. Section 2 is amended by adding at the end thereof-the following
new subsection:

"(i)-For purposes of sections 2(c) (3) and 2(d) (1) (1) and (ii), a person
was dependent upon the individual-"such annuitant" or "the deceased em-
ployee"-referred to in such section (1) if such person's income (as defined
in regulations of the Board) was less than such individual's income (as defined
the month such individual became entitled to an annuity under subsection a(1),
or, if such individual had a period of disability which did not end prior to the
month in which he or she became so entitled, the month such period began
or the month he or she became so entitled, or (B) in the case of such a person
who survives such an individual, the month specified in subparagraph (A) of
this paragraph or the month of such individual's death or, if such individual
had a period of disability which did not end prior to the month in which he -
or she died, the month such period began or the month of his or her death,



378

and (2) such person files proof of such dependency (according to regulations
of the Board) within two years after the applicable month specified in Pa-
graph (1) of this subsection. In the case of a person who marries an individual
In the applicable 3-year period specified in the preceding sentence, such period
shall instead be from the date of such marriage to the end of such 8-year
period."

FINANCIAL INTERCHANGE

Sec. 405. Section 7(c) (2) Is amended (a) by striking the first clause of the
first sentence and inserting in lieu thereof "Prior to the close of the fiscal year
ending September 80, 1978,"; (b) by Inserting after "would" and before "place"
in the first sentence", as of the end of each month of the following fiscal year,";
and (c) by striking the second, third, fourth and fifth sentences and inserting
in lieu thereof the following: "Such determination with respect to each Trust
Fund shall be made, on an estimated basis subject to later adjustment (on the
basis of actual experience), by the close of the fiscal year ending prior to the
fiscal year to which it relates. If for any month any amount Is to be added to
any such Trust Fund, the Board shall, within ten days after the end of the
month, certify such amount to the Secretary of the Treasury for transfer from
the Railroad Retirement Account to such Trust Fund. If for any month any
amount is to be subtracted from any such Trust Fund, the Secretary of Health,
Education, and Welfare shall, within ten days after the end of the month,
certify suLh amount to the Secretary of the Treasury for transfer from such
Trust Fund to the Railroad Retirement Account. Any amount so certified shall
further Include interest (at the rate determined In subdivision (3) for the
month under consideration) payable from the close of each month until the
date of certification."

Sec. 400. Section 7(c) (3) is amended (a) by striking "for any fiscal year,"
and inserting in lieu thereof "for any month,"; and (b) by striking "computed
as of May 31 preceding the close of such fiscal year," and Inserting in lieu
thereof "computed as of the end of the month preceding the close of such
month,".

EFFECTIVE DATES

Sec. 407. The amendments made by sections 402 through 404 of this title shall
become effective with respect to benefits under the Railroad Retirement Act
of 1974 for months following December 31, 1977, except that such amendments
shall not apply to an individual who receives benefits tinder sections 2(c) or
2(d) of that Act for the month prior to January 1, 1978, or who has applied
for benefits under sections 2(c) or 2(d) of that Act prior to the date of enact.
ment of this Act, until such time as he or she is not entitled to any such
benefits under such sections for a month. The amendments made by sections
405 and 406 of thls title shall become effective with respect to the fiscal year
commencing October 1, 1978 and each succeeding fisal year.

POSITION OF THN RAILROADS REOARDING 8. 1902

The taxes imposed and the benefits paid by the railroad retirement system
have been divided by the Congress into two tiers: those that are equivalent to
social security benefits and taxes (Tier I) and those that are in excess of social
security benefits and taxes (Tier II). Tier I benefits and taxes are adjusted
automatically in accordance with adjustments in social security benefits and
taxes, while Tier II constitutes in essence a supplemental pension plan for the
railroad industry alone with recommended future changes being primarily a
matter for collective bargaining.

Maoimtum taxable wapes.-The railroads urge that no change be made In the
maximum taxable wage bases provided by existing law and that, If any changes
are made, they apply equally to employers and employees. In any event, $ectlon
103 of 8. 1902 is defective because, as drafted, it would apply to Tier II rail-
road retirement taxes. The railroads propose an amendment (Appendix A)
which would correct that defect. Tier II taxes have no relation to social security
taxes or. to the financing of the social security system, and Tier 1I finances
and benefits primarily are a matter for collective bargaining (which is now In
progress).
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Contributions from General Treasury.-The proposal for contributions from
the General Treasury to the social security trust funds in times of high un-
employment (Section 108 of S. 1902) has a defect, believed to be unintended,
which would result in a part of those contributions being made from the rail.
road retirement account and thus from taxes paid by the railroads. The
railroads propose an amendment (Appendix B) which would correct that defect.
Although funds would be contributed to the railroad retirement account under
the proposed amendment, they would be credited through the financial Inter-
change between the railroad retirement and social security systems to the
social security trust funds. Hence, the railroad retirement account would not
be advantaged, but also would not be penalized.

Indexlng of beneflts.-The railroads support Title II of S. 1902. It would
correct a defect in the Social Security Act under which automatic adjustments
of benefits exceed the rate of inflation, and thus go further than was intended.
Since Tier I railroad retirement benefits are adjusted automatically in line
with adjustments of social security benefits, the correction of this defect also
would extend to those Tier I benefits.

Blimination of gender-based distinctions.-The railroads support elimination
of distinctions based upon sex or gender, including the.provision of dependency
tests for both sexes where appropriate to carry out the original congressional
intent. But while Title III of 5. 1902 would do that in regard to the Social
Security Act, it would not eliminate such distinctions in the Railroad Retire-
ment Act. This requires amendment of the Railroad Retirement Act which
independently specifies the eligibility requirements for both Tier I and Tier II
benefits. The railroads urge that such an amendment be made, but note that
Jurisdiction of the House Interstate and Foreign Commerce Committea may be
Involved.

Adjustment of the financial interchange.-The railroads also urge that the
financial interchange between the railroad retirement and social security sys-
tems be placed on a current basis, so as to eliminate the present delay of
almost 18 months in the payment by the social security trust fund of monies
which belong to the railroad retirement account. That delay has a serious ad-
verse effect upon the cash flow in the railroad retirement account. Placing the
financial interchange on a current basis requires amendment of the Railroad
Retirement Act, and thus also may involve the jurisdiction of House Interstate
and Foreign Commerce Committee.

APPiNDIX A
RAILOADS' PRoPoSED Rmvxsio.i or SECTION 103 or 5. 1902

(Added language is in italic; deleted language is bracketed)

APPLICATION OF EMP.OYERI EXCIS TAX TO WAGES IN
EXCaS oF CONTRIBUTON AND BENEFIT BASE

Section 103. (a) Section 230(c) is amended by adding at the end the follow-
ing sentence: "For purposes of the employer tax liability under section 8111 of
the Internal Revenue Code of 1954 and section 8221(b) in the case of railroad
employment, the contribution and benefit base referred to in paragraph (1) of
section 3121(a) of the Internal Revenue Code of 1954 Is deemed to be $23,400
a114$87,500 with respect to remuneration paid during calendar years 1979 and
1980, respectively."

(b) (1) Sections 8111(a) and 8111(b) of the Internal Revenue Code of 1954
are each amended by inserting ", but without regard to paragraph (1) thereof"
after "as defined in section 8121 (a)".

(2) Section 3221[a] (b) of the Code Is amended by inserting [", but without
regard to paragraph (1) of section 8121 (a)," after "as defined in section 8121"
each time it appears.] at the end the following sentence: "Por purposes of the
additional rate of tax imposed by this subsection, paragraph (1) of the defini-
tion of cagese' in section 3121(a) thall be disregarded."

(3) Section 8121 (a) of the Code is amended by inserting Immediately after
the number of designating paragraph (1) the following: "other than for pur-
poses of sections 3111 and 3221(b)".

(4) This subsection is effective with respect to remuneration paid in any cal-
endar year after 1980.
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A"zNDIX B

RAILRoADS' PROPOSED R asxOi or Szonox 102 or S. 1902
(Added language s. in italio)

Contributions from the General Fund of the Treasury to the Federal Old-Age
and Survivors, Disability, and Hospital Insurance Trust Funds, and the

Railroad Retirement Account, for Years of Exceptionally
High Unemployment

See. 102. Section 201 is amended by adding at the end the following new
--subsection:

"(J) (1) On or before July 1 of each calendar year immediately succeeding a
calendar year in which the average rate of unemployment, as determined by
the Bureau of Labor Statistics of the Department of Labor, has exceeded 6
percent, the Secretary of the Treasury shall transfer to the Federal Old-Age
and Survivors Trust Fund, the Federal Disability Insurance Trust Fund, and
(as established by section 1817(a)) the Federal Hospital Insurance Trust
Fund, and as established by section 15(a) of the Railroad Retirement Act of
1974) the Railroad Retirement Account, an amount computed in accordance
with paragraph (2), and apportioned among the Funds and Account in accord-
ance witif paragraph (8), subject to the provisions of paragraph (4).

"(2) Subject to paragraph (4), the amount to be transferred under para-
graph (1) in a calendar year shall be the product of-

"(A) an amount equal to the sum of (i) the amounts appropriated in
the preceding calendar year to the Federal Old-Age and Survivors Insur-
ance Trust Fund under subsection (a), the Federal Disability Insurance
Trust Fund under subsection (b), and the Federal Hospital Insurance
Trust Fund under section 1817(a); and (ii) the amounts deposited in
those Trust Funds in the preceding calendar year under section 218(h) ;
and (ii) the amounts appropriated in the preceding calendar year to the
Railroad Retirement Account under section 15(a) of the Railroad Retire.
ment Act of 1974; and

'(B) three times the number of whole [one-term] 1 one-tenth percentage
points by which, for that preceding calendar year, the average rate of
unemployment exceeded 6 percent, divided by 1000.

"(3) Subject to paragraph (4), the sum allocated to each trust fund or ac-
count in any calendar year from the amount transferred under the preceding
paragraph, shall bear the same proportion to the sum of (I) the amount trans-
ferred under that paragraph in that year as the amount appropriated to that
trust fund or account by subsections (a) or (b) of this section, or subsection
(a) of section 1817, or subsection (a) of section 15 of the Railroad Retirement
Act of 1974, as may be applicable, and (Ii) the amount deposited in that trust
ftund under section 218(h), bears to thb entire amount appropriated by those
subsections to those trust funds and to that account and deposited in those
trust funds, under section 218(h), in the preceding calendar year,

"(4) In determining for purposes of this subsection the amount appropriated
in a calendar year to the Railroad Retirement Account under section 15(a) of
1he Railroad Retirement Act of 1974, the actual amount so appropriated shall
be reduced by an amount equal to the amounts covered into the Treasury
(minus refunds) during such calendar year under section 8281(a) of the
Internal Revenue Code of 1954.

"(5) This subsection Is deemed to become effective January 1, 1976. Any
transfer under this subsection that would thereby have been made In calendar
years 1976 or 1977, with respect to the rate of unemployment in calendar years
1975 or 1976, respectively, shall be made in three equal installments, the first
within 80 days after the enactment of this subsection, the second no later than
June 80, 1979, and the third no later than June 30, 1980. No transfer may be
made under this subsection with respect to the rate of unemployment for any
calendar year after 1982."

I This appears to be a typographical error In S. 1902 as printed.
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MACHINERY AND ALLIED PRODUCTs INSTITUTE,
Washington, D.C., June 13, 1977.

'Hon. GAYrLORD Nz~woi, Chairman,
-Subcommittee on Social Sceurity of the Senate Committee on Finance,

Dirkeen Senate O1ce Building, Waahington, D.C.
DEAR SENATOR NELSON: The Machinery and Allied Products Institute wel-

comes this opportunity to express its views regarding the Administration's
.social security proposals to solve the short- and long-run financial problems of
the system. The Institute's membership is vitally concerned with the issues and
believes a thorough review of the problems to be of critical national
importance.

Before proceeding to an examination of some of the key issues, two general
observations are in order. First, as representatives of the capital goods and
allied product industries, we have always taken what we feel has been under-
standable pride in the leadership role played by the manufacturing sector of
the economy in the establishment and development of the private pension plan
-system. As our statement brings out more fully, we believe only a vigorous and
Imaginative effort on the part of industry and government can achieve the goal
*of the proper growth and development of the private and public systems, both
of which are vital to our present approach of providing for the needs of the
older population of this nation. We think the most careful scrutiny of the inter-
action between social security and the private pension system is long overdue'
and we approach the financing issues before this Subcommittee with this in
-mind.

Second, social security is and should continue to be an independent program.
However, Its financial impact cannot be reviewed in a vacuum. Social security
financing must be considered together with all other tax recommendations of
the Administration and Congress. The most notable examples are, of course,
the tax provisions of the Administration's energy program now before Congress
and the "tax reform" package to be submitted presently. Not to do so would be
irresponsible because of the severe impact of social security taxes.
.A summary of our position

The Administration has proposed an eight-point program designed to provide
both short- and long-run financial solutions to the social security system. We
urge that Congress review sr cial security financing as a part of the total tax
picture including all other tax recommendations so that the full impact of the
program becomes clear. Specifically, we recommend that Congress take the
following steps to alleviate the financial problems of social security:

1. Amend the Act to permit borrowing among the funds and borrowing from
general revenues on an emergency basis with the proviso that there be an
-unqualified obligation to repay these funds.

2. Elimination of the "progressivity" of the current benefit formula; overhaul
the spouse's benefit provisions; and remove the minimum benefit.

3. Add an "annual earnings" test to determine entitlement to retirement
benefits.

4. Move toward establishment of universal coverage of the system.
5. Reform and improve the administration of the preretirement and dis.

ability programs.
6. Change the retirement ages, with regular retirement set at age 68 and

"early" retirement at age 65.
7. Enact a tax rate increase oi 0.5 percent for employers and employees each

in 1978.
8. Provide realistic statutory "integration" rules for private plans, including

the adoption of incentives to encourage the growth of the private system.
9. Increase the tax rate on the self-employed from 7 percent to 7% percent.
10. Change the test of whether an individual may claim benefits as a

,dependent.
11. "Decouple" the social security benefit formula to eliminate the overad-

justment for inflation now in the law.

1 HMO Heourtty-The "Finanoial Crisis" in Perspective, Machinery and Allied Products
Institute, March 1977. (A copy of this pamphlet is attached.)
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12. Advance the 1 percent increase in the OASDI tax rate which is schedule4II
to go into effect In 2011.

We also urge the Subcommitte and Congress to reject the following solutions:
1. Provisions for a special "counter-cyclical" payment from general revenues.
2. Removal of the ceiling on the amount of an individual's wage or salary on.

which the employer pays social security taxes.
8. An Increase in the amount of the wage base subject to the employee tax,

beyond the automatic increases in the current law.
4. A shift of revenue from the HI Trust Fund to OASDI Trust Funds.
In brief, these views flow from the following convictions:

Any action taken by the Congress should preserve the basic elements of
the present system-mainly, the concepts of the "relationship between the-
right to benefits and the performance of work."

Since the public system is not identical in scope, philosophy, or purpose
with the private system and only a part of the population is covered by
supplementary private pensions, it may not be possible to balance the two-
so as to provide perfectly complementary programs; however, Congress
now has the opportunity in reviewing the financing solutions to take a
giant step in this direction.

In selecting solutions, Congress must view the social security system in
the full context of: the system's welfare aspects, its lack of universality,
and the total tax burden carried by families and employers. In short,
"band-aid" solutions can only worsen the long-run problems.

Our statement begins with a look at where the system Is now and the
identifiable problems. Following this, we review the Administration's proposals
against the backdrop of the alternatives facing Congress. Finally, we conclude-
with some specific recommendations.
Some perspcttve

The growth of the social security program in recent years has been stL5ger-
Ing. Between 1966 and 1977 total benefit payments have risen from roughly $20
billion to over $90 billion, more than a 400 percent increase. Even after adjust-
ment for inflation, benefit payments doubled in this decade.

In 1966, employers and employees paid a combined tax of 8.4 percent on the
first $6,600 of wages; by 1976, the combined tax had increased to 11.7 percent
of the first $15,300. Under present law, in 1978 the combined tax will jump to
12.1 percent on an anticipated maximum taxable wage base of $17,700. By
1978, the maximum tax levied on a covered worker will have climbed from
$277 in 1966 to $1,070, about a fourfold increase.

The future tax picture is equally bleak. Even with the 1978 tax rate increase-
and anticipated annual Increases in the maximum taxable wage base, the 1977
Trustees' Reports indicate the Disability Insurance Trust Fund will be ex-
hausted in 1979, the Old-Age and Survivors Insurance Trust Fund in 1983, and
the Hospital Insurance Trust Fund In the late 1980s. Thus, an even heavier

-tax burden seems inevitable to meet rapidly rising benefit payments now esti-
mated to be over $150 billion by 1981.

There are, of course, only four sources for additional financing for the sys-
tem. The first is an increase in the tax rates. A second approach Is to increase.
the maximum taxable earnings base to a greater extent than the automatic-
adjustment provisions would bring about. A third avenue is to Inject a govern-
ment subsidy into the social security system from the general revenues. The
fourth approach is to cut benefits or benefit expectations.
I The Administration has presented Congress with a package which to one
degree or another employs all four of the methods of financing. Unfortunately,
this kind of eclectic solution will bring with it a number of perversities for the
system. To explain, we turn first to the introduction of significant general
revenues to pay for the burgeonng costs.
General revenues-The abandonment of the earnedd income" concept

The Administration has proposed that a "new counter-cyclical financing
mechanism" be established to feed general revenues; Into the OASDI and HI
Trust Funds. The basic concept is that an amount of money equal to the-differ-
ence between payroll taxes that were actually paid and those that would have
been collected for the year if unemployment had been no more than 6 percent
would be transferred from general revenues to the social security trust funds.
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'Under the proposal, the transfers would cover the taxes that have been lost
because of high levels of unemployment that began in 1975. While the transfers
would actually be made in 1978, 1979, and 1980, they would reflect revenue
:shortfalls of the years 1975-78. The mechanism would be temporary, ending
with the 1980 transfer unless renewed by Congress.

"Earned income concept."-There are, of course, no excess general revenues
.available. Thus, this kind of federal revenue financing will hold up other new
programs, including tax reduction, by extending the deficit. Frankly, once the
funding from general revenues is started in any significant way, we doubt
Congress will be able to stop the flow.

Further, the proposal raises a very fundamental question in connection with
the future of social security financing. Simply put, of great importance to this
-system as It exists today are the relationship between benefits and earnings
.and the relationship between the right to benefits and the performance of work.
The payroll tax is an essential part of the earned-benefit approach because this
kind of contribution tax is more directly tied to employment than any other.

To expand on this issue, social security is best viewed as a device to force
people to save during their working years to ensure adequate income in retire-
inent. Within the lifetime framework, where taxes and benefits are considered
jointly, the payroll tax is the appropriate method of financing a compulsory
savings program.

Arguments to the contrary tend to dwell on the many non-wage related bene-
fits of the system, such as the minimum benefit, the dependents' benefits, and
the progressive benefit formula. Critics of the payroll system argue the system
should be viewed as an expenditure program in an overall income maintenance
.system. Thus, the payroll tax would be evaluated in relation to other taxes,
not to benefits.

Yet in so arguing for the introduction of general revenue financing, such pro-
ponents overlook, or at least underestimate, the following considerations :

1. The contributory financing payroll tax system allows workers to receive
benefits as an earned right rather than as a dole.

2. A fixed source of income protects the system from the uncertainties of
annual appropriations and, in the case of the Administration's proposals, the
uncertainties as to economic projections regarding unemployment.

3. Indirect financing on the theory that social security is in significant part
an income maintenance program begs the introduction of a means test because
it is inefficient to provide income maintenance to those who do not need it.

4. General revenue financing-even if only In part-will place the system in
competition with all other government programs for such funds.

5. Finally, the introduction of the concept (other than to finance benefits in
special cases as is currently done) will inevitably lead to an Increased reliance

,on such financing with accompanying pressure for increasing income taxes.
Overlooking the current "offset."-At the present time, unemployment is

heavily subsidized. The Administration would add to this subsidy by means of
its "counter-cyclical financing mechanism" for social security. This approach,
if adopted on a permanent basis, would bring with it a number of Inconsisten-
cies. For example, if during the course of a recession it were deemed appropri-
ate to have a "stimulative" fiscal policy, this previously established policy
would be counterproductive. It would tend to defeat the very purpose of an-
adequate reserve in the trust funds.

Beyond this, moving to general revenue financing overlooks the fact that
Congress has already taken steps to ease the burden of low-income taxpayers
and beneficiaries under the system. Specifically, the earned income credit intro-
.duced Mi 1975 goes a long way toward eliminating the burden of the payroll tax
on the working poor. This is, of course, a limited device, i.e., the credit is
.extended only to taxpayers with children and provides no relief for low-income
childless couples or single people. Its existence, however, coupled with the fact
that the tax relief it provides occurs outside the social security system permits
it to function as a strictly wage-related system and still be equitable.

As for low-income beneficiaries, Congress in 1972 created the supplemental
security income (88) program to replace the old network of state programs
providing for the needy aged, disabled, and blind. Under 551, which is admin-
istered by the Social Security Administration and fully financed from general
.revenues, benefit levels, eligibility conditions, and means tests are uniform
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nationwide. The S81 program is more than a revamping of existing public-
assistance programs; It is a federal minimum income guarantee serving as a
floor for those on social security. Its very existence lessens the need for the
welfare aspects of social security benefits, including the progressive benefit
formula.

In sum, we already have committed significant general revenues to programs.
outside the social security system which are indeed completmentary to the
system itself, To introduce general revenues in another way appears totally
unnecessary and dangerous.

Trust fund levels
Another "virtue" of the countercyclical financing mechanism claimed by tile

Administration is that the necessary reserve level-presumably one able to
withstand a serious recession-can be dropped from the desired 50 percent of
annual outlays to 35 percent. At first blush, this is an appealing feature of this
proposed financing mechanism.

On the other hand. it may be possible to drop the reserve below 50 percent to
something around 85 percent without so drastic a step as the introduction of
general revenue financing. Specifically, the law could be amended to permit bor.
rowing among the funds. Thus, there need be no fear that the Disability Insur-
ance Trust Fund would be exhausted in 1979 when it is evident that there are
still adequate funds in the Old-Age and Survivors Insurance and Hospital
Insurance Trust Funds. While this is not a long-run solution, it would provide-
needed flexibility and is in effect recommended by the Administration-at least
on a one-time basis.

As to the argument that using general revenues averts the necessity of rals.
Ing social security taxes during a recession, still another safeguard could be-
added to obviate that need. The law could be amended to provide that Ifind.%
from general revenues could be loaned to the social security system in the
event of a threatened depletion of funds. This could be established as an arm's-
length transaction at prevailing interest rates. We make this suggestion with
some trepidation because this type of financing could become a back-door to
general revenue financing which we strongly oppose as set out above. This
approach would give Congress still another option assuming the timing was
wrongfor a tax increase.

As to the absolute minimum level of reserves appropriate, a study should be
conducted of our most recent recession experience. Most economists agree that
the recession of 1973-75 was the worst since the depression of the '30s and that
we are unlikely in the future to suffer any recession more severe. Looking at
the 1977 OASDI Trustees' Report, it appears that the drop in assets on hand at
the beginning of the year stalled as a percentage of expenditures during the year
was 30 percent from 1072 to 1970. Accordingly, a reserve of 40 percent would
appear to be adequate to withstand another such recession, assuming, of
course, that the structural defects currently in the system now aggravating
the reserve run-off problem are corrected. At any rate, a full study might
reveal that the levels of reserves previously thought to be necessary are not
required in light of the actual 1973-75 recession experience,
Lowccring BDenfit Bpectation8s-A Long-Run Solution

As the Administration points out, the current social security benefit struc-
ture requires immediate attention because the automatic price adjustments
Introduced in 1972 contain a flaw. Under the 1972 changes, whenever benefits
for those already on the rolls are increased to keep pace with the cost of living,
the wage replacement factors are increased by the same percentage. The pur-
pose of this change is to assure that every future retiree who has the same
average lifetime wage as a current retiree will receive the same benefit. The
adjustment or indexing, however, fails to take into account the fact that aver-
age lifetime earnings covered by the system are also rising and, therefore, the
benefit formula is actually overadjusted.

All appear agreed that a correction must be made and promptly. The Ad-
ministration's proposal for correcting this flaw called "decoupling" is not alto-
gether clear, but does include (1) a 45 percent fixed replacement formula; and
(2) wage-indexing the earnings history.
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Unfortunately, the Administration has not gone far enough in its "decou-
pling" proposal because decoupling in the broad view involves: the "progressivi.
ty" of the current benefit formula; spouse's benefits; and the minimum benefit.
In short, Congress in approaching "decoupling" has the opportunity to re-
examine in full the benefit promise under social security and whether it seizes
upon the opportunity or not will implicitly or explicitly be establishing policy
in these areas.

Eliminating "progresivt."-To explain, under virtually all "decoupling"
approaches, the new system would have stable replacement rates and these
rates will alter the pattern of benefits paid to future retirees. Thus, a first issue
becomes how progressive should the benefit formula be. Currently the formula
is structured so that the benefits of low-wage workers are a higher proportion
of their preretirement earnings than those of high-wage workers. As part of a
decoupling scheme, it would be possible to design a benefit formula that closely
duplicates the existing structure. On the other hand, Congress could eliminate-
or at least adjust-this progressivity which has evolved gradually over time.

With the existence of S51, Congress should look at the alternative of provid-
ing proportional benefits to all retirees. This tack would separate the goals of
earnings replacement and income maintenance into two programs. The earnings
replacement function would be performed by social security--a strictly wage-
related system-while the income support function would be transferred to
SEl.

There would be many pluses to providing strictly proportional b(nefits to all
retirees. Among these are the following:

1. The current progressive benefit structure carries with it a high cost and
this cost-to the extent Congress deems it appropriate---could be transferred to
general revenues within the structure of existing programs.

2. Social security benefits would be strictly related to past contributions and
therefore appropriately financed by the payroll tax.

8. A proportional social security benefit approach would ensure that all fu-
ture workers receive an equitable return on their contributions.

4. A proportional benefit structure would be more nearly parallel to the
private system making "fair" integration with the public system more feasible
and easier to administer. (It is the progressive nature of the current system
that in large part makes it possible for lower paid employees to achieve a pen-
sion in excess of final earnings when the benefits of an unintegrated private
plan and social security are combined.)

The spouse's bencflt.-Another issue in terms of a future benefit structure is
the benefits for aged spouses. Under the current program--designed on the basis
of the presumed dependency of a married woman on the male head of the
household-a number of inequities are created by the fact that the tax is levied
on the individual but the benefit is awarded to the family. Specifically, a mar-
ried worker receives an additional 50 percent of the primary benefit for the
support of his spouse, raising his wage replacement rate and giving him more
benefits for his payroll tax dollar.

Given a proportional benefit structure, it is probably easier to design a solu-
tion to the spouse's benefit inequity. For example, to maintain a 50 percent add-
on, nonworking spouses might be given the option of contributing a "tax" equal
to the tax for one-half of the income the spouse earns that is covered by social
security.

At the same time, since more and more spouses are working, new averaging
rules could be created. At the minimum, Congress should recognize that the
issue goes beyond one of equitable treatment; the current spouse benefit is
simply irrational under any kind of earned benefit system and in some respects
is inefficient for an income maintenance system since it is typically the higher
income workers who gain most under the current system.

Minimum benefts.-As with the case of the progressive benefit formula, the
minimum benefit provisions under social security are at the heart of the pro-
gressive nature of the social security benefit scheme. It seems obvious that
these benefits duplicate the 881 program and cannot be Justified under an
earned income benefit program. Beyond this, minimum benefits are a part of
the problem called "double-dipping." Under the current system, workers en-
titled to other major pensions, such as federal civil service retirement benefits,
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can easily achieve insured status under social security and receive at least the
minimum benefit in addition to their regular pensions. In sum, in addressing
"decouplIng" attention should be given to the issue of minimum benefits a'8 well.

The technical " fseue8.-"Decoupllng" Is a long-term solution to the financing
problems of the social security system. It Is, however, far from being a sim-
plistic cure because It requires resolution-as noted above-of a number of
fundamental Issues about the nature of the social security program. We would
urge that each such issue be taken up by Congress and specifically dealt with.

Beyond the fundamental Issues, "decoupling" also involves a number of
technical decisions. Unfortunately, without the Administration's specific recom-
mendations, it is not possible to comment In detail on the "hews" of decoupling.
Suffice it to say that among the models presented In the past the most "sale-
able" appears to be the one proposed by the Ford Administration in June 1976.

This proposal would eliminate the indexing of the wage replacement formula
by freezing the replacement factor for three categories of earners and replacing
this adjustment by wage-indexing the earnings history. Under this approach,
nIl prior-year wages would have the same comparative value as wages earned
in the year before retirement. Once the initial benefit amount for an Individual
were determined, subsequent increases In the monthly benefit would depend on
Increases in the CPI, as In the present law. This approach would eliminate
about half the long-term deficit.

There is also merit in the approach which would index the earnings historY
by price. Since prices over a long period of time have not risen as rapidly as
wages, the relationship of benefits to final wages declines continuously over
time. Thus, all other things being equal, price-indexing develops more savings,
and it could be employed to eliminate the entire deficit by itself.

The problem, however, is that price-indexing would produce slowly declining
replacement rates. Those who argue for price-indexing contend in this regard
that adjustments can be made later by future Congresses whenever they believe
it to be necessary. In our view, while we recognize the merits of price-indexing,
It Is less acceptable than wage-indexing because of the implied need for con-
gresslonal action to periodically boost benefits. This latter situation might well
carry us back to the pre-1972 days when Congress felt compelled to raise bene-
fits before every election-or so it seemed.

Other technical problems that have to be wrestled with Include:
1. The need for a transition period to phase-In the decoupled system. In our

view, a transition period is obligatory.
2. Whether or not the lifetime earnings concept should be modified. We be-

lieve the lifetime earnings concept should be kept because it fits with a wage-
related annuity program as the appropriate base on which to award benefits.

Concluding comment.,-"Decoupling" is essential and Congress should move
as rapidly as possible to accomplish this change. At the same time, it does
raise fundamental questions regarding the system and it Is equally important
that Congress come to grips with these basic issues.

As we view decoupling, it presents Congress with an opportunity to put the
system firmly on a wage-relstted trark. If this Is done. the Congress will have
taken a giant stride toward making the private and public systems compatible.
Once the two systems become more "synchronized." this should provide a needed
incentive to the growth of pri-ate programs which in turn will lessen the
pressure for expansion of the public system.
Other benefit dc cr-aaes

Change in test-for bencfiolares.-The Administration's proposal would nar-
row eligibility for dependent's benefits, limiting It to whichever spouse had the
lower income over the preceding three-year period. This proposal is designed
to mitigate against the Supreme Court decisions which in effect permit any
husband to claim dependent's benefits, regardless of his actual previous de-
pendency on his wife's earnings. We think this would be a meritorious change.

Other ehanges.-The Report of the Advisory Council on Social Security in
March 1975 made a number of suggestions which should be reviewed during
this current process. Among others, the Council suggested: -

1. The provision of the retirement test under which a full benefit may be paid
for any month In which a beneficiary earns less than one-twelfth of the annual
exempt amount should be eliminated, and replaced with one based strictly or.
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annual earnings. This would eliminate payment of bpeats to them peons
who are able to channel taeir yearly earnings late a few mouths and establish
benefit eligibility for the, rest of the year.1 .

2. The minimum benefit should be frosen at a speeifed level and ,bedt
ai4ould not exceed 100 percent of the earnings on which the benefit is based
This is aimed at workers who are eligible for retirement benefits under both
social security and other retirement programs (for noncovered employment). It
is viewed as a windfall to those individuals because ,benefits they will reeve
are out of ,roportion to what they contribute. I

In this regard, we have noted above that decoupling provides an opportunity
to remove the minimum benefit altogether. .The Advisory Qouncil recommenda-
tion would appear to be a welcome interim step until the complete removal Is
accomplished. i I

8. Make universal coverage compulsory. This would expand coverage to those
with earnings not now covered-mainly from public employment It is the
Council's view that such a change would eliminate unwarranted duplication of
benefits. It would, of course, greatly improve the financing outlook, at least for
the shorter run.

This proposal is of course fraught with difficulUes, including legal restraints.
On the other hand, it makes a lot of sense if viewed in the context of other
changes which would move the system to a "pure" wage-related program. Once
this is accomplished, it would be easier to design complementary state and
federal programs if Congress deemed it appropriate to mandate universal cov-
erage by social security.

Currently, "double-dipping" and state'nd local financial problems leading, to
withdrawal from the system place a considerable financial burden on the 90
percent of the population and their employers who must by law pay for social
security. It would appear quite appropriate to move toward universal coverage
and the logical starting point is with federal government employees both mili-
tary and civilian.

Longer-run benefit solutions.-It, is clear that in a major overhaul of the
social security system, attention must also be directed to preretirement sur-
vivor and disability benefits and the appropriate retirement age. As to the
former, it is obvious that the needs that survivor and disability benefits are
designed to fill are basically different from those foe -etirement benefits. Thus,
It is not necessarily appropriate to have identical benefit structures and for-
mulas for these quite different situations.

Under existing law, there are situations where survivors and disability
benefits greatly exceed retirement benefits for persons with similar earnings
This Is because earnings are averaged over a shorter and more recent period-
when earnings are generally higher.

Decoupling may help eliminate this anomaly in part because past earnings
would be indexed tending to bring all earnings "up to date."

In addition, there have clearly been cost problems associated with the ad-
ministration of the disability program. Part of the needed reform is the neces-
sary administrative changes so as to ensure the program provides payments to
only those persons who are truly disabled in keeping with what the law now
Intends.

A longer-run solution related to the benefits discussion involves a change in
the retirement age. While there would appear to be no "urgency" in terms of
a need for congressional action, it is clear that projections show the proper.
tion of retirees to workers increases greatly in the next century. In addition,
other pertinent trends show an Increasing physical capability of the aged to
continue working. Putting the trends together, and in light of the forecast rise
of the social security costs, an attractive option is to encourage later retire-
ment by moving the normal retirement age forward, perhaps to age 68 and
early retirement to 65.
Short-run financing solution

When all is said and done about decoupling and benefit modifications, the
system still has a short-run financing problem. It Congress rejects the Adminis-
tration's proposal to adopt general revenue financing-as we have urged it
should-the two basic approaches remaining are an increased tax rate and/or
an increased taxable wage base. But first, a closer look at the financing problem
is In order.

P5-197-77-26
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SAM-rim flnancip seed.--The 1977 Trustees' Report provides a "medium.
range" cost estimate for the next 25 years (1977-2001). Independent of hospital
insurance, the Report indicates that the old-age, survivors, and disability insur.
dance system is estimated to be under-financed by 2.84 percent of taxable payroll
under present law and by 2.06 percent of taxable payroll if the system Is de-
coupled and the replacement ratios are stabilized. While it Is useful to have
75-year forecasts, It would appear that Congress would be quite safe if It
limited Its 1977 correction to the shorter run which is about two percent of
taxable payroll on an average for the next 25 years, assuming that prompt
action will be taken to decouple the system.

Raising the taxable wage bae.-Under the Administration's proposal, begin.
ning in 1979 and in each alternate year through 1985, the amount of income
subject to social security tax would be increased by $600, in addition to any
increase that went Into effect automatically, reflecting increases in the average
wage,

While relatively limited, we believe raising the taxable wage base as a flnanc-
Ing solution would be counterproductive. First, It seems obvious that arbitrary
increases in the maximum taxable wage base are contrary to the goal which
would be achieved by decoupling the system by Indexing wages. The automatic
adjustment system already reflects current changes In terms of the tax burden
and wage indexing is a complementary approach to that for determining bene-
fits. Using the wage base to raise needed revenues would simply "distort" what
decoupling can accomplish.

Second, raising the wage base automatically generates higher social security
benefits and thus represents increased financial obligations for the system.
Indeed, a large percentage of the increased revenues accruing from the broad-
ening of the wage base would eventually be paid out in benefits to the affected
high-wage earners.

Third, among the other concerns are the following:
1. Expansion of the "savings" imposed on the higher-wage earners and their

employers is likely to have a negative effect on private saving and adversely
affect the availability of capital.

2. The higher social security benefits which would accompany a wage base
increase diminish the role to be played by private pensions.

3. This kind of taxing which is clearly inefficient since it adds to the long-
range costs of the system can only be justified on the grounds of income re-
distribution. If we are going to move to a wage-related system, It is theoretical-
ly the wrong kind of tax increase.

Taxing employers on the entire earnings of employee&.-At present both the
employer and employee pay social security tax only on the first $16,500 of the
employee's earnings. This figure is projected to rise, in stages, to $23,400 by
1982 under current law. The Administration's proposal would eliminate the
limit on the earnings on which employers pay social security taxes--the wage
base-in three annual steps, starting In 1979. The base would be increased to
$23,400 in 1979, to $37,500 in 1980, and to the entire amount of wage or salary
paid in 1981. The estimated cost to employers is set at $30 billion over the next
five years.

We are opposed to this financing innovation for a number of reasons. First,
this approach is a giant step away from a stricter earnings-replacement scheme.
For those who want to clearly establish social security as an income main.
tenance system, this taxing change is welcome because, as In the case of going
to the general revenues, it would redistribute the tax burden on the so-called
"ability to pay" basis. As we have noted earlier, we believe it would be a grave
error to set an income maintenance goal for the social security system.

Second, this kind of tax will have an uneven impact. Labor intensive and
"high ay" industries will be much harder hit than capital intensive and "low
pay" industries. While from the capital goods section viewpoint this might spur
in some measure the sale of labor saving equipment, it is bad policy in terms of
the "fairness" of the tax.

Third, traditionally employers and employees have shared the cost of the
social security system. Because of this, a number of offsetting benefits have
been provided for employees. For example, the retirement benefit is tax free.
While from time to time the case Is made that this should be changed, this has
been resisted in Congress largely because the worker's contribution of one-half



389

the ,coqte was subject to tax when earned. If Congress changes the mix-and"
removing the lid on the taxable wage base for employers would likely be only a
starter-it Is logical also to change the tax rules for employees as well because
they would be paying a smaller and smaller portion, of the cost.

Fourth, coupled with this point are the findings that in countries with rela-
tively -high employer payroll taxes, employers tend to pay a basic wage that is
lower by the amount of the tax. Thus, employees might be double losers and
end up by paying the tax through cuts in pay increases and losing the tax-free
advantage of social security.

In addition, if it is assumed that the incidence of the tax will largely be
borne by the consumers through higher prices, then it is an inflationary taxing
alternative as well.

Finally, it would appear that this kind of new tax would bring with it
a number of administrative problems. Given the the complexities of com-
pensation including the range of bonus and incentive programs and the trade-
offs made between salary and incentive pay, a host of new rules would have
to be promulgated to determine what this new tax was to le levied on. In
short, the current employer-employee tax split has considerable merit in
that it is relatively simple. Further, there are the broader considerations
noted above.

Increasing the tax rate.-The Administration's proposal would provide in-
creases in the tax rate on the self-employed and advance the planned OASI)
tax rate increase. As to the former, the tax rate on the self-employed would
be increased from the present 7 percent to 71/9 percent, starting in 1979. The
rationale for this change is that it would restore the historical relationship
between payments by the self-employed and the employed. We believe that
restoring the self-employed rate to 75 percent of the combined rate for em-
ployees and employers is appropriate. We note that this change was recom-
mended by the 1975 Advisory Council.

The second tax rate change proposed by the Administration would advance the
planned OASDI tax rate increase from the year 2011 to 1985 and 1990. More
fully, the tax increase for that year which amounts to 1 percent ea(h on
employer and employee would be moved forward. One quarter of the increase
would be imposed by 1985 and the remaining three quarters in 1990. It is
anticipated this proposal would reduce the long-term (75 years) taable pay-
roll deficit of 8.2 by 0.6 percent of taxable payroll.

We believe that the proper financing solution for the short run lies in in-
creasing the tax rate. It would appear that a tax rate increase of 0.5 percent
for employers and employees each In 1978 coupled with the Administration's
proposed increase in 1980 would be sufficient to solve the problem until at
least the end of the century. One key factor which must be studied to de-
termine the adequacy of this proposed tax hike is the future reserve level
to be maintained. If we are correct, as discussed above, that the reserve can
be lowered to a 40 percent, rather than the current 50 percent target, It
could mean the 1.0 percent increase is more than sufficient. Further, the tax
rate increase would have to be coupled with other reforms such as the
higher rate for the self-employed, decouplingg," an elimination of as much
of the progressive nature of the benefit structure as possible, and any other
benefit reductions that are appropriate. We have, of course, discussed these
issues in detail above.

As to the rate increase itself, It would be more acceptable when accom-
panied by the reforms which would make contributions more closely allied
to subsequent benefits. On the other hand. it has merit standing alone. Spe-
cifically, a tax rate hike does not ad(I to future costs of the system as is the
case with the taxable wage base increase. In addition, with the advent of
the earned income credit the additional tax on low-income families is less
burdensome. It seems obvious that if tile low-income workers. like all workers,

are going to lay claim to earned benefits under the social security system
that they should share a part of the increasing cost of the system.

This approach does not preclude Congres- from recognizing the "regressive"
nature of the tax rate and opting to provide broader relief under the earned

income credit law.
In this connection, a May 19, 1977 staff study entitled "Economic Recovery

and the Financing of Social Insurance" issued by the Senate Committee on

the Budget points to a couple of specifics that might be employed to reduce
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the economic Impact of "heavy payroll taxation." Suggesting in effect that
there must be an adequate Dow of trust fund revenues which logically *ill
mean a tax rate increase, the study suggets the use of tax credits for both
employers and employees to moderate the impact of the social insurance
taxes. ,

While we do not necessary advocate such tax credits, we do think it im-
portant to preserve the earned income aspects of the social security system
and the best way to achieve this goal when financing is needed is an In-
crease in the tax rate. As the study points out, we are now dealing with what
we hope and have reason to believe is an extraordinary time in history,
namely, the aftermath of a very "abnormal" recession-the worst of the
post-war recessions. In this light, extraordinary financing solutions might
appear in order but only if of an indirect character, because shifts such as
the general revenue financing proposed by the Administration will tend to*
permanently shift the system towards an income maintenance system. One-
time tax credits, a broadened earned income credit, and even higher benefits
under 881 do not Impact the social security program directly and therefore
might be viewed as the proper escape valves.
Rooial 8eourity and private pensions

This Subcommittee is well aware of the so-called three-tiered system of
retirement benefits. The first tier consists of welfare programs which pro-
vide a minimum guaranteed Income to the needy elderly. The second is com-
pulsory public contributory programs and the third is private provisions for
retirement comprised of private pensions and individual saving.

We have discussed already the relationships between the first and second
tier. It is equally important, we believe, to discuss the relationship of the
second and third tiers as well.

One of the chief stumbling blocks to compatability between the public and
private retirement systems has been the fact that only about half of the
private sector is covered by private pension plans. It would appear in this.
connection that the Employee Retirement Income Security Act (ERISA) is'
currently adversely impacting the growth of private plans. While no data is
available as to how many employers abandoned plans to install a pension
plan because of ERISA, a Pension Benefit Guaranty Corporation (PBGC)
study-Publication No. PBGO 505-shows that more than 10 percent of the
plons estimated to be covered by termination insurance under Title IV of
ERISA have been terminated during 1975-76. Indeed, terminations of single
employer defined benefit plans in 1976 increased 84 percent over 1975, and
in 1976 15 percent listed ERISA as the sole reason for termination.

It seems obvious that if the private sector is discouraged from providing
pension benefits, the social security system will have to fill the gap. It thus
would appear appropriate in the current review of the financing needs of
the social security system to look once more at the role social security might
play in providing incentives for the development of private plans. For ex-
ample, it would be useful to review the following suggestions:

1. The possibility of an option for employers to establish or maintain a
private plan and to deduct the contributions made for such a plan from so-
cial security taxes payable to government.

2. The creation of a two-layered social security system with employees
covered by private plans given an option of making the full contribution to
the optional portion of the public plan or riding with the private plan.

3. Making social security Insurance above a certain level optional for all
covered employees.

In sum, it appears essential that Congress consider the future growth of
the private system while It reviews the public system. In this regard, It
would be appropriate to review the growth of individual retiremwnt counts
(IRAs) for workers not covered by a company or union plan. It would also
be timely to review once again the rules on the integration of the private
and public plans. Since integration is based on the logical notion that public
and private retirement programs sholud function as a unified system, the steps
taken by Congress to move the public system toward more comparability with
the private approaches will, of course, simplify the integration issues.

It seems clear that the threat of the possible disallowance of integration
which would significantly raise the cost of most private plans is now a major
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disincentive to the establishment of a private plan. Perhaps It Is time for a
bold stp by Congress in this regard. Specifically, Congress could etablisk
the following three-pronged policy:

1. Adequate retirement Income for low-wage workers Is to be provided by
a combination of social security and supplementary security income.

2. Middle-income workers can supplement their social security benefits
through either private pension plans or individual retirement accounts.

8. 11gh-income employees are not to receive large public benefits and a
cap is to be put on the public system to both prevent windfall benefits for
the higher-paid retirees and encourage private saving initiatives, including
private plan coverage.

Adoption of this kind of policy would enable statutory rules on Integra-
tion to be established. It would also make more feasible an integration
scheme with public plans for federal, state and local workers.

To sum up, social adequacy is out of place in an earned income retirement
system. Attempts to maintain an adequate retirement program and keep it
in major part as an income maintenance system simply will force a host of
perversities such as a staggering cost burden and a disincentive to the estab.
lishment of private plans. It k4 now timely to recognize that the public system
cannot go on much longer as a hybrid system. Recognition of this reality
will serve to direct Congress toward the major reforms which will more
closely unify the three-tiered retirement system.
,Recommendations in summary

The Administration has proposed an eight-point program designed to pro-
vide both short- and long-run financial solutions to the social security sys-
tem. We urge the Subcommittee and Congress to rcjcct the following solu-
tions:

1. Provisions for a special "counter-cyclical" payment from general revenues.
2. Removal of the ceiling on the amount of an Individual's wage or salary

on which the employer pays social security taxes.
3. An increase in the amount of the wage base subject to the employee

tax, beyond tihe automatic Increases in the current law.
4. A shift of revenue from tie III Trust Fund to OASI)I Trust Funds.
We do support the following proposals:
1. An increase in the tax rate on the self-employed from 7 percent to 71

percent.
2. A change in the test of whether an individual may claim benefits as a

dependent.
3. "Decoupling" of the social security benefit formula to eliminate the over-

adjustment for inflation Pow in the law.
4. An advancement of the 1 percent increase in the OASI)I tax rate which

is scheduled to go into effect in 2011.
Beyond the Administration's proposal, we urge that Congress review Social

security financing as a part of the total tax picture including ill other tax
recommendations so that the full impact of the program becomes clear. Spe-
cifically, we recommend that Congress take the following steps to alleviate
the financial problems of social security:

1. Amend the Act to permit borrowing among the fund and borrowing
from general revenues on an emergency basis with the proviso that there be
an unqualified obligation to repay these funds.

2. Eliminate the "progressivity" of the current benefit formula; overhaul
the spouse's benefit provisions; and remove the minimum benefit.

3. Add an "annual earnings" test to determine entitlement to retirement
benefits.

4. Move toward establishment of universal coverage of the system.
5. Reform and improve the administration of the preretirement and dis.

ability programs.
0. Change the retirement ages, with regular retirement set at age 08 and

"early" retirement at age 05.
7. Enact a tax rate increase of 0.5 percent for employers and employees

each in 1978.
8. Provide realistic statutory "integration" rules for private plans, Includ-

Ing the adoption of incentives to encourage the growth of the private system.
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Conoludn, oommInt I
The social security system is now some 40 years old and it is very timely

for a thorough congressional review of the role, that social security can
effectively play In the future. It Is both not enough and unnecessary to push
through crisis-type proposals.

As we see It, the system must be reshaped Into a purer earned Income re-
placement program. With the development of the SSI program and the
earned income benefit program, Congress has created a floor of protection
for low-income workers which can be developed to complement the earned
benefit program without directly burdening the system.

It is in our view timely to recognize that, in the long run, the public sys.
tem cannot be counted on to provide for all retirement needs. Steps taken to
limit the program so as to encourage the growth of the private system and
other private savings are appropriate.

While we understand the magnitude and difficulty of a complete review,
we think the timing is now right. Given a redefined goal and policy direc-
tion, the social security program can very adequately fill the middletier of
needs in retirement. In short, the more realistic goal Is a return to the so.
cial security concepts of some 40 years ago. Unfortunately, the Administra-
tion's proposals would, In balance, tilt the system further toward a welfare
or income maintenance program. In our opinion, this would be totally unsound.

We appreciate this opportunity to express our views and if we can be of
assistance to the Subcommittee In its challenging task of reviewing the Ad.
ministration's proposals, please feel free to call upon us.

Respectfully,
CHARLES STEWART,

President,
Attachment.

SOCIAL SVURITY-TIIE "FINANCIAL CRISIS" 11 PERsPFcrnvF

Introduction
The growth of public and private institutions as a means of providing re-

tirement Income is one of the most important economic phenomena of this
,century. Starting at nearly ground zero, the pension system has mushroomed
to such an extent that today over 90 percent of the entire work force Is
covered by the social security system or state and local government retire-
ment programs, and approximately one-half of the employees in private, non-
farm business establishments are participants In private pension plans.

But what does the future hold? On the private side, it is probably fair to
state that the future is uncertain. This is because of a combination of con-
verging situations. First, the Employee's Retirement Income Security Act of
1974 (ERISA) has brought with it certain clearly identifiable cost burdens,
and the threat of further government strait-Jacketing of the entire private
pension and welfare system.

Second, Inflation Is a problem. Given the likelihood of continued and sig-
nificant Inflation, the private pension system is challenged by a number of con-
cerns, such as increased costs because of a decrease In the value of plan assets,
the plight of the private plan retiree whose pension income is being rapidly
eroded, and the impact that Inflation will have on government requirements
under ERISA and the social security system.

Finally, there is the social security system itself. Its future as a retirement
program could well retard the growth of private pension plans.' Because it is
not Identical iII scope, philosophy, or purposes to the private scheme, it has
been Impossible to date to balance the two so as to provide complementary pro-
grams. Absent universally mandated private benefits, we must face the reality
that only' a part of the population is covered by supplementary private
pensions.

I For an earlier MAPI study on this issue, see "Social Security and Private Pensions
at tho Crossroads: Crisis or Compromise?" (MAPI, 1967).
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But the same reality Indicates tht the future growth of the public system
could by itself inhibit the growth of the private system since the costs of the
two systems are in a major sense substitutes for current wages and salaries.
For his reason, the private system has a major stake in the future of the
public system. This study comments on what appears to be in the offing, both in
the short-term and long-term for the social security system.
Hhorf.Term

For several years, there has been widespread concern about the financial
problems of the social security program (the cash benefits of the old-age, sur-
vivors, and disability system). The first official hint of this appeared in the 1974
Trustees Report. This report indicated, however, only that the major problems
would occur some years hence, particularly after the turn of the century.

The 1975 Trustees Report brought worse news. Not only were there long.
range problems, but because of the combined effects of inflation and unemploy-
ment, short-range cash-flow difficulties emerged. An ever gloomier picture was
presented in the 1970 Trustees Report. (See TAlea-lLand IV attached.) It
was estimated that the Disability Insurance Trust Fund would be exhausted in
1979 under almost any circumstances. The Old-Age and Survivors Insurance
Trust Fund was found to be somewhat better off-its exhaustion date was
projected to be 1984.

Quite obviously, with so many beneficiaries depending upon this source of
income-about 33 million at the present time--some corrective action must
be taken by Congress and fairly soon. Congress, however, has been reluctant to
act because of economic conditions and has opted to draw down the trust fund
reserves on the theory that a tax increase would be counter-productive to the
needs of our economy. But even under the more optimistic views, it is apparent
that time is running out. Further, the longer Congress waits, the more dastic
the cure becomes. Thus, most observers feel Congress will turn to this problem
In the 95th Congress.

Additional financing alternat hes.-Additional financing for the system can
coni from only three possible sources. The first is an increase in the tax rates.
Along these lines, the then President Ford on January 4 proposed payroll tax
rate increases beginning January 1, 1978.' In brief, the combined rate would
increase gradually until 1981 when it would be 15.7 percent, about I percent
higher than presently planned under the law. (See attached Tables I and II.)
tration, and recommendations to the Congress will be submitted shortly."

Resistance to this approach, i.e., total reliance on a tax rate hike, will come
from those who believe an increase in the tax rate worgens the regressive
nature of the payroll tax and could increase inflationary pressures in the short
run. Proponents will argue, however, that the tax burden on low-income fami-
lies should be viewed in the context of the total federal tax burden carried by
such families and will point to the Earned Income Credit introduced in 1975
which provides direct cash payments to certain low-income taxpayers.

In addition to noting that this credit was designed with the social security
tax burden in mind, proponents of this approach will explain that a tax rate
hike is less perverse than other forms of adjustment which are possible.

Increasing the taxable wage base.-A second approach is to increase the
maximum taxable earnings base to a greater extent than the automatic-
adjustment provisions would bring about. Proponents of this approach argue
that we still will be within the confines of the payroll tax structure if this Is
done and will shift the burden to higher wage earners. In this connection, It
will be noted that for years the wage base was set at a figure representing the
90th percentile of wages and salaries, but that it is well below that now.

Opponents will argue this would place the increased cost burden on only the
top 15 percent of the workers and their employers, and would limit the extent
to which the private sector can provide economic security. In addition, it will
be pointed out that a wage base increase is less efficient than a tax rate in.
crease because it would create entitlement to higher benefits In the future. In
fact, these future benefit costs would actually increase the long-range deficit.

I President Carter in his budget message of February 22, 1977 "withdrew" the re-
quested social security tax rate increases. The budget message notes: "Proposals to
solve the social security financing problem are being carefully reviewed by this Adminis-
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Uing the eifal reeeftuea.-A third approach le to inject'a government snb-

uidy into the social security system from the general revenues. Its proponents
will argue that a very large part of the benefit commitment is not entirely
wage-related, but also Includes income redistribution from the richer to the
poorer participants. Under these circumstances, It Is claimed that it is Inequit.
able to support such transfers of income with funds raised by regressive taxes,
particularly when higher incomes derived from sources other than wages are
not taxed. Opponents will argue the need to preserve the integrity of the
present self-financing system and point out that recourse to general revenues
will obfuscate upon whom the burden is really falling. In addition, once we
rely on general revenue financing for a significant portion of the benefit cost,
we may be forced to increase Income taxes as a means of paying for the
system.

Other 8oluttons.-It is, of course, possible to have a combination of these
thee alternative methods of financing. Beyond that, Congress might opt for
what could be termed a "wrinkle on the wrinkle," such as:

1. The introduction of a bracket system to provide higher tax rates for higher
inc6me workers a la the income tax system.

2. Removal of the ceiling on the employer's wage base.
S. Provision for a one-time grant from the general revenues and/or emer-

gency borrowing authority from the general fund.
4.' Simplification of the benefit formula designed to reduce the cost impact

of "double dippers," e.g., government workers, state or federal, having limited
covered employment but nonetheless qualifying for a "reasonable" social secu-
rity retirement benefit. One suggestion for such simplification is to design a,
final average pay concept such as the 10 consecutive years of highest covered
earnings with the benefit produced prorated if the employee has not been
covered for at least 35 years.

5. Levy an income tax on one-half the benefits or make F.I.C.A. taxes de-
ductible to the employee on his federal income tax, but in exchange, tax all
benefits as income to accompany a shift of part of the financing to the general
revenues.

6. Transfer certain of the social security benefits which are basically income
transfers from high-wage earners to other public assistance systems paid for
by the general revenues.

Although the crystal ball Is fuzzy at this point, many observers believe that
a combination of the three basic approaches will be adopted by Congress. As
to timing, final action is expected to take place no later than early 1978.

A comment on the tax aspcct.-There is a dilemma facing Congress regarding
the financing needs of the social security system. As noted above, Congress
must correct for the unexpected near-term shortfalls of income in order to
prevent the trust funds from becoming totally depleted.'It could, of course,
change the benefit structure, but this alternative is at best remote in light of
government's implied promises and tie fact that financial plans are based,
rightly or wrongly, on the stability of the program. It is when this option is
ruled out that Congress faces a dilemma. On the one side, Congress is looking
at a substantial "stimulation" package proposed by the Adinlistration to
ensure economic recovery which ironially includes--at least as proposed-an
option for employers to take a credit against income taxes equal to . percent
of social security payroll taxes and a $50 payment to every beneficiary of
social security. On the other side, Congress must consider raising payroll taxes
at least as one option to adequately finance the social security system, and this
would increase the total federal tax burden carried by families and employers.
If on the other hand, Congress relies on general revenue financing for a portion
of the benefit cost for tie wage-related OASDI system, it will eventually he
forced to turn to increased income tax rates as part of the means for obtaining
the Income needed to provide benefits.

(Ympounding this dilemma for Congress is the fact that a host of costly
benefit improvements in the system are gaining additional supporters. For
example, there is al amendment proposed that would end the limitation on
income which a person can eani after becoming a beneficiary following ro-
tirement. There are also the pending changes that would eliminate alleged sex
discrimination in the benefit system. And so on.
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In sum, it Is no longer possible for Congress to look at social security with.
out reviewing the entire federal tax picture. Further, absent variable social
security benefits, it Is not likely that social security tax increases will be
synchronized with the general economic needs.$

Long-term
As noted earlier, it was pointed out in the Trustees Report of 1974 that

the system has a long-term financing problem, and under the system, long-term
Is indeed that because the Trustees' forecasts cover 75 years, or until tie year
2050. Under the 1976 Report, the magnitude of the problem is spelled out in
a variety of ways. Most conservatively, the projection is for an actuarial
deficit in the system of 7.76 percent of taxable payroll over the next 75 years.
Stated in absolute terms, the deficit is $4.3 trillion, using an annual interest
rate assumption of 0.6 percent. It has also been estimated that there is an
unfunded accrued liability of about $700 billion-the present value of future
benefits to 33 million beneficiaries, including benefits "earned" or accrued to
taxpayers Increases the liability to $3.1 trillion. All appear agreed that a large
long-range deficit appears likely under current economic assumptions.

Causes of the long-term deflcit.-Among the major causes of the long-term
deficit in the social security system are the changed relationship between
Increases in prices and increases in wages, a basic flaw in the benefit formula,
and changes in the fertility rate.

Increases in wages and prices.--In 1972 when Congress adopted the system
of automatic benefit increases, i.e., increases in accordance with changes in the
cost of living, it also proposed to pay for the benefit hikes by automatically
raising the tax and benefit base in accordance with upward shifts in covered
wages. The theory was that for the past twenty years wages had grown almost
twice as fast as prices and if that relationship continued, tax revenues would
automatically be produced sufficient to support the new benefit level.

Obviously, the projected trend has not materialized. Recently, prices have
risen faster than wages and the Trustees in 1976 estimated that over--the long
term wages will rise at 5.75 percent per year and prices will rise at 4 percent.
To avoid deficits if prices rise at 4 perent, wages would have to rise at a rate
close to 8 percent per year. Should a higher rate of inflation than that pro-
jected become typical, the costs of the system could skyrocket because wages
may not rise as fast as prices and clearly not twice as fast.

To date no one Is talking about a solution to this problem, In large part
because it is not politically expedient to eliminate the automatic adjustment
provision for benefits. On the other hand, a lot of talk has taken place over
the cure to a second problem-a basic flaw in the benefit formula.

Basie flaw in benefit Iormula.-It is important to look at this second cause
of the long-range cost overrun of the system because major proposals to correct
the problem have already been presented to Congress.'

The social security benefit computation formula Is simply an equation to
determine how much of the earnings that were lost by retirement, death, or
disability will be replaced by the benefit. To arrive at the benefit amount, it
is necessary to determine average monthly earnings covered under the system
and multiply those by a now 9-part replacement formula.

The "Paw" present is traceable to the statutory changes in 1972. Under these
changes, whenever benefits for those already on the rolls are increased to
keep pace with the cost of living, the wage replacement fact Is Increased by the
same percentage (see Table V attached). This assures that every future retiree
who has the same average lifetime wage as a current retiree will receive the
same benefit. The adjustment or indexing, however, overlooks the fact that
average lifetime wages covered by the system are also rising and, therefore,
the benefit formula is actually over-adjusted.

Until about 1995, this over-adjustment compensates for a different adverse
phenomenon-the lengthening of the period over which wages are averaged.

I There is of course the alternative of reducing expenditures elsewhere in the federal
budget as an offset to higher social security benefits, but that is beyond the scope of this
discussion.

4The Carter Administration in its budget message of February 22, 1977 notes that
"ttihe proposed change to correct certain technical deficiencies in the adjustment of
social security benefits is being deferred pending further study."
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In 1950, the law was amended so that the averaging period Includes only those
years since 1950. As the averaging period gradually Increases, the average
lifetime wage will become smaller as a percentage of final wages.

Moot proposals for correcting the benefit computation formula would elim-
inate the Indexing of the wage replacement formula by freezing the replacement
factors for three categories of earners--low, average, and maximitan-and
replace this adjustment by Indexing the earnings history. "Indexing" earnings
history translates each past year's earnings Into current year's values by
multiplying the past year's earnings by the growth that has taken place In
some other economic factor.

Tie two most popular measures for indexing the earnings history are (a)
wages or (b) prices. The difference between them is already an important
Issue for Congress.

The Ford Administration last June (MAPT Memorandum (1-86) suggested
wage-indexing the earnings history 4n order to stabilize the current relationship
between benefits and final wages. TTnder this approach, all prior-year wages
would have the same comparative value as wages earned in the year before
retirement. This approach would eliminate about half the long-term deficit.

A "Consultant Panel" reporting to the congressional tax committees last
April recommended indexing the earnings history by price. Since prices over
a long period of time have not risen as rnpidly as wages, the relationship
of benefits to final wages (l((-lnes continuously over time. Thus. all other
things being equal, price-indexing develops more savings, and It could he
employed to eliinate the entire deficit by itself.

The problem Is obvious, however; price-indexing would result in an across-
the-board reduction In benefit commitments for future retirees. Those who
argue for price-indexing contend in this regard thMat adjustments can be made
later by future Congresses whenever they believe it to ie necessary.

To sum up, "decoupling," as both of the approaches are called. appears to
have support, and It is likely that Congress will act on this in lhe 95th se.sion.
At the moment, It would appear the proponents of wage-indexing are in the
majority.

Fertility rates.-The third major cause of the long-range dleicit Is the demo-
graphic shift. Knowledge that those born during the post-war baby boom of
1947 to 1954 will be retiring In the years from 2012 to 2020 has. of course, been
built into the long-range projections. In addition, the actuaries have crank(d
In the fact that improved medical care, (et, etc., havo swelled the numlwr
surviving to ol age, pushing the death rate to new lows almost every year
which means a steady expansion of the ranks of the age(1.

However. the continuation and depth of the decline in the fertility rate fol-
lowing the baby boom have only recently been Introduced as actuarial assumnp-
tions. More specifically, for the first 11 months of 1976, the rate was 6M.7
blrthsfor each 1,000 women in the childbearing ageq (15 to 44), down from
66.7 In 1975. At the crest of the post-war "lbaby boom" In 1957, the correspond-
Ing figure was 122.7; the previous low was 75.8 in 1936 during the depression.

Further, for the past several years the "total fertility rate," or the average
number of children born to each family, has dropped below the "replacement
level" of 2.1. This is the figure at which the population would, after some
decades, cease to grow. From 3.7 children for each family in 1957, the total
fertility rate fell to 1.8 In 1975. The Trustees have forecast this rate to average
1.9 for the next seventy-five years.

These changes in fertility rates would bring about the lowest ratio of work-
ing age population to retired population that the system has ever experienced.
The ratio will shift from 30 beneficiaries per 100 workers In 1975 to 50 bene-
ficlarles per 100 workers in 2030. To fund the additional beneficiaries with the
smaller ratio of taxpayers would require an Increase of about 20 percent over
scheduled tax rates for each worker.

The most commonly cited solution is to extend the retirement age to 68 some
time after the turn of the next century. A standard retirement age of 68
would sharply reduce the expected duration of the retirement period for all
workers.

One of the Interesting sidebar Issues raised by the changing demographic
makeup is the Increasing attention older citizens will receive In the next 30-40
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years. For example, there has been a trend toward early retirement and early
retirement options in private plans. Counterbalancing this trend, there Is now
considerable support In Congress to remove at least the upper ago limit In the
age discrimination In employment law. Thus, Instead of a protected group be-
tween the ages of 40 and 05, the law would protect people of ell ages over 40
against discrimination in employment because of age. Should this change be
enacted or should the current law fie construed to be a barrier against conlpany.
dictated retirement lore age or) It Is possible to envision employees having
the best of both possible worlds-able to retire early or to work to age (5 and
beyond. In sum, the demographic shift is certain to Impact socio-economic
priorities and the political response~jo these Issues.
Concludiln comm e

It i4 fair to say that most observers recognize serious short. and long-range
fliinnelng prollems for social security. It Is equally well known that the solu-
tionis swlih as lower benefits anid/or tax Increases are not easy ones. It would
ail)I(-ar to be an Ideal tine to examine the future course of both the public and
private systems. While to (late, Congress has not shown any real Interest in the
(.lmilitadlilty of the two programs, it Is (lear that the problems besetting the
system call for 'ongress to think through a comprehensive set of changes
which would be adequate to solve the total financial problem. In this process, a
nunher of structural prolswals are bound to be reviewed which could have a
major iIpact o01 the future of the private systvi. In sum, it appears that the
sox'ial security dhelilerations of the 95th Congress are going to be particularly
lImportant to the future of private plans.

TABLE I.-BENEFIT AND TAX PICTURE UNDER CURRENT LAW AND ASSUMPTIONS'

Maximum tax
Current payable for

January tax OASDHI tax employer and
and benefit rate (per. employee

base centage) each

Year:
1977 ......................................................... $16. 500 5.85 $9G5.30
1918 ...................................................... . 17.700 6.05 1.070.90
1919 ..................................................... 19,200 6.05 1,161.60
1980....................................... ................ 21,000 6.05 1.270.50
1981 ................................................... 22.800 7.30 1,664.40

I Based on testimony presented to the Joint Economic Committee by the Congressional Budget Office; see vol. 122, No.
88, Congressional Record at S8772, June 9,1916.

TABLE II.-BENEFIT AND TAX PICTURE ASSUMING PRESIDENT FORD'S RECOMMENDATIONS ARE ADOPTED'

Maximum
tax payable

January OASDHI for employer
tax and tax rate and employee

benefit base (percentage) each

Year:
1977 .......................................................... $16,500 5.85 $965.30
1978......................................... 17,700 6.15 1,088.60
1979 ......................................................... 19.200 6.45 1,238.40
1980 ........................................................ . 21.000 6.60 1,386.00
1981 ....................................... ................ 22,800 7.85 1,189.80

',Based on President Ford's tax recommendations to Congress, Jan. 4, 1977; see vol. 123, No. 1, Congressional Record
aS. 41, Jan. 4, 1977.

r'Kee. for example. M'eMnnn v. V'nited Alriln'q, rerled by the Fourth Circuit on
October 1, 197. The Sutpremne Court has agreed to review this case.



398
TABLE IIh.-TRUSIEES' PROJECTIONS (INTERMEDIATE ASSUMPTION) OF THE PROGRESS OF THE OLD.AGE SUR.

VIVORS INSURANCE (OASI) TRUST FRND FOR FISCAL YEARS 197741'

1977 1978 1979 1980 1981

Economic assumptions, calendar year:
Annual Increases In wages-subject to social security-

percent ................................. 8.5 9.4 8.5 7.7 6.7
Annual Increase in prices-percent ................. 6.0 6.0 5.5 5.0 4.5
Rate of unemployment-percent ..................... 6.9 66 6.2 5.7 54Maximum taxable wage-in thousands ............... $16. $17.7 $19.2 $21.0 $22.8

Total Income-in billions ................................ 71 8 79.1 87.2 95.6 103.3
Total outgo-In billions ........................--.-.-..-. ' \ 73.4 81.5 89.7 96.7 108.0

Net Increase--In billions ............................. -1.6 -d. 4 -2.5 -3.1 -4.7
Reserve, end of year-in billions ............................ 35.9 33.5 31.0 27.9 23.2

I U.S. Cong., House 1976 Annual Report of Ahe Board of Trustees of the Federal Old.age and Survivors Insurance and
Disability Insurance Trust Funds, 94th Cong., 2d sess., May 25, 1976, pp. 22-23 and 30.

TABLE IV.-TRUSTEES' PROJECTIONS (INTERMEDIATE ASSUMPTION) OF THE PROGRESS OF THE DISABILITY
INSURANCE BILL (DI) TRUST FUND FOR FISCAL YEARS 1977411

[In billions of dollars

1977 1978 1979 1980 1981

Total inccme ................................... 9.5 10.7 11.8 12.8 14.6
Total outgo ..................................... 11.3 12.8 14.5 16.4 18.3
Net increase .................................... -1.9 -2.1 -2.7 -3.6 -3.7
Reserve, end of year ............................. 4.8 2.7 1 -. 001 -3.6 -7.2

I U.S. Congress, House, 1976 Annual Report of the Board of Trustees of the Federal Old.Age and Survivors Insurance
and Disability Insurance Trust Funds, 94th Cong., 2d sess., May 25, 1976, p. 32. The economic assumptions are spelled
cut in table III.

2 Fund has no authority to go into a negative balance. These figures are demonstrative of what would happen if the
fund were to borrow money.

TABLE V.-OASDI BENEFIT SCHEDULE, 1975, 1976, AND 1977a
tIn percent

1975 1976 1977

1st $110 of average monthl earning s................... .119.89 129.48 137.77
Next $290 of average monthly earnngs................ . 43.61 47.10 50.11
Next $150 of average monthly earnings .............................. 40.75 44.01 46.83
Next $100 $of average monthly earnings ............................. 47.90 51.73 55.04
Next $100 of average monthly earnings .............................. 26.64 28. 77 30.61
Next $250 of average monthly earnings .............................. 22.20 23.98 25. 51
Next $175 of average monthly earnings .............................. 20.00 21.60 22.98
Next $100 of average monthly earnings ............................................ 20.00 21.28
DO .......................................................................................... 20.00

'Source: Social Security Administration, U.S. Department of Health, Education, and Welfare. See Social Security Bul.
letin July 1976, p 41.2 he average monthly earnings (AME) Is a worker's taxable earnings beginning with 1951, or ago 22 if later, up to the
year of disability, death, or attainment of age 62 (age 63 to 65 for men born before 1913)--less the 5 lowest earnings
vears-divided by the number of months in the computation years.

I At the beginning of 1977, the highest average monthly covered earnings possible are $634 for a male worker at age 65
and $650 for a woman. The monthly primary insurance amount at $650 average monthly earnings (AME) is $422.40.

Note: This table shows the progression of the now 9-part formula used to determine the primaryy insurance amount"
PIA) which Is derived from the worker's covered earnings or "average monthly earnings" (AME). Whenever a cost-of-

iving benefit Increase becomes effective, the new PIA is calculated by increasing the old PIA by the same percentage as
the cost-of-living increase. If the conlribution and benefit base is raised, tile benefit formula provides an additional 20-
percent replacement on that part of the AME above the previous contribution and benefit base.

0
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AMERICAN ACADEMY Or ACTUARIES,
Washington, D.C., August 8, 1977.

]Ron. RUSSELl B. LONO, Chairman,
Committee on Finance.
U.S. Senate,
Washington, D.C.

DEAR S NATOR Lo,;o: The American Academy of Actuaries was sorry that
the timing of the Senate Finance Committee Subcommittee on Social Security
did not allow the appearance of Mr. Robert F. Link, Chairman of the Acade-
my's Social Insurance Committee. Since actuaries play such a vital role in the
funding decisions of social security as well as all pension and Insurance pro-
grains, we would like to play an active role i any future hearings of your
Committee in these areas.

In the hearings before the Social Security Subcommittee of the House Ways
and Means Committee, Mr. Link shared some thoughts and perspectives, whicli
I think would be valuable to your Committee and staff.

Thus, I would ask and suggest that Mr. Link's statement to the House Com-
mittee be entered into the record of your Committee i order to lend valuable
insight. We appreciate this opportunity, and we look forward to working with
the Committee In the future,

8incerely, --
FREDERICK D. HUNT, Jr.

STATEMENT TO Tn SUBCOMMITTEE ON SOCIAL SECURITY OF TIE Ilousrr WAYS AND
,MEAN8 COMMrIEE BY ROBERT F. LINK, CHAIRMAN OF TIlE SOCIAL INSURANCE
CoMIiHrax OF THE AMERICAN ACADEMY OF ACTUARIES, JUiy 18, 1977

INTRODUCTION

Stephen G. Kellison, Executive Director of the American Academy o!
Actuaries:

Mr. Chairman, members of the committeeee, my name is Stephen G. Kellison
and I am the Executive l)irector of the American Academy of Actuaries. The
Academy maintains its Washington offices at 1775 K Street, N. W., Washington,
D. C. 20000.

By way of background, the American Academy of Actuaries is a professional
organization of actuaries which was formed in 1965 by the four constituent
actuarial organizations in the United States as an organization for the ac-
creditation and public recognition of actuaries, regardless of areas of special-
ization. Despite the relatively short duration of the Academy's formal ex-
istence, the Academy and its constituent organizations have represented the
actuarial profession in the United States for over eighty years.

As of December 31, 1976, the membership of the Academy stood at 4,137.
These actuaries have a variety of types of employment including insura'ne
organizratiomS, consulting firms, government and academic institutions. Full
membership in the Academy can he attained only by satisfying both extensive
education and experience requirements. Well over 0% of those eligible to
join the Academy do, In fact, do so. The entire Academy membership Is sub-
ject to rigorous guides to professional conduct and standards of practice.

Actuarial science involves the evaluation of the probabilities of uncertain
future events, often over long periods of time, and the financial impact which
these events involve. The computation of financial values for insurance and
pension programs in both the public and private sectors is a major application
of actuarial techniques. The actuarial nutture of the financing arrangeiilents fot
Social Security has been recognized since the Inception of the program in 1935.
In recognition of the extreme importance to society of maintaining the finan-
cial integrity of the Social Security system the Academy formed its Committee
on Social Insurance several years ago. Tie Committee Includes some of the
most eminent actuaries iII the United States with a wealth of experience lit
both the public and private insurance and pension programs.

With ne today is the chairman of that committee. Robert F. Lik. Mr. Link
is also Vice President and Actuary of The Equitable Life Assurance Society
In New York. Ile will now present a statement for inclusion InI the record of
these hearings on Social Security funding.
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STATEMENT OF ROBERT F. LINK

Mr. Chairman and members of the Committee, I appreciate the opportunity
to comment on the Social Security issues that Congress must currently deal
with. Many actuaries have an intense interest in and concern with these issues.
They are largely political: Should benefits be larger or smaller? Should the
burden of paying for them fall more heavily on one group or another? And
so forth.

Actuarial expertise can illuminate the consequences of one or another course
of action; however, other talents may be needed to judge whether such conse-
quences are good or bad. My comments are offered in this spirit. You will
understand that, though many actuaries would agree with what I have to say,
others may not; I do not represent a consensus or vote of actuaries. I do re-
flect the desire of actuaries to be helpful in the resolution of these difficult
issues.

Specifically, I would like to address questions of strategy-rather than de-
tail-in four subject areas. These are (a) decoupling, (b) decisions on bene.
fit levels, (c) solution of financing problems, and (d) universal coverage and
"opting out." The OASDI system is essentially an income replacement system.
For simplicity, I'll be talking today as if it were a retirement system, mainly
ignoring the disability and survivors' benefits except where I refer to them
specifically, and completely ignoring health benefits.

Any discussion of what to do about Social Security has to start with some
agreed upon understanding of the context, the purposes of Social Security, and
the complementary or competing roles of other income replacement systems.
My context is the whole range of income replacement systems, where Social
Security provides a basic floor of retirement protection; private arrangements
supplement basic floor Social Security benefits for those who have the neces-

- sary financial means or employment context, and various forms of welfare
fill in where neither Social Security nor private arrangements are doing the
job.

Where Income security is to be provided by public programs, there is an
interesting interplay between welfare and Social Security. Welfare uses a
means test. This makes it more "efficient"; dollars spent on welfare go by and
large where they are needed to do the job and generally not where they ar
not needed. Thus, attaining minimum income objectives through welfare should
cost less than attaining them through Social Security. There's no means test
in Social Security, which makes it a more dignified approach from the view-
point of beneficiaries.

What about the private arrangements? Private pensions have done an in-
mense job. They have not escaped legitimate criticism, and ERISA is gen-
erally a step in the direction of improvement, though not without its critics.
However, private arrangements do one thing that the other systems by and
large don't do. They accumulate capital. This capital is taken out of current
consumption and then re-enters the consumption stream at a later point , Not
only that, but what re-enters exceeds in real value what is taken out. Unlike
Social Security, private arrangements tend not to put a burden on future
workers, because the burden has already been paid by current workers. And
the capital that is generated helps to build and sustain the economy.

I review this familiar material to underline a point. OASI)I is an income
replacement system. Decisions concerning it should be made within the context
of all major national income replacement systems, with careful attention to
interrelated impacts. This interrelationship comes back again and again as we
consider specific issues.

DECOUPI.NO

Decoupling is apparently non-controversial. Everybody wants to do it. The
only questions have to do with how and to some extent with initial benefit
levels. Actuaries have participated in the development of tie Advisory Council
approach to decoupling, on which the proposals of the Administration and the
American Council of Life Insurance are based. They have also participated in
the work of the Panel of the Congressional Research Service, which developed
an alternative approach. In early 1976, the American Academy of Actuaries
issued a position paper favoring decoupling. A copy is attached to this testi-
mony.
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Actuaries have no united position as to whether the Advisory Council ap-
proach or the Panel approach would be preferable. However, In approaching
this question, It is helpful to have several points in mind.

1. There are some differences between the two approaches relating to transi-
tion arrangements, initial benefit levels, formula breakpoints, and so forth.
The crucial difference is the basis for indexing the wage history-by average
wages or by the CPT. Unless a new method surfaces, a decision should be
made on the indexing basis. The other features can then be tacked on.

2. With reasonable assumptions, the standard of living for successive waves
af newly retired persons will rise under either approach. Under the Advisory
Council approach, it will rise as fast as It does for workers. Under the Panel
approach, It will rise more slowly than It does for workers.

3. The Advisory Council approach intends to fix a scale of replacement ratios
that will remain level in the future. The Panel approach expects replacement
ratios to decline, leaving room for Congress to adjust the system from time
to time in accordance with currently perceived benefit standards.

4. These adjustments can be technically troublesome. Trying to make sen-
sible changes that are consistent for people who have Just retired and people
who are about to retire leads to benefit formulas that are complicated and
messy.

In the remainder of this discussion, when considering benefit levels and
financing, I am assuming that replacement ratios will be stabilized at some
level, rather than permitted to drift upward or downward. This doesn't indi-
cate a preference for the Advisory Council approach; it rely recognizes that
one likely result under the Ilsiao panel approach would lie that benefits would
be adjusted from time to time to restore replacement ratios.

BENEFIT LEVELS

There In a vast lore of guidance and instruction as to appropriate benefit
levels in income replacement systems. However, there is one universal prin-
ciple. The replacing income tender all programs should generally not be higher
than that necessary to provide the individual or household with a net pur-
chasing power comparable to that of the replaced income. This will mean in
most cases that the objective for dollar income after retirement will le less
than the income before retirement, to take account, for example, of reductions
in living expenses and taxes. Turning for a moment to dlisalility coverages,
providing too much income puts the temptation on the side of being disabled
rather than working. Some believe that excessive benefit levels may have sone-
thing to do with the serious upward drift in disability experience under Social
Security in recent years.

This principle should be observed in the Social Security system as well as
in the broader complex of systems of which it is a part. However, beyond this,
Social Security must be considered In the light of its particular nature as a
contributory system and its relationship to other income replacement systems.
This leads me to suggest five criteria that might be used when Social Security
benefits levels are under consideration. These are as follows:

1. Benefit levels should continue to be based on the earnings record in oev-
ered employment.

2. The benefit formula tilt in favor of the lower paid should be retained.
However, I think the benefit formula needs to be fixed to remove some auo-
malies that I will point out shortly.

3. If workers are willing to pay the necessary taxes, the benefits should be
made sufficient so that an individual or family nor requiring welfare before
entitlement should the average not require welfare after entitlement. "On
the average" meansle might do more than enough in a low-cost area and not
enough in a high-cost area. I'm sorry that I don't have good information on
the benefit levels needed to meet this criterion. Some research is needed. How-
ever, note the proviso: if workers are willing to pay the necessary taxes. It may
turn out that they won't be, in which case some benefit load will be shifted
to welfare-and will be a lower cost as a result.

4. The benefit level should not be higher than necessary to provide the same
"et purchasing power that would be provided by earned income in covered
employment before retirement. This principle fits somewhat with the preced.
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Ing one. As long as we have an earnings based system, the benefits In relation
to earnings should be reasonable.

5. For persons with signiloantlv less than full term of covered serviAce, bene.
fits should be proportionately reduced. This is clearly not the case at present.
People with short periods of covered employment get their wages spread over
a long period for purposes of calculating benefits. In this way, the system
treats them as long service low paid persons rather than shorter service higher
paid persons. Thus, the benefit tilt in favor of low pmid persons operates In
favor of higher paid persons with short coverage. This result is aggravated by
the minimum benefit, which Is not justified by any of the principles that I've
Just stated.

The benefit formulas and the law should be designed to eliminate the anoil-
alous excess benefits for persons with very low average wages and persons
with short histories of covered employment I'd be delighted to discuss with
your staff some possible approaches to accomplishing these results in an
orderly way, if you desire that.

FINANCING STRATEOY-ORT-TEIM

Our Social Security system has traditionally been financed by a payroll tax
Imposed essentially equally on employees and employers. The amount of financ-
ing has been controlled In two ways: first, by adjustments in the tax rate
front time to time as the system matured and more beneficiaries came on the
rolls; and second, by upward adjustnments in the dollar amount of maximum
covered wages as average wages Increased through the years under the force
of rises in the cost and standard of living. Originally, the maximum wns set
tit a loint where 917% of covered persons were taxed on all of their wages.
This percentage drifted down to a level of (W% in 195:O. Increases since then
have brought the percentage back to about 85% currently.

Some are now suggesting that this traditional system of equal employee-
employer taxes on a wage Iase that moves roughly with general wage levels
will no longer do the job. This has led to much greater pressure than formerly
for such steps as increasing the maximum wage beyond the now automatic
increases in the law, taking the maximum off entirely for employer contrilbu-
tios, and resorting in various ways to general revenues. Choices among the
varloms alternatives do not present primarily actuarial issues; the issues are
those of politics and policy. However, it Is clear that these recent proposals
Involve Important changes lit our view of the system, raising issues of whether
Social Security Is a welfare system or not, what its role should I relative to
other systems, and so on. The conservative approach would be to stick as long
as we can with the traditional financing niechanisms before moving Into new
mechanisms.

Actuaries have something to say on this subject. We often observe the
widespread human tendency in connection with benefit plaus of all kinds to
understate, minimiro, or even conceal the costs while nevertheless providing
or increasing the benefits. This Is bad enough when it happens in the private
sector. As we all know, it has also happened in the public sector. The one lea-
soi in the developing financing proldems of the miunlciad and other lubllc
systems is, keep tile real costs visible. Only In this way can those who, pay
thw costs be provided with an occasion to bring their influence to bear on
benefit levels.

The great virtue of the traditional financing system is that it does this. The
other suggested methods of lhiancing won't do it as well, because they put
added costs in places where there Is less visibility and voting power. This is
certainly true when you go to general revenues. It Is also true when costs are
placed disproportionately oil employers. It Is true when the maxinimni is
raiPed for employees. And remember: raising the employee maximum ultimately
raises benefits and Is thus self-defeating.

It has been suggested that all increase In employer taxes will come out of
profits. Aly econmionist friends tell me that an increase will most probably tranis.
late Into lower wage increases or higher prices. If so, the cost would be paid
eittr by employed persons or by consumers.

ller,'s a suggested strategy for dealing with the short-range financing prob-
lems, The strate-gy Is to stick with the traditional methods as long as possible,
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hope that these will work, and don't break new ground that changes the
nature of the system until you have to. Maybe it will turn out that you don't
have to. We haven't yet exhausted the tax rate as a resource. Even the Admin.
istration proposals contemplate significant tax rate increases, only they come
at the back end of the changes. Is it possible that some could be put up front?
And let the automatics take care of the traditional base increases? The present
employer-employee tax rate for OASDI is 4.95%. It has been estimated that
the benefits proposed by the Administration could be financed by a tax rate
of about 5.5% in 1980 and 5.7% in 1986. If the American Council of Life In-
surance proposal were followed, With Its phased reduction of about 10% in
replacement ratios, the corresponding tax rates would be about 5.4% in those
years. These rates assume no further decline in trust funds before 1980 and
trust fund Increases thereafter equal to one-half the annual increase in belle-
fits. None of the rates appears to be impossibly high.

FINANCING STRATEGY-LONO-TERM

The central fact that must be reckoned with In addressing long-term financ-
ing is the change In population mix. There are currently about thirty-one
beneficiaries per hundred workers. In the early 21st Century, that will rise to
fifty beneficiaries per hundred workers. Social Security benefits as a percentage
of GNP in 1979 are projected at 4.5%; under decoupling as proposed by the
Administration, they would rise to 7.8% 'n the early 21st Century. The ques-
tions transcend Social Security. How are we going to provide for all those
retired people without imposing unduly on workers? There are only four basic
strategies: (i) reduce the relative benefits for retired persons; (ii) keep peo-
pie in the work force longer (i.e., raise the retirement age) ; (ill) let a heavier
burden rest on future workers than we have today; or (iv) Inciease the total
pie of goods and services so as to make up the difference.

Here are a few thoughts on how to address the long-term problem. First,
recognize that it is really long-term. There is lots of time to turn the Social,
Security ship in the direction we want to go. Lots of time to make studies and
reach for integrated, broad-scale solutions.

Second, while the ratio of Social Security beneficiaries to workers is increas-
ing from thirty-one to fifty per hundred, the corresponding ratio for dependent
children is falling off. This change may contribute to a greater capacity to sup.
port the retired aged.

Third, don't forget private pensions and personal savings, which take goods
and services out of conumption now so as to deliver them in larger measure
when needed later. By transferring resources between generations, private pen-
sions reduce the Inequities that would otherwise be present. And they accumu-
late all that capital that we need so badly.

The'real issue is a basic philosophical one: shall Social Security be a basic
floor of protection, or do we want it to meet the full retirement need of a
major segment of the population? If we want the first, then we should be

Fourth, consider tile retireinetit age question. If the medical advances that
some are predicting should come to pass, this Is an absolute must at some
p)nt. It's not too soon to start doing some long range thinking about it.
Remember that the retirement-age issue ties in wIta our current problems of
unemployment and tnder-employ ijient.

Fifth, people have proposed that the index for retired beneficiaries should
be something other than the CPT. I suspect that some of those who make the
proposal expect it to produce larger benefits, while others believe it will pro-
duce smaller benefits. If we are going to do anything about it, we should do
the work as a preliminary to designing ultimate solutions for the long-term
financing problems.

UNIVERSAL COVERAGE AND OPTING OUT

There Is one aspect of the Social Security system that many observers find
concerning. It Is the position of government employees with respect to the
Social Security system. Let's take permanent Federal employees first. They are
not covered by Social Security. However, many gvernmunt employees retire
on full benefits, work for a period in the private sector, and get a Social
Security benefit.

93-197--77- 27
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Furthermore, because their short earnings record is spread over a long period
of potential coverage, the system mistakenly regards them as low-income per.
sons and they benefit from the features of the system that favor low-income
persons. This appears to be-an unwarranted windfall at the expense of Social
Security taxpayers generally. It must cost other taxpayers something. This is
significant in relation to the current discussion of financing problems.

The natural way to fix this up would be first, to change the law so that
Federal government employees are covered under Social Security, and second,
amend the various government retirement systems to take appropriate account
of this coverage. This is how it is typically done in private sector pension plans.
It- pranet Federal employees were covered by Social Security, average
benefit costs over the next seventy-five years would be reduced by about 0.11%
of covered payroll. More importantly, because benefit- liabilities build up
slowly, such a step could in effect put an extra $30 billion or so into the trust
funds in five years, if initiated in 1980.

If we don't include these Federal employees in Social Security, we should at
least amend the benefit provisions of Social Security in ways that I suggested
earlier, so that a person with a short history of covered employment would
have his- benefits-figured on the basis of his average for that short period with
a pro-rating downward to recognize the fraction of actual coverage to full
career coverage. I don't have any estimate of the cost effects.

Tn the case of groups of state and local employees and certain other groups
where Social Security is optional, there is a much' worse situation. Some have
elected not to be covered by Social Security. These groups present the same
problem and extra costs as do Federal employees. Those who have elected to be
covered are increasingly considering the option to terminate coverage.

These termination situations are of deep concern to actuaries. In certain
situations, the pressures to terminate are very strong because of the Social
Security tax expense. Actuaries are being asked to give consultation on the
relative merits of continuing or terminating coverage. The considerations are
extremely'complex. The private sector can't really duplicate Social Security
benefits very well. The comparison involves the unknown future development
of Social Security.

However, there is an expectation that in many cases it will be on balance
fir.ancially advantageous for a unit to opt out. The withdrawal in these cases
would therefore be expected to raise the taxes for everybody else. Actuaries are
distressed that their obligation to give consulting advice can contribute to an
exacerbation of the financing problems of Social Security.

It would be desirable to find some way of achieving universal coverage of the
groups for whom Social Security is now optional. I realize that the Constitu-
tional separation of powers creates a problem; however, I would hope the
obstacles are not outside the power of Congress to overcome If it wishes to.

CONCLUSION

I appreciate greatly the opportunity to express these views. Actuaries are
vitally interested in the subject, and a number of them have participated in
various ways In recent developments. If you see any other way that we can
help, we'd be delighted to be asked.

STATEMENT BY TEE AMEsicAN ACADEMY or ACTUAnS CONCERNING
THE U.S. SOCIAL SECURITY BENEFIT FORMULA

This statement is issued on behalf of the American Academy of Actuaries'
by its Committee on Social Insurance. Actuaries by their training and experi-
ence are uniquely qualified to deal with the financing of systems providing
protection against the financial consequences of death, disability, and old age.
Actuaries have a strong professional interest in such systems, whether private

'The Academy is an organization of nearly 8,500 actuaries employed by insurance
companies, actuarial consulting firms, commercial anti Industrial firms, academic Institu-
tions, industry asociaUona, and federal, state, anti local governments. The Academy 1o
broadly representative of the actuarial profession in the United States. It includes mem-
bers of the Casualty Actuarial .Society, the Conference of Actuaries in Public Practice,
the Fraternal Actuarial Association, and the Society of Actuaries. Attached Is the
section of the 1915 Year Book of the American Academy of Actuaries describing its
Historical Background.
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or social insurance systems. In a spirit of professional public service, and with
the intention of meeting the responsibilities of actuaries to the public, the
Academy makes this recommendations to those persons in the federal govern.
nient ultimately responsible for the satisfactory development of Old-Age, Stir.
vivors, and Disability Insurance under Social Security. The American Academy
of Actuaries endorseH in prineilples tihe recommendation of the 1974-75 Ad.
visory Council on Social Security ' with respect to changes in the benefit formula
to stabilize the ratios of initial monthly benefits to earnings prior to claim.
'nder various coiditimis of inflation or deflation, the ratios produced by the

present lienefit formula can change over the years in an Irrational and unsatis-
factory wanner. Action to stop tile drift of replacement ratios, upward under
certain conditions a11d downwardd under others, is badly needed. Furthermore,
such action nuist not be loiig delayed because the pr, ient formula will produce
uisatisfactory results an(l oSts under current conditions of Inflation.

At. this time we are not endorsing the details of the benefit formula changes
prolow(d hvy tile Advisory ('ouncll or hy others. We realize that a panel of
actuaries (all of whom are nmmlbers of the A(ademy) and economists, engaged
by the ('ongresslomal research Service, Library of Congress, is examining
these details to see' whelier an alternative formula would be preferable. Coni-
mittees oif actuarial organization will follow this work closely. Therefore, It
Is prenature for the Academy to take a position with respect to the precise
formula, but we expect to (o so lin due course. We believe, however, that It is
not too early to endorse tile "micoupling" principle recommended by the 1974-
75 councill .

Members of the Academy are fully aware that neither the short-term nor tle
omge-r-term financial problems of the Social Security system will disappear
simply because the "unoupling" prhciple is adopted. "1'ncoupling" will help
sultstamuthlally, but still additional financing will certainly be required. Nonethe.
1es4s, "llteoll 01tig" is esentihl and Is a practial step toward improvement in

i, tlnniilal situation of the ()ASI)l system. It will go a long way toward
reuihing the exletod long.term actuarial imbalance between taxes paid Into
the Hystmiln and outlgo iII beneilts and It will prosluce more rational results than
the present formula.

Legislation to accomplish "uncoulding".can le enacted in combination with
furlter measures required to provide additional financing needed to meet the
developing short-terin cash-flow problem. Alternatively, and in our opinion
preferably, the "uncoupling" legislation, being non-controversial In nature, can
be enacted Ildependently. We urge that it be enacted as soon as a carefully
considered benefit formula is agreed upon, hopefully before the 04th Congress
ends Its work.

STATEMENT OF Tir Am TItANsI'OaT AsSOCIATION or AMERICA

The Air Transport Association of America, representing virtually all of the
U.S. scheduled airlines, appreciates this opportunity to comment on the pro.
lsed chanliges in the 'umtling of the Social Security system recently recom-
Iendld by the Carter Administration. The airline industry is highly labor.
Intensive, and it will be especially affected by any modification of the Social
Set.urity program.

The airilne industry fully recognizes the ne-essity of adequately financing
the Ss'lal Security system, and it is obvious that under the current provisions
the program cannot continue to be self-sufficient. Consequently, it is imperative
that. steps ie taken to place thlie SocIal Seturity System on a financially solvent
basis. llowever, we do not agree with certain suggestions offered by the
Administration.

WAGE BASE

The Administration prox ses that employers eont.rlhute to the fund on a
continuteasly rising employee wage base until 1981, at which time the employer's
contribution would be based on the employee's entire salary, while the eil.
ployee's contrilution would be lgged to a significantly lower wage base.

'he wage base under the current law Inc rses front $16,500 at 5.85% In
1077 to $23,400 at 6.30% iln 1982. The Administration's proposal would increase

I Chapter 3, pages 13 to 18 of the Report of the Council
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the wage base for an employee from $16,500 at 5.85% in 1977 to $24600 at
0.30% In 1982 and Increase the wage base for the employer from $10,500 at
5.85% In 1977 to the entire salary at 6.30% In 1982.

The financial burden this would place on the employer is excessive and
inequitable. Consequently, the airlines strongly oppse this aspect of the
proposal.

Congress estnl)lished the Social Security program with the intent that it
would be self-sufficient and that. the employer and employee would share
equally in the cost. If the fund is now in difficulty, the employer and employee
should share equally In any solution. To do otherwise would negate the funda-
mental tenets of the program.

As previously Indicated, the airline industry is particularly labor-intensive
with 41.5% of cash operating expenses attributable to labor. The Inequitable
Increase In the employer's contribution under the Administration's plan wold
raise the airline Industry's FICA contribution an estimated 17% In 1981. 21%
In 1985 and 38% in 1900 over that provided by current law. The airline
industry does not enjoy profit margins sufficient to absorb the Increased expense
necessitated by the Administration's prolpsal, and cons quently, Ihe price of
air transportation to the public would have to Increase it the proposed modifi-
cations are adopted.

Another significant outgrowth of Increased emlloyer contribution would be
the adverse impact on employee pension plns. The m , brity of airliscs main.
tain such plans, which are the subject of labor negotiations. The employers'
contribution to the plan is one of the many Issues subject to collective bargain.
ing. The Increased financial burden of the Administration's Social Security
proposal could preclude Increased employer-participation In Industry pension
plans. Thus. the employee's gain In Social Security benefits could be more than
offset by the loss of company contributions to benefit plans, which generally
have greater retirement benefits than those provided by Social Security.

CONTRIBUTION RATE

In addition to Increasing the contribution rate 7.74 (from 5i.8.5% to 0.30%)
in 1982, which conforms to the current statutes. the Administration proposes
to augment these increases with additional Increments In 1985. to 6.55%, and
!990, to 7.45%. A more reasonable approach has been recommended by the
U.S. Chamber of Commerce.

The proposal of the Chamber of Commerce would advance to 1978 an Increase
In the Social Security contribution rate of a mintimun of three-tenths of one
percent. The Chamber's recommendation recognizes that raising the contribu-
tion rate Is the most effective means to generate the required funds and that
altering the wage base In favor of either the employee or the employer is
inequitable.

The Chamber approach Is the most responsible and equitable method of
placing the Social Security system on a sound flnanclal basis. Consequently,
the U.S. airline industry supports this alternative, which retains the original
Intent of Congress for employee and employer smrltv and which will provide
sufficient. funding to restore the plan to financial stability.

DECOUPIING

The airline Industry endorses the AdministratIon's efforts to correct the
excessive ad.ustlment for Inflation which Inadvertently developed when future
Social Security benefits were coupled to an Index of wages and the. Consumer
Price Tndex. The anticipated annual deficit. It the current plan Is not modilfied,
could be reduce by one half if the dlecoupling recommendations of the Admiln-
istration were adopted or by two thirds If the recommendations of the Chamber
of (Onmnmere, were Pdopted. Regardless of the alternative selected, it. Is im.
perative that Congress rectify this situatJon.

GENERAL REVENITE

The Administration has also proposed a special counter-cyclical procedure
which would utilize general revenue to replace lost contributions to the Swial
Security system when the unemployment rate exceeds six percent. The Air
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'Transport Association considers this proposal to be extremely questlonahle
In view of the continuing national deficit, there is little logic in drawing
upon unavailable funds to support the valuable Social Security system. Such
.action would either Increase our already staggering national debt or increase
taxes generally. The Administration's proposal would also undermine the
fundamental relationship of benefits to contributions.

SUMMARY

Recognizing the need to return the Social Security system of this country
to a sound financial status, the Air Transport Association of America recom-
mends:

Retaining an equal wage base between employer and employee;
Raising the Social Security tax by .3% for both employer and employee;
I)ecoupling the methid for adjusting for inflation : and
Rejecting the use of general revenue funds for Social Security.

The Air Transport Association appreciates this opportunity to comment on
the proposed modifications of the Social Security system, amd we hope that
our comments will assist in the deliberations over these issues of such great
concern to us all.

STATEMENT OF JERRY WURF, INTERNATIONAL PRESIDENT OF THE AMErICAN
FEDERATION OF STATE, COUNTY, AND MUNICIPAL EMPLOYEES, AFL-CIO

Mr. Chairman and members of the subcommittee, I am Jerry Wurf, Inter.
national President of the American Federation of State, County and Municipal
Employees. Our union has over 750,000 members who work for state and local
governments and, when we negotiate for wages and working conditions, we
represent more than 1.5 million public employees.

We are In substantial agreement with the Administration's short and long
term Social Security financing reform proposals. The Administration's program,
if enacted, should go a long way towards preserving the fiscal integrity of
the nation's most important social Insurance program.

However, there is one major area of the Social Security program which
the Administration has not touched upon that also is in serious need of reform.
This pertains to the coverage provisions of the Social Security System, par.
ticularly as they impact upon state and local government workers.

I want to urge that coverage under Social Security be made universal. The
System should not only include workers in private industry, but also all state
and local government employees, federal employees, and even members of

'Congress and their staffs.
The present Social Security coverage situation for state and local employees

in particular is neither healthy from the worker's standpoint nor from Social
Security's standpoint.
a. From the worker's 8tandpoint

Before a state or local government can join the Social Security System,
its employees must vote to ie covered. But the Social Security Act also gives
public jurisdictions the unhilatral ljnver to terminate coverage for their em-
ployes. These provisions are inconsistent and unfair, and have proven to work
to the detriment of the public employees who really need the income security
protections of the Social Security System.

The facts are that general, nonuniformed state and local workers, who have
their coverage terminated, are the ultimate losers because Social Security bene-
fits cannot be replaced. This was clearly demonstrated in recent studies of the
cost of replacing Social Security benefits for Alaska and California state
workers and for employees of San ,ose, California.

The State of Alaska-the only state government thus far to submit a with-
•drawal notice-requested that the WIl!iam M. Mercer Company, an Inde-
pendent pension consulting firm, detrmine what the cost to the State would be
for replacement of Social Security benefits, should the State go ahead and
withdraw from the System. The Mercer report estimates that it would cost the
'State a whopping 22 percent of payroll to fully replace lost retirement, disa-
bility and death benefits provided by Social Security. The cost of partial re-
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placement of lost benefits, based upon four alternative programs, would range
between 12.5 percent and 19.25 percent of payroll. The report stressed, how-
ever, that these figures only represent benefit replacement costs. They do not
reflect the high cost (and difficulty) of administering such a program.

The Wyatt Company, another independent pension consulting firm, recently
studied the impact of termination of Social Security coverage on the State of
California and its workers. The Wyatt report concluded that the cost of re-
placing Social Security benefits by a state program would be prohibitive, esti-
mating that even partial replacement of benefits would cost the State 112.32
percent of payroll. Subsequently, the Commission on California State Govern-
ment Organization and Economy, which requested this study, issued its own
report to the Governor and State Legislature, not only recommending that the
State continue to participate in Social Security, but also urged that coverage
be made universal throughout the country for public employees at all levels of
govern ment

A third study was recently completed by Robert J. Myers, former Chief
Actuary of the Social Security Administration. He examined whether San
Jose, California, which has withdrawn from Social Security, was able to
replace the benefits which city workers lost. He, too, concluded that benefits
lost by opting out of Social Security were far greater than any improvements
made in the City's pension plan.

The reason for this unanimity among the experts on this point is because
Social Security, over the last 40 years, has emerged as the cornerstone of the
American worker's income security. Social Security is more than a retirement
system. It also provides income for workers who are permanently and totally
disabled and for survivors of workers who die prior to or after retirement. In
addition, it is a health insurance system, which protects permanently and
totally disabled workers and retirees against the rising cost of health care.

The only workers that truly benefit from opting out are higher paid public
employees, police and fire for example, who retire in their late forties or early
fifties and qualify for Social Security benefits through second career employ-
ment. I might add that this also is the case with respect to federal employees,
50% of whom qualify for Social Security by moonlighting or through a second
career.

The danger of the present voluntary system of entry into and exit from the
Social Security System also focuses on the state and local workers who have
never had coverage, as in Massachusetts. These workers frequently have to
rely on financially unstable state and local pension plans for their retirement
security and certainly do not have the scope of income security protection
afforded by Social Security in cases of death, disability, or other contingencies.

To underscore the significance of this last point, it should be understood very
clearly that there is an interrelationship between Social Security coverage for
public employees and the stability of state and local pension plans. The facts
are that the current funding problems of state and local pension plans cannot
be resolved unless Social Security is made the basic income security program
for all public employees. Without universal coverage, the cost of providing even
substandard public pensions by financially strapped state and local employers
will continue to be prohibitive.
b. From the social security system's standpoint

In my opening remarks, I indicated that the present public employee coverage
situation is unhealthy for the System as well as for the worker.

Present coverage provisions represent a financial drain on the Social Security
System. They encourage abuse by some public employees, enabling them to
qualify for Social Security benefits that are far greater than their contribu-
tions. And as a whole, the four million state and local employees and 2.6
million federal employees currently not covered by the System have become a
substantial source of lost income to the Trust Funds, which presently are ex-
periencing a $5.6 billion deficit. This was clearly demonstrated by Social Se-
curity estimates of the Impact of future public employee entry into or exit
from the System.

The Social Security Administration has estimated that if coverage is termin-
ated for one-half of the 8 million state and local workers who are currently
covered, the loss in contributions and interest between 1978 and 1982 would
be $37.2 billion! On the other hand, if all 12 million state and local employees
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were covered under Social Security on a mandatory basis, an additional $35.2
billion would be added to the Trust Funds. The Social Security Administration
also estimated that the long-range fiscal impact of extending coverage to all
state and local workers would be a reduction in the cost of the cash-benefits
ment are required to receive full Social Security benefits, the Incentive for
hospital insurance program.

As you are well aware, federal civil service employees (including employees
of the Social Security Administration) are not covered by Social Security.
This is because the federal government, as their employer, has chosen not
to do so, even though it has elected to cover the military for the past 20 years.

Nevertheless, it is estimated that nearly 50% of the 2.6 million civil service
work force become eligible for windfall Social Security benefits anyway through
outside or second career employment. Since only 10 years of covered employ-
meat are required to receive full Social Security benefits, the inentive for
"double-dipping" is significant.

The Social Security Administration estimates that If this situation were
corrected, mandatory federal employee coverage -would, over the long run,
reduce Social Security costs by about 0.17 percent of taxable payroll for the
cash benefits program and 0.06 pe."ent for the hospital insurance program.

In light of these figures, I strongly urge that the Subounnittee seriously
consider Incorporating the concept of universal coverage as an integral part
of the Social Security financing reform program that it will be considering.
It certainly would he a logical extension of the theme of the Administration's
proposals, which we suptsrt-that Is, to preserve the short amd long term
fiscal viability of the Social Security System. The direct link between universal
coverage and the fiscal integrity of the System is sufficient grounds to advocate
universal co e'rage, to say nothing of supporting it for equity reasons.

STATEMENT OF A.MEuIC'AN SOCIETY FOR PERSONNEL ATMINISTHATIOX

Mr. Chairman and members of the subcommittee: The American Society for
Personnel Adminia.tration (A.SPA), with headquarters in Berea, Ohio. nowv In
Its 28th year, Is a world-whie profes.-ional organization of personnel and in-
dustrial relations practitioners In business, ndumtry. govermnent and education.
With approinately 20.000 members in over 200 chapters in 50 states. ASI'A also
serves menhers ill 26 foreign countries. There are also almost 100 student
chapters on college and university campuses across the United States.

The purpose of our testimony today is to advise the 'ongress. and specifically,
the responsible comni ittees within the legislature, of our concern over the ex-
isting financial state of the SocIal Security system anl the significant change
In direction heing proposed by the ciirrent administration anl some leaders In
Congress. Through our reconmmendations. we hope to alert your committee to
the potential dangers which exist In some of the proposed recommendations
and assist you Ill developing sound concepts and fiscally responsible conclusions
in your final deliberations In this matter.

PREFACE

The 20.000 members of ASPA believe that our current system for providing
human dignity in retirement through adequate retirement Income must he
viewed as a unified whole, with Social Security, public retirement plans, private
retirement l)lans. and the financial resources of Individuals each serving an
important role in meeting the needs of our current and future retirees.

Congress recently completed a thorough study of the private retirement sys-
tern, and has offered encouragement to individuals. through establishment of
Keogh Plans and IRA's, to make Individual provisions for their financial re-
qulriments during their retirement years.

We believe that it is now time to subject the Social Security system to the
same national review and detailed type of study that was the fore-runner of
ERISA. Only through a total and thorough review can the necessary changes
be ilplemented that will allow the Social Security system to continue to lie
the cornerstone of the total retirement system needed to provide security and
dignity In retirement for our citizens who have contributed a working lifetime
to our society.
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FACTS

Based on reports, studies and articles by the Social Security Trustees, Con-
sultant Panel on Social Security, prominent educators, the Chief Actuary of the
Social Security Administration, the ex-Secretary of the Treasury, expert con-
sultants, and professional groups, It has become apparent that the Social Secu-
rity system has developed both short and long term problems that threaten
the Integrity of the system.

There are minor differences in the estimates and assumptions used by differ.
ent individuals and study groups, but all agree that either benefits must be
reduced and/or increased revenues must be generated in order to solve the
problems inherent In the Social Security system.

ASPA POSITION
Conceptual

It is In the best Interest of the United States of America to maintain a mul-
tilayered system of providing retirement Income through Social Security, public
and private pension plans, and the financial resources of the individual.

Social Security should provide a retirement Income base only, and should not
be allowed limitless expansion which In itself threatens our economic resources.

Benefit payments must be a function of the premium taxes collected and the
financial resources pledged and available to the program In the future.

Long term
Benefits should be allocated In relation to a percentage of the individual's

final average salary, and that replacement ratio should be retained through
Isst-retirement Increases based on CPI Increases.
Short term

The Survivor's and Retirement Trust Fund should be retained and made
fiscally sound.

RECOMMENDATIONS

Although there are mnny alternatives available to correct the present situa-
tion, they all require increasing the tax and/or reducing the benefits. We re-
cognize that some are more palatable than others. However. it is important to
note that no one corrective action by Itself van solve the problems of the pro-
gram and that some actions which might be taken would create as many prob-
lems as they would solve.

The following, however, are recommended actions which, in our opinion, are
both reasonable and neces.sary If the Social Security system Is to continue as a
viable program to serve those who are now entering the workforce and will
expect to retire with Social Security benefits 30 or more years from now.

You will note that In our specific recommendations we have attempted to
Incorporate both short and long term solutions. This was done deliberately In
order to avoid a "quick fix" remedial set of actions which would solve today's
problems at the expense of longer, more lasting solutions which we feel are
vital at. this time. To avoid the difficult, long term fiscal and conceptual prob.
lems will 1do nothing more than relieve ourselves of more painful decisions which
will have to be made in the future. Therefore. we strongly advise that in your
deliberations on this important Issue, you continue to focus on (1) tile Initial
concept and purpose of the Social Security system-which we heartily support,
and (2) the potential Impact of dramatic changes and shifts away from the
current system of multilayered retirement income, and (3) the fiscal respon-
sibility for maintaining a fair and equitable system with co-equal partners of
business, labor, government and our citizens.

Recommendation 1.-The tax rate should be Immediately increased by 0.3
percent for both employers and employees.-With the resultant increase from
11.7 percent to 12.3 percent. we believe that the additional revenue would rees-
tablish the former circumstances where premium income exceeded benefit pay-
ments.

It Is our belief, as unpopular as it may be to various groups, that an Imme-
diate tax rate Increase Is In order as an Initial step required to bring quick and
expeditious relief to the system. Based on the expert predictions of the state of
the various Social Security funds, we believe an immediate Increase would not
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only help5 fiscally, but have a positive psychological impact on the country as a
whole and restore confidence in the system. Although opinions vary on the size
of a potential increase, we believe a .8 percent increase is sufficient to provide
the degree of relief appropriate at this time. We do not concur in the Adminis-
tration's recommendation to delay tax increases from 2071 to 1985 and 1990. We
believe that these proposals would still leave a deficit.

Recommendation .- We recognize that the employee's contribution to Social
Security has been a portion of employee income subject to income tax. That
F art of Social Security income for all individual which could not be attributed
o his own contribution is income which has not ever been subjected to income

tax.
As a possible means of developing additional revenues, we believe that a for-

miula could be devised by which an appropriate tax on Social Security income
could be levied. This could be established in such a way that such a tax would
not have adverse impact on persons with income at the lowest end of the scale.
However, ninny persons receiving Social Security income receive this as a
supplement to other adequate income. Therefore, if a modest tax were paid on
this supplemental Social Security income, and earmarked for deposit into the
Social Security Trust Fund, this would provide additional Impact toward
making the total program viable.

Although this recommendation is not high on our list of potential solutions,
we are keenly aware of the unpopular nature of this recommendation. How-
ever, as we pointed out previously, we are seeking to explore all possible ave-
lines of potential solutions to the problem and offer it as all additional approach
for your consideration.

Rccomtmndationt 3.-Originally, 97% of all workers paid Social Security
taxes on their full wages; today, only Q.% pay on their full wages. Tile wage
base should be gradually increased to establish a 90 percent ratio of employees
contributing on their full wages. This will immediately generate additional pre-
inium income and will only increase future liabilities by a small amount duo
to "decoupling" and establishing replacement ratios.

Consistent with our first'Yecoinnendation, we recommend a wage base ill-
crease for both employers and employees. However, we note that the adminis-
tration's proposal would place a disproportionate burden on employers, with
gradual removal of the ceiling until the full wage base is taxable in 1981. We
wish to note here our objection to this proposal in its entirety, from both a fiscal
inequity point of view as well as its departure from the current concept of equal
sharing. Additionally, we believe that a gradual restoration of a 90% participa-
tion ratJo is our minimum expectation. We believe this is an important objective
which should he incorporated in any wage base proposal.

Recommendation 4.-Correct the present method of indexing benefits. The
benefit formula introduced in 1972 should be "decoupled" to avoid the erratic
and irresponsible increases in benefits this causes. Congress has been aware of
the need for thiti but has not acted to make the necessary correction. It has been
suggested that the system be modified so as to maintain a planned, constant
and predictable relationship between benefit levels and preretirement earnings
on which the benefits are based. Modifications of the benefit structure in this
way holds a great deal of promise for helping to deal with the long range
financial deficit in the program.

"Decoupling" would require redesigning the "automatic increase" provision
to eliminate the double-barreled effect. This could ie done by keeping the CP
increases for benefits after retirement, but by changing increasing benefits before
retirement only inl proportion to changes in covered wages over one's career;
or by allowing post-retirement benefit increases based on productivity increases
(wage increase minus price increase) instead of CPT increases; or by estab-
lishing a maximum post-retirement increase, i.e., equivalent to replacement
ratio; or by eliminating this provision totally and asking the Trustees to re-
view possible post-retirement increases each two years and make recommenda-
tions to Congress.

Our recommendation for decoupling supports the proposal made by the ad-
ministration in this area.

Recommendation 6.-The present replacement ratio of benefits to taxable
wages is approximately 60 percent for low-income, 40 percent for middle-income
and 30 percent for high-income. By establishing the present ratio as a maximum
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post-retirement benefit, we would simplify communications and calculations
related to Individuals' retirement planning and avoid the projected long-term
possibility of benefits exceeding 100% of post-retirement income.

Recommendation 6.-The normal retirement age could be increased to 67 or
68. This would force better utilization of one of our country's greatest assets-
experience-while having a very positive impact on the cost problem of our
Social Security system.

By Implementing this change, 30 to 40 years from now, it could always be
canceled if demographics and/or funding changes allowed.

Recomendation 7.-Requiring a study of the actuarial assumptions and
projections every five years and the formal reporting of the study results to
Congress would prevent sudden "surprises" such as we've recently experienced.

Recommendation 8.-Coverage should be required of all -federal employees
and employees In other groups not presently covered. Many retired federal em-
ployees and others now qualify for coverage based on a minimal worktime in a
second job. This results in a windfall of benefits which exceeds in most cases
by a considerable amount the contributions made. This comprises a significant
burden on the program.

Recommendation 9.-Financing the Social Security system by the application
of funds from the general revenues should be avoided. Costs of the program
should be borne by workers in covered employment. The application of universal
coverage would reduce the tendency of large segments of the population to
receive a windfall in benefits. Benefits should remain on an earnings related
basis, and elements should not be built into the program which woul move it
in the direction of becoming simply another welfare program. Also, it should
not be subject to budgetary delays and pressures which are experienced by
programs which are supported from the general revenues.

Recommendation 1O.-Although we are against the concept of funding from
general revenues, If it is determined that it is absolutely imperative for the
solvency of the system, we recommend that all non-retirement benefits lie funded
from general revenues, such as disability, survivor, Medicare, Medicaid, and
supplemental income benefits. These tend to fall more into a "welfare classifica-
tion" and should be treated and administered as such.

Additionally, we are not in favor of shifting funds from one account to an-
other as proposed by the Administration. Shifting funds from one account to
another has historically led to budget problems for the local and national gov-
ernments who have attempted to use this approach as a solution to financial
crises. Shifting of funds would also tend to blur the costs of the individual seg-
ments of the existing programs, thus making it more difficult to accurately
project cost increases and to hold the proper authorities accountable for the
distribution of funds.

Before closing, we would also like to briefly comment on recommendations
made by the Administration which were not included in our recommendations.

1. The restoration of the OASDI taxr rate for the self-employed to the tradi.
tional level of one and one-half times the rate for employees.

We fully agree with this recommendation.
2. The institution of a new eligibility test to determine whether or not an

individual tnay receive dependent's benefits to conform to Supreme Court Deci-
sion regarding equal treatment of men and women.

Based on the Supreme Court decisions, we are In agreement with this recom.
menda tion.

3. The temporary use of counter-cyclical general revenues to be deposited in
the OASDI and Hospital Insurance trust funds.

Once again, as we have previously stated, we do not support conceptually the
use of general revenues for specific program expenditures. However, we have
suggested, as a last resort, the use of general funds for non-retirement benefits.
We believe this recommendation would supply a permanent solution to the

.problem of combining welfare payments into what is publicly viewed as a retire.
ment program. Although the Administration states that this is both a "tem-
porary solution" and one that would be utilized only when "unemployment
exceeded 6%", we do not believe that this proposal would really solve the
problem. In either case, the use of general revenues will increase the tax burden
on all citizens. Therefore, we feel that welfare programs should be funded from
general revenues instead of as a part of the Social Security system.
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CONCLUSION

We realize that massive changes to the Social Security system cannot be im-
plewented at one point in time. To meet our commitments to our present retirees
will require a gradual phasing in of many of the needed changes. We are also
aware of the political, social and economic problems involved with changes of
this nature. But when the price of inaction is to jeopardize the retirement in-
come of most Americans and to threaten our whole economic system, we believe
that action must be taken immediately by legislators and concerned citizens.
We believe this will require responsible leaders representing business, labor
and government to cooperate in adopting the changes needed to assure the in-
tegrity of the Social Security system.

ASPA and its members are ready to do whatever we can to contribute to the
solution of our present Social Security problems.

Thank you for permitting us this opportunity to testify before this committee.

STATEMENT OF LION. LYNN CUTLER, SUPERVISOR, BLACK HAWK COUNTY, IOWA,
ON BEHALF OF THE NATIONAL AssOcIATION OF COUNTIES

Mr. Chairman, members of the committee, good afternoon. I am Supervisor
Lynn Cutler of Black Hawk County, Iowa, representing the National Associa-
tion of Counties (NACo) ' where I am the national chairperson for social serv-
ices. In that capacity, I represent both the Welfare and Social Services PQlicy
Steering Committee and its affiliate, the National Association of County Welfare
Directors, who administer the social services programs that are the subject of
these hearings. On behalf of those groups, I an happy to testify in support of
H.R. 7200, Public Assistance Amendments of 1977.

I want to commend this committee for your prompt consideration in address-
ing some of the funding and policy problems of the present title XX, title IV-A
and title IV-B programs, as proposed in H.R. 7200.

The essence of my remarks is that additional funding for social services must
be provided and that counties must have maximum flexibility in providing the
services needed in local communities, within the available funds. I will also
address sonic of the policy issues for social services and the specialized child
welfare services, Including the need for adoption subsidy.

First, title XX. NA(o's position on this matter is thiut the $2.5 billion ceiling
must be increased to halt the erosion of services that has been occurring due to
Inadequate funding; and that the authorization must be increased annually
based on increases in the cost of living.

While we commend the $200 million permanent increase, this amount falls
short of the full $1 billion increase we need for social services, and it must
be considered a minimum. The new ceiling level of $2.7 billion established by
making the $200 million increase permanent will not allow for expansion or
buy new services. It will permit us to maintain the existing level of services
and prevent further cutbacks in services to the needy. Without the cost of
living adjustment provision, there is no assurance that adequate services can
continue to be maintained.

NACo opposes the earmarking of these increased funds fot child day care.
As I indicated a-few minutes ago, maximum flexibility is needed in the counties
to administer services that fit the needs of our communities. Many States and
counties are up to standard in day care provision and they require additional
funds for other needed services. Earmarking the new funds for day care just
penalizes those jurisdictions for having complied with Federal requirements.
As a longtime day care advocate, I hasten to add that States with inadequate
day care programs should be required to upgrade services in that area. This can

I NACo is the only national organization representing county government in America.
Its membership includes urban, suburban. and rural counties joined together for the com.
mon purpose of strengthening county government to meet the needs of all Americans. Byvirtue of a county's membership, all its elected and appointed officials become nartlclpants
In an organization dedicated to the following goals: Improving county government :
serving as the national spokesman for county government; acting as a liaison between
the nation's counties and other levels of government ; and achieving public understanding
of the role of counties in the federal system.
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be done effectively through regulation and monitoring by HEW of the day care
standards rather than by legislative earmarking of the funds. Furthermore,
earmarking of funds for any specific service or standard Is contrary to the
intent of the title XX law, which was to permit local government to deploy
their share of social services dollars to those services most suited to their
jurisdiction; within the broad guidelines of self-support, self-sufficiency, protec-
tion, and enabling persons to choose home care over institution. It's a good law,.
and we'd like to insure its integrity with adequate funding and by not earmark-
ing.

Next, tile title IV-B child welfare services. NACo supports the House rec-
ommendation for the full $266 million authorization, and the conversion to an
entitlement program. NACo also supports th't emphasis on services to prevent
foster care and to provide alternatives to indefinite or "limbo" foster place-
ment of kids. We support the restriction of funds for foster care maintenance
payments.

The increased child welfare funding does not in any way decrease or offset
the need for title XX services money. It does, however, put sonic teeth and
meaning into a program that is not now very well-developed in most places in
the Nation. The traditional low level of funding for the title IV-B services
described in the law has negated any really effective use of tile program to
prevent or reduce the incidence of foster care. In many States and Counties, the
IV-B funds have been used to pay maintenance costs of foster care.

Title XX services have come to be focused on the needs of the elderly, costly
day care, homenmaker services, and employment services, to the exclusion of the
important specialized services addressed In title IV-B. This Is understandable,
given the limited funding base and fhe title XX goals of self support anld self-
sufficiency. Different goals and services are necessary for children at risk of
foster care. There is no way the current title XX program can carry the needed
services to prevent foster care and reunify families-so title IV-B needs its
own funding.

Secretary Califano's proposal to limit new child welfare funds to $63 million
until specifle requirements are met, Is unworkable. It triggers tie classic catch-
22 because $63 million isn't enough to develop the required service across the
nation and if they aren't developed, the additional $147 million will be withheld.
I hope that your committee will authorize the full $266 million.

Let me add a cautionary note about the level of funding and the imposition
of standards and accountability: Services to provide alternatives to foster care
cal he very costly; and $266 million for a whole nation isn't very ich. Pro-
posed requirements for the use of the additional funds should he examined
carefully to be sure that some one requirement doesn't eat up all the money.
Once again, flexibility at the local level in use of tie funds should be .ombined
with strong Federal guidelines to provide a workable program. These Federal
guidelines for child welfare services should be of a general and flexible nature
to allow for services program development suited to community needs, but with
safeguards to ensure that the new funding Is directed at services to prevent
foster case and to reconstitute families.

A few additional comments for the IV-B child welfare services increase:
(A) Like title XX, cost of living adjustment sloul(l ibe built in. I have

pointed out that l)reventive and reconstitution services are costly, although very
cost-effective in the long run. A normal cost of living increase rate of 5 percent
will reduce the buying power of the $209 million fund by more than $10 million
per year.

(B) NACo supports matching for IV-B at the same rate as title XX.
(C) To provide viable alternatives to foster care and adequate child welfare

services, increased emphasis on training of staff and foster parents is needed.
Increased training fuids should be made available outside time closed end ap-
propriations for title XX and title IV-B.

Adoption subaidy.-NACo supports establishing federal adoption subsidy and
services to promote adoption where appropriate. Limiting the subsidy to one
year as In II.R. 7200 is unlikely to encourage many suitable low income families
to adopt hard to place children. A longer period, perhaps to maturity, is needed.

If an income test for adopting parents is used. It should lie reasonable and
simple to administer. It should not preclude families with middle to comfortable.

incomes from adopting.
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Voluntary foster eare.-NACo supports federal financial participation for
voluntary foster care under title IV-A. The need to open up this funding is

.closely related to the child welfare and adoption issues. The Federal require.
meant for Judicial determination of foster care in order to get Federal funding
has created a system of processing voluntary placements through the courts for
-the sole purpose of securing Federal matching.

There are many situations that clearly call for a substitute foster home qtr-.
rangement, for which court intervention would be patently foolish, and which

-extend for good reason beyond the 14-day "emergency shelter" period that is
federally matchable.

An example Is the child whose AFDC mother Is hospitalized temporarily but
longer than the federally defined "shelter" period. Ile was eligible for Federal

:matching at home on AFDC; eligible for Federal matching for 2 weeks of
shelter care; ineligible for the intervening weeks or months until mother
returns home, unless we go to court to have a Judge tell us (a) that the mother
and relatives are unable to care for him, and (b) that he has to be in a foster

*home awhile longer. Then we can claim Federal matching.
Use of the courts in this way Is a disservice to the social agencies and the

-children and parents. especially when families are cooperating in the placement.
-and. of course, it adds court costs and wastes legal resources.

The necessary safeguards to prevent its abuse can come through Federal
standard setting such as requiring regular and thorough administrative reviews

-of voluntary placements that extend beyond a given period. These. like the de-
cision for placement, can best be handled by our trained social work staff.
Rubber-stamping by the legal profession of these decisions where court pro-
tection is not required, Is wasteful and inequitable.

Secretary Califano proposes to permit open ended matching for voluntary
foster care, but would require a court or quasi-Judicial review within three
months. We have already pointed out that not all children in foster care re-
quire or can benefit from costly court Intervention. To reconcile the differences
between the flEW provision and those of 11.1t, 7200, we suggest that guidelines
lie supplied for adequate administrative review of voluntary foster care, re-
serving judicial review for cases that require the protection of the court.

Child support.-NACo supports continuing federal matching for child sup-
port collection services to nonwelfare families. The requirement of .H.R. 7200
that requires fee charging unless payment of the fee would make the family
eligible for AFDC, would be costly and complex to administer. This Is because
counties would have to determine eligibility for AFI)C, not a simple process,
in order to assess the $20 fee, for families not otherwise applying for welfare.

S. 1782.-Senator Moynihan's bill to provide $1 billion in fiscal relief to States
and counties for fiscal year 1978 AFDC costs, is certainly of interest to counties.
In other public statements we have said that fiscal relief should not be sacrl-
ficed to balancing the Federal budget, nor wait until mna.or welfare reform is
in place. So of course we support immediate fiscal relief, especially the provision
of the bill that requires states to pass on to counties their proportionate share

.of the money.
However, I want to stress that fiscal relief for AFDC costs is not a substitute

for the adoption subsidy, child welfare foster care serv-ces, or title XX social
.services that. H.R. 7200 addresses. We need both. Therefore. I suggest that S.
1782 not be amended into 1I.1. 7200 unless there is clear provision for funding
it over and above the social services provisions of lI.R. 7200.

I thank you, Mr. chairman n and members, for the opportunity to present the
-counties views before this committee, and I will be glad to answer questions.

TiE EQUITABLE LIFE ASSURANCE SOCIETY OF THE UNITED STATES.
New York, N.Y., Juiy 8, 1977.

Mr. MICIIA.L STERN,
,Staff Director. Committee on Fiance,
U.,. Senate, Washingtoni, D.C.

DEAR MR. STFRN : On page 56 of your "Staff Data and Materials Relating to
SSocial Security Financing." there is reference to proposals made by the Amer-
cmn Council of Life Insurance and the National Association of Manufacturers

1\
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to "maintain (Social Security) replacement ratios at a level 10 percent below
the current levels."

For the record and for your Information, t0,e New York Chamber of Com.
merce and Industry also made such a recommendation in July 1976. (See my
testimony on behalf of the New York Chamber as reproduced on page 140 of
"Decoupling the Social Security Benefit Structure," Hearings before the Sul
committee on Social Security, Committee on Ways and Means, United States
House of Representatives, U.S. Government Printing Office, Washington, 1976.)

Very truly yours,
BErNARD CLYMAN.

STATEMENT SUBMITTED BY THOMAS E. WOOD FOR HEWITT ASSOCIATES

Suggested hangedee in the Social Security Structure

I INTRODUCTION

Various proposals have been made to remedy the financial problems facing
the Social Security system. In 1970, the Congress charged the Htslao Panel of
Consultants with responsibility for recommending revisions in the Social Secu-
rity benefit structure. After lengthy consideration of alternative benefit for.
mulae, the team of actuaries and economists concluded that a modified benefit
formula indexed to changes in prices would produce relatively level expenditures
into the next decade. Robert Meyers, an acknowledged Social Security expert
and its former Chief Actuary, has suggested a new dynamic benefit formula,
based on wage-indexing, but adjusted to a 10% lower benefit level. Such diverse
interest groups as the Democratic Study Group, the AFL-CIO, two national
senior citizens groups, and the National Association of Manufacturers have
concentrated on various means of decouplingg" the present system.

Recently, the Carter Administration advanced a comprehensive eight-part
program for bringing Social Security income and outgo into balance. The Carter
proposal represents a hybrid position, combining a number of alternative solu-
tions. The program would decouple the present system, and at the same time,
provide additional sources of revenue through a combination of increased pay-
roll taxes, general revenues, and a shifting of funds between various segments
of the Social Security trust funds.

To date, the various alternative proposals have concentrated on solving the
short term problems facing the present system. Missing from each is consid-
eration of the broad public policy issue of what should be the role of Social
Security In providing retirement income. The purpose of this paper is to focus
on this issue. The paper explores the major problems facing the current system,
outlines the characteristics of a program that would correct those problems and
meet society's needs, and presents specific tions for such a program.

PROBLEMS IN THE CURRENT SYSTEM

In 1972, Congress enacted far-reaching changes in the Social Security system.
Most important for the future were the provisions which automatically coupled
benefit amounts to changes in the Consumer Price Index and coupled the maxi.
mum wage base to changes in average covered wages. Economic and demo-
graphic changes that were unforeseen when this current system was designed
have caused several problems. It may be helpful to focus on each of these ibe.
fore considering an alternative plan.
Rising benefit levels

Originally, indexing had been supported by many persons because they felt
that automatic adjustments would guarantee benefit adequacy without the
necessity of amendments, and Congress would be discouraged from passing "ad
hoc" benefit increases which exceeded the rise in the cost of living. Unfor-
tunately, the actuarial assumptions used in estimating the effects of the 1972
Amendments were based on wage and price experience for the period 1950-70.
These assumptions soon proved to le unrealistic. Almost before it started
rolling, the indexing system was subjected to a surge of high inflation com-
bined with the deepest economic slump since the Depression of the 1930's.
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Under the autoinatic indexing prwvisidns, the Iereentage increase in benefits
triggered by a rise in the CPI appUes not only to benefits in current-payment
status, but also to the percentage components of the multistep formula that
determines the ultimate benefits of active employees. In addition, the ultimate
benefits of active employees also rise with wage increases. The result is an
instability in the replacement ratio-the ratio that the benefit bears to the
worker's taxable earnings in the year prior to his retirement, death or dis-
ability. During periods when -Inflation is high -and gains in earnings barely
keep up with price increases, replacement ratios will drift upward. When gains
in earnings are high and inflation is controlled, the replacement ratios will
remain stable or even drift downward. Because of the economic changes we
have experienced recently, the replacement ratio for the median wage earner
has climbed from 38 percent in 1972 to 44 percent in 1976.

Rising costs
Under the economic conditions expected in the future, the current automatic

indexing will lead to higher benefit levels, which will impose a large cost burden
on employees and employers. However, a more serious cost problem results from
expected demographic changes. At the present time, there are about three
workers covered under Social Security for every one beneficiary. Around the
year 2010, this ratio will begin to change drastically, and by the year 2030 will
be down to two workers for each beneficiary. The chart on the following page
shows the change in the ratio from now to the year 2050. It was prepared by the
Social Security Actuary based on reasonable assumptions of population growth
and labor force participation rates.

OLD-AGE, SURVIVORS, AND DISABILITY INSURANCE PROGRAM
PROJECTED BENEFICIARIES PER HUNDRED COVERED WORKERS

1976-2050

1980 1990 2000 2010 2020 2030 2040 2050
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This change in the ratio of covered workers to beneficiaries will lead to a
need for higher taxes. With fewer workers paying the costs, each must absorb
a greater portion of the burden.

social Security Administration actuaries have projected future expenditures
under the current program as a percentage of covered compensation. The figures
below show the total costs, and also break out the portion of the expenditure
that is due to rising benefit levels (column (5)).

in perconqt

Portion
of excess

Col. (4) Tax rate
attributable needed if

to current
Excess of increase in replacement

Tax rate expenditures repacement ratios are
Calendar year Expenditures in law over taxes ratios maintained
(1) (2) (3) (4) (5) (6)

1977 ................................. - 10.91 9.90 1.01 0.00 10.91
1980 ...... ....................... 10.80 9.90 .90 -. 03 10.80190 ....................... 12.39 9.90 2.49 .20 12.19
2000 ..................... . 13.91 9.90 4.01 .97 12.94
2010................................ 16.57 9.90 6.67 2.46 14.11
2020 ............................... 21.64 11.90 9.74 4.54 17.10
2030 ............................... 26.02 11.90 14.12 6.62 19.40
2040 ................................. 26.67 11.90 14.77 7.76 18. 91
2050 ................................. 26.93 11.90 15.03 8.64 18.29

/

As the figures Indicate, even If current benefit levels are maintained, tax
rates would need to rise from the current 9.9 percent to 19.4 percent by 2030
because of the demographic changes. With such large increases necessary, much
consideration has been given to the question of whether we can continue to
finance the system with equal employee and employer payroll taxes. And, the
problem is more complicated than merely providing one level of financing for
the future and selecting the appropriate source of funds. Since changing pro-
portI6nsof active and retired workers affect the amount of contributions needed
to support any given level of benefits, an effective solution must have flexibility
to respond to demographic changes.

Loss of public support
One result of the publicity given to the problems of the current system is that

people are beginning to lose faith in Social Security. Benefit levels cannot be
predicted and future costs are unknown. People are afraid that they will pay
taxes for years and then receive nothing at retirement. Some state and local
governments have either dropped out or explored the possibility of dropping
out of the system. Editorials have suggested that individuals could do better
on their own or that companies could offer better private plans at a lower cost.

Studies have shown that the accusation that Social Security Is not a "good
deal" is not true. For most people, Social Security Is a good buy-even with
rising taxes. However, what is most importa., is the public's perception of the
system. Congress may look at financial problems that occur only after the year
2000 and dismiss them. Such a time horizon is well beyond the concern of
current legislators. But, it is doubtful if workers In our society will feel secure
unless there are answers which protect the system during their remaining
Iffetimes. If a person now age 30 will live to age 80, his concern stretches al- i
most until the year 20307
Inability to fulfill dual roles

Many of the problems in the Social Security system are caused by the dual
roles the program Is trying to fulfill. The system is designed to provide bene-
fits that are both socially adequate and Individually equitable. The need for
social adequacy Is met by weighting the benefit formula heavily in favor of the
low paid, by providing a spouse's benefit, and by granting "fully insured" status
for death and disability benefits after only six quarters of coverage. The value
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of these benefits relative to the payroll taxes paid by the insured employee and
his employer is much greater than the value received by many other workers.

The objective of offering individual equity is met with the wage-related bene-
fit formula and the separate payroll tax system. There Is an incremental bene-
fit on higher pay so that those who make the greatest contribution receive the
highest benefit. Also, Social Security does not require the means test of welfare
programs. Those who pay taxes are guaranteed a benefit when they retire.

The problem that has arisen is that the current payroll tax structure cannot
afford to support both parts of the system. As the benefits needed for social
adequacy increase, taxes must increase. But, the regressive payroll tax is a
poor vehicle for redistribution of income. Those who need the benefits most
are burdened most heavily by the tax. On the other side, there is also difficulty
in meeting the objective of individual equity. As higher taxes are needed to
meet the costs of social adequacy, the incremental benefit received for paying
the higher taxes must be decreased.

CHARACTERISTICS OF AN IMPROVED PROGRAM

Most of the alternatives that have been suggested for the Social Security
system deal only with the problems facing us In the remainder of the twentieth
century, or only with a portion of the total program. If we are to find effective
long-term answers to all the problems, we must first consider the characteristics
that the solution--or new program-must have In terms of both benefit design
and financing m~hanisms. Following are some suggestions.
A. Benefit design criteria

1. Social adequacy.-The benefit level should be adequate to provide all
necessities of post-retirement living for the worker covered by OASDI for most
or all of his working career without supplementation by personal savings or
sigiificant private pension benefits. If the OASDI program falls to reach this
level of adequacy, other forms of public assistance must operate concurrently.
These other forms generally impose a means test to qualify, a requirement
thoroughly inconsistent with the basic concept of the Social Security program.

This criterion assumes that private pensions are not going to spread to the
entire work force. In the decade of the 1950's, rapid growth of private plans
occurred, and by 1960 coverage was in effect for about half the workers In the
private sector. Since then, progress has been much slower. It seems likely that
tax Incentives will continue the spread of private plans slowly, but coverage Is
probably going to fall far short of being universal. And it is least likely to
occur In industries where small employers predominate and wages are gen-
erally low. Therefore, Social Security must accept the responsibility of pro.
hiding through OASDI the amount necessary to maintain necessities after
retirement for the workers not covered by private pensions.

tf. Individual equity.-The benefit formula must also maintain a degree of
equity among covered workers. The individual who earns more and contributes
more to OASDI during his career should receive a higher benefit than one who
earns and contributes less. A corollary principle is that a worker should have
his benefit based on the same earnings on which his contributions are deter-
mined.

3. Bcncfit lmits.-OASDI should not provide benefits beyond some maximum.
Some moderate level of pay is all that should be covered. The level might be
set at the point where three-quarters of all wage earners have their full earn-
ings subject to the system. To go beyond that point is to provide unnecessary
coverage and to require an unnecessary allocation of federal funds.

4. Predictability of benefts.-The amount of benefits should be predictable
so that it can be counted on by workers and employers sponsoring private pen-
sion plans. Since wage levels cannot be forecast in advance, OASDI benefits
should be predictable not in dollar terms, but as a percentage of pay to be re-
placed In event of retirement, death or disability.

This need is not filled by indexing earned benefit credits to changes in prices
or wages. In indexing, an element of uiipredlctability remains. The most ap-
propriate criterion Is average earnings of each worker in some period of years
preceding receipt of benefits. This average earnings level would represent a
reasonable definition of his or her living standard.

05-197-77-28
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5. No discrimination in-favor of married worker.-The benefit formula
should not discriminate in favor of workers who are married. The spouse's
benefit originally adopted when labor force participation among women was
much less extensive than today, no longer seems appropriate in a society where
the majority of women work. It may be appropriate for all persons past retire.
ment age to have a payment to assure income adequacy. But it does not seem
appropriate to have such a payment from an earnings related OASDI system
of pay replacement.
B. Financing criteria

1. FlcxibIlity.-The financing system should be flexible and capable of work-
ing permanently. As economic conditions and demographic characteristics
change, the financing structure should be able to adjust to bring in the needed
amount of funds to support current benefit requirements. At the Mme time, the
system should maintain only a limited reserve. In fact, building a large reserve
to obtain actuarial soundness would be detrimental to the economy by siphoning
funds away from the private sector.

R. Separate tax system for icage-related beneflt.-The wage-related benefit
should be supported by a separate tax system. Contributions should be based
on earnings and should be paid equally by employers and workers. It is not
necessary for the entire benefit to be wage-related and that portion which is
not need not be financed by payroll taxes. But the benefit which is related to
earnings should continue to have a separate financing base to assure workers
that their future security is not threatened or subject to periodic legislative
approval for allocating general revenues to the OASDI program.

S. Universal covcrag.-There should be universal coverage under OASDI.
The present exemptions from required coverage for employees of certain non-
profit organizations should be eliminated. The permissible exemptions for em-
ployees of state and local governments should also be discontinued if there
is no constitutional prohibition to required coverage. Employees of the federal
government should be covered by OASDI and the benefits under their retirement
plans should be integrated with the universal OASDI program. Attaining uni-
versal coverage will eliminate overlapping of benefits and unintended windfalls
to persons who serve only part of their careers In OASDI covered employment.

SPECXFICATIONS FOR A PROPOSED STRUCTURE FOR SOCIAL SECURITY

The preceding characteristics for a permanent solution to Social Security's
problems suggest a revamped benefit and financing structure. Conceptually, the
best solution might involve a two-tiered system composed of a fiat Old Age
Benefit payable to all persons past retirement age and an earnings-related
(ASDI program which is no longer weighted for low pay levels. The two
together might provide benefits similar, although somewhat-higher, than under
present law. The earnings-related benefit, no longer burdened with high benefits
at low pay levels, could be related proportionately to average earnings In the
highest paid ten years of work and still be permanently supported by equal
contributions from employers and workers. The Old Age Benefit would be paid
for by a combination of payroll taxes and general revenues.. The following diagram represents how the structure would look for a single
retiree. If there were also a nonworking spouse, there would be two Old Age
Benefits paid instead of one.
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Dollars
of

Benefit

Earnings Related Benefit

Old Age Benefit

Earnings Level WageBase

Following Is an outline of the principal features of this proposal, describing
major benefit provisions and financing mechanisms.
A. Old age benefit

Conoept.-A payment to all persons upon attaining a specified age, whether
or not there is a previous work history. Similar to the Old Age Benefit in
Canada.

Effective Date.-Applies to all persons retiring on or after January 1, 1978.
0overage.-All U.S. citizens, whether or not they have a previous work his-

tory.
Amount of benefit.-Initially $150 per person per month. Payable monthly.:

To be increased in each January based on changes in Elderly Persons Consumer
Price Index, an index to be prepared by the Bureau of Labor Statistics based
on changes in prices for a market basket of goods typically purchased for an
elderly couple.

Retirement age.-Full Old Age Benefit paid if payment commences at or
after age 65. Reduced one-fifteenth per year if commencement occurs at age
02 to 04.

Tam treatment.-Benefit included in taxable income as received. Not subject
to 50 percent ceiling on personal service income. After-tax value of benefit thus
declines as amount of other taxable income rises.

Effect of continued earning.-No reduction in benefits made on account of-
earnings up to one-third of current wage base maximum. Thereafter, benefit
reduced $1 for each $2 of earnings.

Benefit. in event of death or disability.-None.
B. Earn ing8-related benefit

Concept.-A benefit related to covered earnings in the highest paid 10 years
prior to retirement, financed by equal payroll taxes on employers and workers.

Effective date.-Applies to all benefits that commence on or after January 1,
1978.
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Covcrage.-All persons with qualifying wage records under OASDI. To be
eligible for death and disability benefits, present requirements are continued,
with as little as six quarters of current coverage required. For retirement. bene-
fits, permanent coverage of forty quarters of coverage required.

An attempt should be made to extend the system to cover groups of em-
ployees now excluded from OASDI, such as employees of Federal, State and
local governments. If successful, problems of gaps in protection and overlapping
of benefits will disappear. If some groups remain excluded, payment otherwise
produced by the benefit formula to be multiplied by ratio of actual quarters
of coverage to quarters of potential coverage, taking into account permissible
dropout periods.

Primary benefit form ula.-331/3 percent of average covered wages during
highest reported 10 years of coverage, reduced proportionately for coverage of
less than 35 years. For persons with increases In earnings during the last 10
years of work of 4 percent to 6 percent per annum, this formula will produce
25 percent to 27 percent of earnings during the last full year of work.

Benefits payable monthly. To be Increased In each January based on changes
in Elderly Persons Consumer Price Index.

Retirement ag.-Full Primary Benefit paid If payment commences at or
after age 05. Reduced one-fifteenth per year If commencement occurs at age
62 to 64.

Disability bencfit.-Prlmary Benefit plus, until age 65, supplementary pay-
ment equal to amount of current Old Age Benefit. If eligible dependents, same
allowances as under present program related to total monthly benefit being
received by disabled worker.

Death benefit.-If over age 65 or under 05 with dependent children, spouse
received 100 percent of worker's Primary Benefit. Each eligible child up to
two receives same amount.

Covered wage.-All earnings up to wage base maximum, initially set at
$16,500 and Increasing each January in accordance with changes in average
reported earnings in the first quarter of the preceding year compared to first
quarter of the year earlier.

Contributions.-Equal taxes on earning by employers and workers equal to
the same percentages as contained In the present law, less the portion of that
total allocated to Medicare program. For employer and worker, these percent-
ages are:

peratw of
Year: Wered WO

1978 to 1980 -------------------------------- --------. 05
1981 to 1985 ---------------------------------------- 6. 30
1986 to 2010 ---------------------------------------- 6. 45
2011 and after -------------------------------------- 7.45

Ta treatment.-Same as under present law, i.e., employee contributions are
not tax deductible when made, but employer contributions are. Benefits are
received on tax-free basis.

Effect of continued earnings.-No reduction in benefits made on amount of
earnings up to one-third of current wage base maximum. Thereafter, benefit
reduced $1 for each $2 of earnings.
C. Financting mechanism

Conccpt.-The earnings-related benefit should be financed by payroll taxes
alone, equally paid by worker and employer. Such separate financing assures
future stability of the system and eliminates concern among citizens about the
future ability of the program to continue payments. For the payroll tax to be
able to support the earnings-related benefit, there will need to be a shift at
some future date of the cost for the Medicare program from the payroll tax
to general revenues.

The excess of contributions received from the payroll tax over the amount
needed to pay benefits and maintain appropriate reserves under the earnings.
related program are to be applied to meet the costs of the Old Age Benefit
with excess costs being financed from general revenues.

Earnin s-related bencfit.-As a rough estimate, the proposed earnings-related
benefit can be financed at a cost equal to three-fourths the cost of the present
OASDI program, assuming no future increase in pay replacement rates. Based
on the 1977 Report of the Social Security Actuary, Table 1 shows an estimate
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of the income, and 'outgo from the OASDI fund, expressed as percentages of
covered payroll.

Old age beneftt.-This benefit shall be paid from a Social Security fund sep-
arate from OASDI. Part of the contributions come-from the excess of contribu-
tions to OASDI over the amount needed to pay earnings, related benefits and
maintain appropriate reserves. The balance of costs shall be paid from general
revenues by means of Congressional appropriation.

TABLE 1.-ROUGH ESTIMATE OF COST TO FINANCE EARNINGS RELATED BENEFIT I

1In percent

Present
OASOI Excess
if pay New easning Payroll applied to

replacement related tax in old-age
constant I benefit I present law 4 benefit a

(1) (2) (3) (4) (5)

Year:
1980 .......................................... 10.83 8.12 9.90 1.78
1990 ........................................... 12.19 9.14 9.90 .76
2000 ........................................... 12.94 9.71 9.90 .19
2010 ........................................ 14.11 10.58 12.90 2.32

............................. 17.10 12.83 14.90 2.07
19.40 14.55 14.90 .35

2040 ..................... 18.91 14.18 14.90 .72
2050 ........................... 18.29 13.72 14.90 1.18

I Expressed as percentage of covered payroll.
From 1977 Report of Social Security Actuary.
Estimated ts 75 percent of col. (2).

4 As provided for in present law. Through the year 2000, the present rate for OASDI Is used. Starting In the year 2010,
the combined tax rate for OASI and hospital insurance is applied.

A Difference between cola (4) and (3).

WHAT TIlE PROPOSED SOCIAL SECURITY STRUCTURE ACCOMPLISHES

1. Initially, benefits under the proposed system are about equal to present
benefit levels. (See table 2.)

2. Benefits are "decoupled," eliminating the movement toward higher pay
replacement ratios and accompanying higher costs. Benefits will stay reasonably
constant in the future as percentages of final average earnings.

3. Benefits can be predicted. The worker has a good idea of how much of his
pay the system will replace. Ile can also count on the future financial stability
of the fund providing earnings related benefits.

4. The earnings related benefit no longer includes nonworking spouse's bene-
fits. This change eliminates one form of inequity among contributors.

5. It is no longer necessary for the formula for the earnings related benefits
to be weighted In favor of lower pay levels. This permits greater equity among
contributors.

0. The problem of disproportionately larger benefits for those in the system
for only part of their careers Is eliminated by the proportionate credit approach
to computing benefits.

7. Benefits will remain adequate after commencement by being indexed to a
special CPI for retired workers.

8. Weighting total benefits to assure adequacy for lower income persons is
continued, but through a separate inechanissa of a fiat dollar benefit. Initially,
the total benefit provided by the proposed program meets the requirements of
the Low Budget for an Elderly Couple for a worker with final year's earnings
of $4,900 and the Intermediate Budget for a worker with earnings of $12,800,
assuming in both cases a non-working spouse also eligible for the Old Age
Benefit.

9. The earnings related benefit can be financed indefinitely by equal payroll
taxes paid by employers and workers. The necessary tax rates are those in-
cluded in the present law.

10. General revenue financing is introduced, but it is specifically allocated
to the Old Age Benefit, It seems more appropriate to use general revenues for
that portion of the program which is designed to guarantee benefit adequacy
than for the portion related to earnings.
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". Flexibility in financing Is Introduced. The contributions to the earnings
related benefit that exceed the cost of that benefit are used to pay part of the

-costs for the Old Age Benefit. As demographic and economic factors change,
the excess varies.

12. Benefits are reasonably predictable, simplifying the planning of private
pensions and savings. Integration regulations governing how private plans co-
ordinate with Social Security can be simplified and related to the amount of
benefit received rather than to the presumed value of the entire program.

13. With pay replacement levels from Socia! Security held constant, the role
-of private pension plans will not be eliminated, Consideration should also be
-given to encouraging the use of Individual Retirement Accounts by liberalizing
,the requirements and Increasing the allowable tax deduction,

TABLE 2.-COMPARISON OF ANNUAL RETIREMENT BENEFIT LEVELS-PRESENT VERSUS PROPOSED

Worker only Worker and spouse

Proposed benefit Proposed benefit
Earnings- Earnings.

Final year's Present Old ag related Present Old at related
annual earning Benefit I Benefit Benefit Total Benefit Benefit Benefit Total

$6,000 ................. 330 $1, $1,620 $3.42 $4,995 $3600 S1,620 $5,220
7,200................ 3,743 1 ,94 3,744 5,615 3,600 194 5,544
8400 ................ 4,156 1.800 2 26 4,068 6,234 3,600 2, 5 ,86

590........4,427 1,800 2,592 4,392 6,641 3.600 2,592 6,192:':'""".." . 4"' ,6 1, 2,916 4,716 7,047 3600 2,916 6,516
$12,000 .................... 4,969 1,800 3,240 5,040 7,454 3 600 3,240 6,840

4 .................... 5 10,3 1800 3,84 5,6 7,624 3# 600 3 584 7 164j14400 ................ . . . .  5,083 1:00 3.S4 5,64 7,774 3,60 3:56 7,64
15,600 ............... 5 244 1,800 4,212 6,012 6,866 3,600 4,212 7,812
16,800 ............. 5,244 1, 00 4,455 6,255 7,866 3, 600 4,455 8,055

' Payable In 1977.
'AssumIng 4 percent annual pay Increase In lost 10 yr of coverage.

ROLE rOR PRIVATE PENSIONS

The revised Social Security structure described In this paper is designed to
provide benefit levels that will cover the necessities of post-retirement living.
About 50 percent of the workers in the country are not covered by private
pension plans, and many of these people are lower paid workers who probably
have little personal savings at retirement. The revised Social Security system
can meet the basic needs of this group. However, since there is a limit on the
earnings covered by Social Security, private pensions must still supplement
benefits for middle income workers and play a major role In meeting the needs
of the higher paid worker. Two Issues that should be considered, therefore, are
(1) how should private pensions tie'in with Social Security; and (2) can we
extend private pension coverage?
Issue 1: How ehould/private pension tie in ivit Social Security?

Under the proposed structure, Social Security benefits will be reasonably
predictable and will meet the basic needs of retirees. However, since private
plans will continue to supplement Social Security for the middle income worker
and replace some portion of the pay not covered for the high income worker,
policy should be legislated governing total retirement income. We suggest four
criteria be considered in developing this policy which would be substituted for
the existing integration rulings.

I. Total retirement incomes from public and private plans should not exeecd
some speelfied maximum.

Total retirement incomes that exceed some maximum level, such as 100 per-
cent of pre-retirement gro.s pay, are not socially desirable. Benefits beyond
such a level cannot be justified on the basis of need.

2. Total retirement income should not be greater for high paid employees
than for low paid employees.

('ombined benefits from the public and private plans should not provide a
greater percentage of pre-retirement gross pay for the high paid worker than
is provided for the low paid worker.
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3. Private plane should be allowed to integrate with the total Social Security
benefit.

If we set policy governing total retirement incomes, it is necessary that
private plans be allowed to consider total public plan benefits. If only a portion
of Social Security is considered, total retirement income could exceed the
specified maximum when full Social Security is added to the private plan
benefit.

4. Coordination of public and private benefits should be on the basis of bene.
fits received.

Current integration regulations are based on the presumed value of Social
Security. However, as Social Security benefits rise, the value changes, and the
regulations are immediately obsolete. Coordination based on actual benefits
paid from Social Security would simplify the process and assure the appro-
priateness of benefit level. Furthermore, if we are to have a policy governing
total income, it can be controlled only if the public and private systems are
tied in on the basis of benefits.
Issue 2: Can we extend private pension coverage?

One objective of the Employee Retirement Income Security Act of 1974 was
to extend private pension coverage to a greater proportion of the work force.
One item aimed at meeting this objective was the provision allowing for the
establishment of Individual Retirement Accounts, or IRA's.

IRA's can be established by any person who Is not covered by a qualified
pension or profit sharing plan offered by his or her employer. Low paid workers
not covered by a private plan may find that the benefits provided by Social
Security meet their needs. But, middle to higher income workers could be
encouraged to supplement Social Security and meet their retirement income
needs through the use of IRA's.

As we see it, three changes in the legislation and regulations governing IRA's
should be considered to encourage their further use.

1. Increase the allowable tax deduction.
Currently, individuals can take a tax deduction of up to $1,500 for contribu-

tions to an IRA. To encourage greater savings for retirement, to promote in-
terest among more people, and to promote interest among more banks and
other Institutions that can offer IRA's, this limit should be raised. It may be
appropriate at this time to raise the limit to $7,500, the maximum deduction
currently allowed for contributions to H.R. 10 or Keough plans. Also, the limit
for both IRA's and H.R. 10 plans should be increased annually based on the
same index used to raise the ERISA libnits for 'qualified plans.

2. Allow employees to make up foi;-years in which no contribution is made.
Many individuals may be ineligible t0 contribute to IRA's because they are

covered by their employers' private, pians. Yet, if they leave their employers
before becoming vested, all accrued benefits are forfeited. These people should
be allowed to make up for the lost benefits. The limits could be set in a manner
similar to those governing tax sheltered annuities for persons at 501(c) (3)
organizations, and contributions would also be subject to the ERISA limits.

3. Allow employers with, t qualified plans to make contributions to IRA's
for their employees.

Many small employers may want to provide retirement benefits for their
employees, but hesitate because of the administrative requirements. These em-
ployers should be allowed to make annual contributions to each employee's
account based on a simple IRA contract with a bank or other institution. The
provisions regulating these plans could be restrictive; contributions would be
at the same rate as a percentage of earnings for all employees and within a
certain range, vesting would be Immediate, and provisions regarding with-
drawal would remain as in the current law. To offset the lack of flexibility,
companies would have few administrative requirements. The bank or other
Institution would handle all day-to-day administration such as benefit state-
ments and retirements. The company would have no responsibility for ter-
minated vested employees. No plan document would be required. And, only one
annual report that included a trustee's statement would be needed to support
the employer's tax deduction. A change of this type could encourage the spread
of retirement plans to a significant portion of the work force now not covered.
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STATEMENT OF THE U.S. INDUSTRIAL COUNCIL
The impending crisis in the Social Security System, with rapid depletion of

trust funds and Inadequate replinishment of those funds to meet the rising level
of benefit payments, poses one of the most serious problems facing this or any
other Congress.

The Social Security problem includes severe deficits for both the short range
and the long term. According to the 1977 report of the Social Security Board
of Trustes, the Old Age and Survivors Insurance Program (OASI) trust fund
may run of money around 1983. The Trustees say the Disability Insurance (DI)
trust fund is even nearer depletion and may be out of money as early as year
after next.

The American people, and particularly those receiving OASI and DI benefits,
have reason to be alarmed. For 1977, there is a gap of $8 billion between the
cost of benefits and current revenues. Those who are now working, paying
Social Security taxes, and looking forward to future benefits, have similar
cause for concern, for the long range outlook is even worse than the problem
immediately ahead. Actuarial estimates prepared for the next 75 years show
that expenditures under the program as presently constituted will exceed ex-
penditures at an average annual rate of $60 billion at present payroll levels.

Clearly, major reforms must be undertaken. Cosmetic treatment or political
solutions which do not deal with the underlying causes of the Social Security
crisis must not be tolerated.

The United States Industrial Council believes the first requisite for true re-
form of the Social Security System is that it be maintained as an insurance
program and not be converted into a huge welfare or income transfer program.
To deal with the short range deficit, it appears more income for the trust funds
probably must be obtained from some source. For both the short and long
range, the cost of Social Security benefits must be brought into balance with
income so that the program is actuarily sound. Congress must remedy the
mistake it made in providing for continually escalating benefits and relying for
funds to meet sharply increased costs on actuarial estimates which proved to
be unsound.

The Social Security program was set up on what was supposed to be an
actuarily sound basis, so that during the period covered by actuarial estimates,
income would cover cost of benefits and expenses of administering the program,
with a small fraction of a percentage point in allowable variation. The present
problem began when escalation was built into the program inI the form of
automatic increases in the taxable wage base with corresponding increases
in benefit levels, plus automatic cost of living Increases in benefits. Further.
more, instead of confining cost of living increases, based on the Consumer Price
Index, to the benefits being received by retired persons, Congress enacted poorly
conceived legislation providing for timing both the wage base and benefits to the
CPI, so-called double indexing.

The problem was brought to an acute stage by the economic downturn and
unemployment which cut income from Social Security taxes, by inflated prices,
and by underestimates of longevity and the decline in the birth rate.

In dealing with the Social Security problem, ('ongress must recognize (1) that
there is a point beyond which Social Security tax increases, either by raises
in the tax rate or increases in the taxable wage base, cannot go without doing
serious damage to the economy, and (2) limitations must be placed on lenefits
and the proper ratio restored between average lifetime earnings and benefits.

When the Senate Finance Committee reported out legislation adding a cost
of living escalator to the Social Security Act, the Committee said in its report
accompanying the legislation It wished "to make clear its intention that the
full cost (as estimated at the time the increase is promulgated) of each auto-
matie increase is to be financed by additional taxes imposed at the same time
that benefits are increased." Although this principle was incorporated in the
bill as passed by the Senate, it is extremely unfortunate that it was dropped
from the final version of the legislation. It would have helped to avoid the
dilemma in which Congress now finds itself with regard to Social Security.

While for the short range, the Social Security program may need some kind
of "quick fix" the United States Industrial Council is adamantly opposed to
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the one proposed by the Carter Administration-transfer of general tax reve-
nues to the Social Security trust funds. The Administration's rationale Is that
the general revenues would replace the Social Security taxes lost as a result
of unemployment during the recession. Under its formula, $14 billion would be
appropriated from general revenues for Social Security for the period 1978-80.

While the transfer of general funds to Social Security is referred to by Ad-
,ministration spokesmen and in the public press as "temporary," we consider
the use of the work "temporary" to be misleading. The Senate Finance Com-
mittee staff study of Social Security Financing had this to say about the
Administration's proposal for transfer of general revenue funds: "Although
the Administration proposals are based ol all assumption that the provision
would become a permanent part of the Social Security financing plan, they
suggest that it be enacted on a tunporary basis. The Advisory Council on Social
Security (to be appointed this year and to report at the end of 1978) would
he charged with recommending whether such a provision should be a part of
tile permanent financing schefne."

The United States Industrial Council believes that If the use of general tax
revenues to help finance Social Security benefits were started, it not only would
become a permanent part of the program but would expand to provide ever
increasing benefits. Freed from the restraints of having to impose higher and
higher Social Security taxes and resulting public protests against such taxes,
Congress would find it difficult to resist the temptation of following tile pol-
Itically popular course of voting more and more benefits.

In an interview published in U.S. News & World Report, Chairman Al Ullman
of the House Ways and Means Committee responded to a question as to why
he was reluctant to use general revenues to help finance Social Security as
follows: "Because the concept of separate taxing and funding for Social Secu-
rity gives It fiscal integrity. In other words, whenever you add a benefit, you
have to add a tax to pay for it. If you start using general revenues, that dis-
cipline Is lost. Going to general tax revenues would be a real fiasco-if you
wanted to increase benefits, you could just increase the contribution from the
general fund from zero today to 33 percent to 40 to 50 and on up. The discipline
is gone."

We agree with those observations by Rep. Ullman and his further observa-
tion that, "People who get Social Security don't want to feel that they're taking
funds from a welfare program. They like to feel they're taking funds from a
system to which they have contributed and paid their fair snare, and that
they're getting it as a matter of right-not just a right that society owes them
but a right they've earned."

It is important that Administration, Congress and tile general public con-
tinuously bear in mind that there is no general fund in which to dip to get
money for the Social Security program without either taking away from other
programs or increasing the deficit by further borrowing. The federal govern-
ment has for some time been spending more than it takes it. Even a paper
transaction of transferring funds from general revenues to the Social Security
trust funds would help to undermine the credit of the federal government.

The United States Industrial Council is opposed to the Administration's pro-
posal for providing long range Social Security financing by removing the ceil-
ing from the taxable wage base on which the employer pays taxes, while
making only minor adjustment in the wage base on which tile employee pays
taxes. The concept of Social Security as an insurance-pens9ion program whose
cost is borne equally by employer and employee should Ibe preserved.

The Administration's program is designed to close an $83 billion gal between
income provided by the present financing system and Its projected cost of bene-
fit during the period 1978-82. It would close this gap by obtaining $56 billion
in additional Income and reduce the amount of income needed by $27 billion.
The major part of the tax burden would be laid on tile shoulders of employers.
who would pay an additional $30 billion in Social Security taxes as a result of
eliminating the wage base ceiling. Other sources of income for the period would
be $4 billion from additional employee taxes, $7 billion from ldivering Ilospital
Insurance taxes under the Social Security program fo tile OASI and 1)I trust
funds, $1 billion from am increase in the self-employment tax rate, and $14
billion from an appropriation from general revenues.



428

HEW Secretary Joseph Callfano stated in what must be rated one of the
most absurd remarks of the year that employers could take the $30 billion out
of profits. In some industries, profit margins are so slim the increased employee
payroll taxes would drive many companies out of business. In others, accumula-
tion of capital needed for modernization and expansion would be seriously
curtailed. In some industries, unemployment would be increased when com-
panies found it necessary to reduce the workforce because of increased labor
costs. In most cases, the increased costa would have to be passed along to
consumers in higher prices. The cumulative effect of all these things would do
severe damage to the economy. It also would create a vicious cycle in which
higher prices for goods and services would eat away the value of Social Secu-
rity benefits.

The United States Industrial Council believes that the short range and long
range deficits should be dealt with as part of the same problem and major re-
forms made in the whole system. To begin with, we believe that the method of
computing benefits should be restructured to remove both cost of living increases
and wage base increases from the formula used to determine entitlements dur-
ing theearnings period-in other words, complete decoupling.

The USIC believes the evidence is clear that providing for automatic adjust-
ments based on the CPI and automatic upward adjustments in the wage base
are highly inflationary. They cause prices to drive up wages and wages to drive
up prices in a never ending cycle.

We are opposed to the Administration's proposal that cost of living adjust-
ments be eliminated but that wage indexing be used irs the mechanism for
determing benefit levels.

Wage indexing should not be used at all. Cost of living increases should be
used for adjusting benefits only after retirement and we recommend that instead
of cost of living increases being given automatically, increases should be deter-
mined by Congress after careful review of the program.

The inability of actuaries to make accurate projections for the indefinite
future or for a 75-year period is demonstrated by the present plight of the
Social Security Program. We believe that In lieu of provisions for automatic
escalation of benefits, Congress should be forced to examine the program
periodically and make adjustments If needed.

The USIO believes that trust funds should be maintained at levels adequate
to provide reserves against periods of recession and high unemployment, and
that Social Security be returned to a pay-in, pay-out, basis. We consider the
Administration's proposal that trust funds be reduced from 50 percent of
estimated needs for the following year to 35 percent because of its recommended
access to funds from general revenues to be unsound.

While the steps we have recommended would go far to hold down the costs
of benefits, it appears it probably will be necessary to increase Social Security
income to bring it into balance with outgo. This being the case, due to the
deterioration in the system brought on by actions by Congress in some cases
and Inaction in others to keep the system financially sound, it appears to us
an increase in the tax rate would be the best of the possible choices. An
immediate increase of 0.25 to 0.8 percent for both employers and employees
appears to be in the range needed in another two years to keep the system in
balance.

The USIC is opposed to increasing the taxable wage base. This shifts more
of the tax burden to middle income wage earners and causes inequities among
employers in professions and industries which have large proportions of highly
paid workers.

There seems to be general agreement with the Administration's proposal
that the tax rate on the self-employed be inreased from 7 percent to 7%
percent and we do not oppose it. We also support the Administration's proposal
under which a wife, widow, husband, or widower would have to meet a test
of dependency on the spouse in order to qualify for dependents or survivors
benefits, at an estimated savings of $3 billion for the 1978-82 period.

The United States Industrial Council represents more than 4,000 business
and industrial firms employing approximately 3,000,000 people. All of those
represented in our membership, employers and employees, have a big stake
in the restoration of the Social Security System to a sound basis. We hope
this committee will give serious consideration to our recommendations.
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STATEMENT OF RICHARD M. CARVER, AYOR 07 OF PEORIA, ILL. ON BEHALF Of THE
NATIONAL LEAoUE OF CITIzE

Mr. Chairman, members of the Committee, I am Richard Carver, Mayor of
Peoria, Illinois, and Chairman of the National League of Cities' Effective
Government Committee. I am here today on behalf of the National League of
Cities and its 15,000 members.

With your permission, I would like to submit for the record, the NIC Policy
Statement on Social Security. In summary, our National Municipal Policy
requests that Congress leave intact the current provisions regarding local
government entry or withdrawal from the Social Security System. Our policy
further suggests that the Social Security system be restored to its original
purpose-an Insurance program financed by employer and employee contribu-
tions into a trust fund providing wage related benefits to workers as a matter
of right; that there be no earnings penalty for retirees who choose to work;
and that supplementary benefits be paid from an income support system.

I wish to speak to several of the issues related to the general problem of
financing the Social Security system, and in particular to the Administration's
proposals. The urgency and magnitude of the problem are well-enough known.
More than 82 million people receive Social Security benefits totalling $6 billion
per month. About 104 million people are covered by Social Security. Without
changes, the trust funds will soon be exhausted, and a massive deficit will
develop.

My comments as a city official are from two perspectives,- as an employer
and as an elected representative of the taxpayers of my community. State
and local governments currently employ over 12 million Individuals-about 70
percent of whom are covered by Social Security-and are paying around $9
billion annually in Social Security taxes. The direct interest of city govern-
ments in Social Security financing is evident from the. cost perspective alone.
At the same time, however, like you, city officials are elected representatives
and must be concerned with the retirement well-being of all their citizens.
Without adequate and equitable retirement benefits, urban residents will be
forced to turn for help to the closest level of government, the provider of
basic services in our federal system-local governments. For city governments
then, the Social Security financing problem presents direct and indirect
threats and- As the payment of social security benefits requires a greater and
greater share of the federal budget, less and less is available for other pur.
poses. Given these concerns, I do not find the Administration's proposal for
changes in the financing of the system at all adequate. Let me hasten to say
that-our current plight--created largely through inadvertence and unpredict-
ability should make no otie confident in his judgments about the future of the.
Social Security system.

Most generally, and most importantly, I am not satisfied that the Admin-
istration has gotten to the root of the problem. There Is a need to ask questions
about what is being financed before making important decisions about how to
finance it. There Is. most especially, a need to get back to first principles lit
the case of Social Security and ask what its purpose is, what its relationship
is to other programs and activities--public and private--and whether or not
it requires system-wide substantive changes. There is a need, one might say,
for some "zero-based budget" analysis.

The Administration has quite reasonably sought to fulfll its campaign
commitment to solve the short-term financing problem and to put the long-term
financing on firmer footing. But in doing so, it has accepted the program as is
and offers a set of tactics without a consideration or reconsideration of strategy
and goals.

What about the tactics? The Administration proposes to (lip into general
funds for the payment of Social Security benefits. This would be done on only
a limited basis--when unemployment rises above six percent-and is Justified
as a payment for loss of contributions from the payroll tax. These limitations
it is argued, also limit the precedent for the use of general revenues. But the
fact remains that it would be a precedent, in Itself dependent on untpredictable
conditions and. if expanded, unaccompanied by the basic rethinking of Social
Security that would make one confident that any line could be held.
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It would at the same time introduce a large, automatic economic stabilizer
without consideration of its effects on the national economy or concern for
the limits that would be placed on discretionary counter-cyclical policy. We
might well want to spend general revenues for other purposes during a reces.
sion. In the case of tiemployment compensation, the use of general revenues
at least has the justification of a close connection with the problem to be
addressed. Whereas, in the case of Social Security, the recourse to the general
fund has more the appearance of a financial strategem.

Another of the tactics of the Administration's proposal would be to tax
the employer on the full earnings of the employee. This would be done in three
stages between now and 1981. This would, of course, be an immense mandated
cost for state and local governments, Increasing their costs over the four years
by an estimated $3 billion. Local governments are not in a position to absorb
yet another federally mandated cost at this time. We have yet to appreciate
fully the fiscal impact ol local government budgets of the recently extended
unem ployment insurance coverage of public employees.

As I mentioned earlier, city governments share the interest of other em-
ployers in some respects, most obviously in this case. Removing the wage-base
ceiling for employers enables the Administration to claim that it has fulfilled
Its campaign promise of solving the Social Security problem without Increasing
the payroll tax rate. Employers should be forgiven if they see In this a measure
of legerdemain. Without making basic changes iln Social Security it is necessary
to improvise. Since an increase in the wage base on which the employee
pays a tax would require al increase in benefits which would worsen the
financing problem, an alternative is to increase the employer wage base.
Then, positing a surprise-free future nnd the proposed combination of recession
dips into general funds and a reduced re erve. it is asserted that the em-
ployer's burden would be less than if the stiortfall were met through ordinary
Increases in rate and base. The real outcome it seems to me is just as likely
an increased burden on employers and it-disquieting precedent for further
expansion.

What will city governments (1o with an Increased Social Security burden?
rn some respects they will behave as (1o other employers: absorb Some of tile
cost, pass it backward to employees and 1x1SS it forward to consumers. In other
words, though there Is no tax rate Increase for the employees, they will bear
some of the employer Increase In reduced salaries fnd benefits. But. public
employers differ in some Important respects frim private employers. Reduced
productivity or profit in the case of local government means reduced services.
And the consumer is the taxpayer who will he asked to pay more to receive
less locally. The effort to reduce the burden of the regressiv, payroll tax will
in part result in ihifting it to state and local taxes which are themselves
not overly progressive.

givenn this admittedly pessimistic analysis of the situnti,, there Is good
reason to think that more localities will give serious consideration to with-
drawing from the Social Security system. As you know, the Constitutional
considerations have prevented the absolute mandating of the payment of tile
employer tax by state. Ugd local governments. Il the past, withdrawal from
the system has usually been prompted by the employees weho think it is to
their advantage. More recently, the governments themselves have Initiated an
increasing number of withdrawals for reasons of local financial stringency, lack
of confidence in the Social Security system and conviction that they can. for
the same or less money, provide equal or superior benefits to their employees.
Since 1059, 372 state and local units containing 52,200 employees have with.
drawn. There are notices of termination on file from another 325 units covering
more than 500.000 employees. My city is among those that are seriously
considering withdrawal from tlie system, and I would be happy to answer
any questions you may have on that subject.

Unless state and local governments can be confident about tile future of
Social Security. their reasons for considering withdrawal from the system
will be multiplied and strengthened. Some of the Administration's proposals
are perfectly reasonable--eliminating the unintendd escalation of benefits,
for example.--The general Intent is responsible and commendable. However,
any signiicant changes should rest on a solid foundation of common under-
standing and purpose. Social Security should be an insurance program, based
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on employee and employer trust fund contributions with payments proportioned
to contributions, providing a floor of protection. At present we are confused;
in large part because we (1o not have a reasonable income support system as
a context for Social Security. We should not let that confusion force us into
avoiding the difficult questions that should precede hasty changes in the system
of financing.

Thank you Mr. Chairman, for your interest in our testimony and for the
opportunity to present our views.

NATIONAL MUNICIPAL POLICY-1977 BY TiE NATIONAL LEAGUE OF CITIES ON
SOCIAL SECURITY

Congress should: "Refrain from interfering in local budgetary decision-
making processes by inil)iig mandatory additional costs on local governments.
Specifically we oppose altering the current.provisions for entry or withdrawal
from ti'o Social Security system."

A. Social Scecurity
The original Irpose of the Social Security system enacted In 1935, should be

restored through legislative change. It should be returned to an in.surance pro-
grain financed by employer and employee contributions into a trust fund that
would provide wage-related benefits to workers as a matter of right. It should
be stressed that the program was not designed to provide the bulk of retirement
income, but only a "floor of protection" which would be supplemented by the
persons' private savings and Insions.

If other resources are not available then supplementary benefits should be
available from an inicomne support system.

When an Income support system Is in place. Social Security benefits should
be directly related to contributions. Any person who has been employed and
who retires should receive beneilts determined on the basis of contributions,
regardless of family status. Thtrp should he no penalty or reduction In benefits
as a result of earnings. There should be no work requirement associated with
the program.

STATEMENT OF WILLIAM J. JO5EPI, DIRECTOR, NEW JERSEY

DivisIox OF PENsioNs

Fin ancing Social Security

I NTRODUCTION

The prenise of this paper Is that this Congress will shortly be deciding the
future of Social Security and perhaps as a result, chart a course for collttlve
security which has had no committedd direction in the past. Some may look
ulio) the deficit lissture of the Social Security program as due to a series of
unforeseen events, which can correct themselves or call he corrected. For our
part, we believe the current dilemuna was clearly predictable and was formu-
lated at the birth of our social insurance programs. While we make no effort
to provide an elaborate historical thesis, we do wish to raise those Ideas and
those events which have brought us here.

There are a number of issues which have affected the financing of the Social
Security program and foremost is the traditional question as to whether Social
Security is insurance. We raise it because it Is fundamental to the thinking
of our fellow citizens-not because it truly reflects upon the Social Security
program.

Private insurance is normally based o the equity concept. This doesn't
mean that each individual always g'ts back lis money and interest as might be
thii (aw' If his woney were deposited In a savings bank. However, policyholders
ii the same area of risk will pay the same amount for the same benefit. While
the prelnils may be the same, the benefits received will vary considerably
among the selected groups of presumady Identical risks. Using the obvious
case of life insurance, someone tit tile group will die early while others will Mais
after many years of paying prelniums.[i]

Life private Insurance, social insurance serves as a method of distributing
costs, of niecting economic risks of a large number of people over periods of
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time appropriate to the particular hazard. Unlike private insurance it is
generally compulsory, which ensures normal distribution and should reduce
costs. The same advantages are cited for private group Insurance.[2] In social
,insurance the cost falls only partly on the insured, as employers or govern-
ment or both meet a large part of such cost.[3] In a social insurance program,
individual equity must give way to social adequacy.[4] If a program was begun
on the basis of individual equity, benefits would be relatively small in the
beginning and many years would lapse before the system could provide the
benefits for which it was established. Thus, in actual operation social insur-
ance differs widely from the accepted practices of life and other f,rms-of
private insurance.(5]

In private insurance there is a contractual right; social insurance makes
no such provision. It may be a statutory right but the statute can be changed.
Private insurance must be funded if the rights of the policyholders are to be
protected. Social insurance may not be funded at all, depending on the nature
of the plan. Essentially, social insurance provides for a recognition of a
problem confronting society and through the benefit structure and financing
mechanism, the economic burden on society is reduced.t6]

One of the apparent differences between social and private insurances deals
with the conditions of benefit payments. In private insurance the Insured desig-
nates the beneficiary and the beneficiary has a right to collect the benefits. In
social insurance only-specific survivors are considered anC. only for a period of
time when they meet the statutory conditions. For example, a widow's benefit
would be terminated if she remarries; children are only eligible up to a certain
age, and cannot receive benefits unless they are dependents, etc.

Lord Beveridge defined social insurance as providing cash payments condi-
tioned upon compulsory contributions for the insured person, regardless of his
resources at the time of the claim.[7] Since this eliminates need as a pre-
requisite, the principle of social insurance made an important contribution to
western society in widening the scope of the plan. It is not a welfare plan only
for the poor, but it covers most workers.t8] Of course, the most important
consideration is that it is designed to protect the worker against those recog-
nized catastrophes which plague our industrial society-9] Usually it is adopted
at a time when only government can act since the other resources of assistance
have dried up. As such Social Security is not an experiment but it is a true
Institution of security.t10J However, that doesn't mean that Social Security is
Insurance. The purchase of private insurance involves the distribution of the
possible burden or actual loss upon persons who are willing to pay premiums
for that purpose. In social insurance government acts to elimbiate the uncer.
tainty and in compulsion forces the payment of the premium.[11J Social Securi-
ty does not terminate coverage because an individual is unemployed and his
participation lapses. As an institution, social insurance contains many of the
objectives formerly ascribed to philanthrophy.[12] Yet unlike charity, the
means test is eliminated and it then-becomes possible to persuade potential
beneficiaries that there was nothing wrong in accepting benefits.[181 In fact, in
this sense the term "Insurance" indeed performed a very useful, social
function.[14]

Actually, this longtime argument about whether Social Security is insurance
is a relatively academic one because it has been long resolved in law. In 1960
the Supreme Court held in the Nestor case that the system was not Insurance.
'The court said that the covered employee had a noncontractual interest and
that this could not be analogized to that of an annuity holder based on con-
tractual premium payments.t15]

The most important consideration is that through the means of social Insur-
ance the burden does not fall directly upon the individual, but places it upon
groups where it may be more readily borne.[16] Thus, the relative economic
,position of the last several generations of Americans has been altered by
:Social Security through its plan of benefits and taxes. The net effect is to.raise those in the lowest income brackets.[17] Such efforts are not restricted
to Social Security. Through the payment of individual and corporate income
tales, public education has beeL raising the position of the poor for many
decades. Of course, the effect of such benefits and taxes are modified by the
differences between individuals, family size, health and the opportunity for
direct and indirect benefits. There are many transfers of income in both public
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and private area. Insurance payments, private or social, are certainly a form
of transfer, subsidy or charity.[18] The only difference is a matter of degree
or purpose.[19]

The United States adopted Social Security on the insurance principle, resting
on the theory that this would avoid the appearance of giving people something
for nothing. The difficulty i that we have lost sight of the difference between
the appearance and the reality.[20] Over the years the media has exaggerated
the differences between our social insurance programs and those abroad. The
basic ingredients are the same. It is work related. There is no means test. It is
contributory. It is compulsory and the rights of participants are define" in
the statute[21] Thus, on the surface the appearance is that workers and their
employers pay taxes and, therefore, the benefits are considered to be "earned".
They belong to the employee by right and are not bestowed as an act of
charity. Yet, this is a mixture of fact and fiction. Certainly the program has
become more social and less insurance, chiefly as a result of liberalizations
to seal gaps in assistance programs. These measures have proven costly and
they may threaten the more basic objectives of the program.[22]

Essentially, Social Security represents a pragmatic way of providing for
parents and grandparents.. One of its greater advantages lies in its very financ-
mng. Unlike philanthrophy and other voluntary means, social insurance pro-
vides an effective method of raising money to finance worthwhile welfare pro.
grams.[23] Yet, Americans seem concerned about the actuarial soundness of
the program and over the years have long debated as to whether it is really
insurance.[24j

ISSUES

There are five specific considerations which run throughout the history of
any social insurance program and in terms of Social Security they are as
follows:
1. Level of inoome replaoement

The early proponents of social insurance always held that Social Security
would end the need for welfare or public assistance programs. The difficulty is
that there will always be members of our population with little or no income
and who are in need of assistance. Such individuals are women who never
worked in covered employment and as housewives are not Insured. They include
the disabled who could not meet the eligibility requirements. Moreover, under
social insurance, benefits are based on past earnings. If the base earnings were
inadequate or there was no coverage, the benefits are going to be inadequate or
nonexistent. Thus, despite substantial increases in social insurance benefits,
there are many Americans who are still poor and who need assistance and
who will never meet the test of Insurance. An alternative would be to qualify
every household even though there is no breadwinner, eliminate the age or dis.
ability tests and base benefits on need.J25] Perhaps a government subsidy
would not only secure the program in terms of its present deficit, but also pro.
vide benefit Increases where need can be demonstrated.(26]

Even for those who are covered, cash benefits admittedly provide only a
small part of the requirements of many in the population. Such needs include
housing, food, education, medical care, etc. We are often told that the problems
of the poor in this country stem from these needs and that with the resolution
of such problems the war against poverty might be won. But Social Security
does not provide for such needs. It provides cash benefits.27] This is not to
say that the other areas have been neglected. With Medicare we had Medicaid
in 1965; food stamps is a major on-going program; housing has been subsidized;
there are rent supplements; educational opportunities have been opened to the
young; a number of free or supported services have been provided, such as day
care, legal aid, training, etc.[28] Yet for those who are covered and who are
receiving cash benefits, are such benefits adequate?

It appears that Social Security does not permit most of its recipients to
raise themselves beyond the poverty level. Most aging beneficiaries depend on
the program as their sole or most important means of support. Thus all of the
contributions in the past and increasing contributions in the future will not
permit millions of beneficiaries to escape poverty.J29] The deal would be to
raise the level of income replacement in order to make it possible for the
retired employee to maintain much of the same economic status that he had
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during his working life. Most authorities agree that almost all income groups
expect that retirement income will be somewhat lower than earlier income
levels.[801 The difficulty Is that the expectations have been materially de-
creased as a-result of inflation.

In this country we have been able to supplement Social Security for many
Americans with private insurance and pension plans. However, we have lost
the virtue of thrift. In fact, it would appear that the reliance on social insur-
ance and other collective security measures has weakened the incentive to save.
Research has revealed that in the case of middle and low-income families,
Social Security is a complete substitute for a substantial rate of saving.[81]
While one author may fear that government programs can enslave the indi-
vidual, we believe that Social Security is here to stay.[82] It has a great
burden to sustain. If the future of Social Security depends on adequate financ-
ing and this cannot be met by the present tax arrangement, another method
must be found.
2. Gaps in coverage

There are many gaps in the Social Security program in this country. We
previously noted the plight of housewives-hence the suggestion to provide
benefits on the same basis as their domestic employees. Another historical differ-
ence between our social insurance programs and those abroad involves most
disablements. Aside from the few states where temporary disability benefits
are provided, social insurance programs do not now cover accidents or illnesses
which are unrelated to work.[34]

In view of all of the liberalizations in benefits over the years, perhaps the
reason for the continuing gaps in these programs may be that the potential
beneficiaries are not willing to pay the increased contributions, preferring to
spend the money on other thlngs.[35] Federal and some other public em-
ployees have retained the privileges of their own retirement systems. They
may venture into Social Security as a means of supplementing such other
benefits. As Social Security qualifications for benefits have never matured, this
has led to double dipping. Thu.t the plan is plagued by the lack of universal
coverage on one hand and by selection against the plan on the other. If the
program was financed out of general revenues, these gaps would certainly be
eliminated and selection minimized.
8. Relationship of benefits and wages

Establishing the Social Security program on the insurance principle re-
quired a distinct relationship between covered wages and earned benefits.
Like their counterparts in private insurance, the Federal Government was re-
quired to establish a very elaborate machinery for the reporting and crediting
of wages and service in order to determine if the employee was insured at
the time a claim was filed. Yet there are many features of Social Security
which are unrelated to wages and the taxes paid. Benefits are heavily weighted
in favor of low income earnings and even today, after 40 years of operation,
a person can qualify for benefits meeting minimum requirements. Thus while
the system was established on an insurance principle, the program itself has
a welfare bias.[36] As the program has been altered successfully throughout
the years, deemphasizing individual equity and promoting social adequacy, it
would seem to us that the extraordinary machinery of Social Security ac-
counting is completely unnecessary.[37J Perhaps this Is the price which we
Americans must pay for a heritage of individualism. In the past we have
always presumed that men with greater skill and higher earnings should be
entitled to better benefits than men with less skill and lower earnings. The
result, of course, is that benefits are higher to those who are regularly em-
ployed in contrast to those who have interrupted employment due to illness, 4
unemployment, etc.[381 It is this very individualism which operates in the
area of adjusting benefits due to Inflation. If benefits are not increased, then
the scale of differences in benefits would narrow between beneficiaries. As
Social Security is a wage-related program the effort has been to avoid such
narrowing. Yet there is a contradiction, because the same advocates of a
wage-related social insurance plan are also opposed to general revenue financ.
ing. On that score they argue that as a result of such financing, the govern-
ment would not be constrained by the resources of a dedicated tax and could
raise benefits which might provide more benefits for higher-paid workers than
for others.39J
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4. Meana teat
Social insurance does not abide with tle means test and as a result does

not meet many of the needs of the covered population. However, the benefits
are available even if beneficiaries have 4ome earnings. This is in contrast-to
welfare where benefits are increasingly denied In those cases where the in"
dividual may not have any earnings but can work. If the welfare recipient
finds employment, he is singled out as taking Jobs away from more entrenched
groups of workers and he finds that the assistance he was receiving is dras-
tically altered. Earnings serve to reduce benefits. We are all familiar with
the problem of disincentives In the welfare programs where a'father with a
full-time Job must leave his family so that they can continue to be eligible
for assistance.[40] However, we insist on continuing this differentiation be-
tween social insurance and assistance. One approach to meet the needs of the
covered population was tile Implementation of a Sujip,lewental Security In-
come program. This was designed to provide an income floor for the aged,
blind, and disabled recipients at the lower end of the Social Security benefit
schedule. Of course these individuals are not In tile mainstream of middle
class America for which the Social Security program is designed. This is true
of other programs. For example, unemployment Insurance i" not really in-
tended to help the chronically unemployed, but rather to provide benefits to
persons with regular work histories who suffer temporary periods of unem-
ployrnent. [41]

The pronouncement against a means test could be heralded in periods of
prosperity and economic growth, all supportive of an expanding Social Se-
curity program. In periods of economic stability or even decline, It might
be necessary to look at the means test again. The fiction of Social Security
should not be permitted to blind the Congress from the realities of the So,
cial Security burden. This burden will not be altered, whether the afddl.
tional financing is met through increased dedicated taxe' or general revenues.
5. Social adcquaoy

Two examples of social adequacy In t!Me benefit structure Involve disability
benefits and the earnings test. When the financing problem was not fully ap.
preciated, Congress was pressed to liberalize benefits. Disability benefits have
always been advanced.[42J Like age, disablement forces workers to prema-
ture retirement.[43] There was tile disability benefit provided by private pen-
slon plans which served as a model. The usual waiting period In private plans
is for six months before long-term disability benefits are to bp paid and the
criteria usually Is that tile individual is permanently and totally disabled to
perform his regular Job; after review for a period of years, he continues to
receive his Ieneflts if he is still disabled and can perform no productive work,

Initially Congress adopted a disability program modeled after tills long-
term practice in industry. However, In time 1965 Amendments, It modified the
definition of disability so that a person could qualify if his implirment could
be expected to last at least twelve montls.[44] The previous requirement was
that the disability was expected to be of long-cont nued and indefinite (ur-
tion.[45] Under the program the Impairment must be such that the individual
is unable to engage in any kind of substantial work which exists in the fin.
mediate area In which lie lives or whether a Job vacancy exists or whether he
would be hired if lie applied for work.[46] On one hand, therefore, tile prac-
tice in Industry is initially somewhat more generous since the Individual is
normally permitted benefits if he no longer can perform his regular Job. It Is
only subsequently that lie must meet the test of not being able to performing any
gainful work. On the other hand, the definition of disability in Social Security
determines permanency on the basis of a disablement which would last at
least a year, whereas most pension plans require permanent and totak dis.
ability.J47]

In 1973 Congress approved a reduction In tile waiting period from six
months to five months. As a result demands were heard throughout the country
for similar changes in the waiting period of private plans. Thus Congress
which initially followed an industrywide practice, reasonably structured to
meet the needs of a social insurance plan, was now becoming a trendsetter.
Most companies usually provide temporary disability benefits for a period of
the first 26 weeks, so that benefits provided at any time during the fl-month
period would constitute a duplication. Another duplication involved Workmen's
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Compensation laws in all cases of total disability, temporary or permanent,
which would last at least six months. Employees became eligible for a com-
bination of benefits and in some cases were provided with more tax-free in-
come than their net take-home pay when they were working. The reduction in
the waiting period was taken despite the 1949 Report of the Ways and Means
Committee, which stipulated that the payment of disability benefits should
not restrict or interfere with Workmen's Compensation and that there should
be safeguards against unwarranted duplication.(48]

Going further one could argue that If the trend continued, Social Security
would begin to replace temporary disability benefits now provided in in-
dustry. As the work test for disability benefits under Social Security differed
from the industry model, the structure of disability benefits for all Ameri-
cans would change and perhaps not for the better.[49] Another example has
been the earnings test. It was not as controversial in the early history of So.
cial Security because the public then appreciated that age 65 was a reasonable
retirement age and they hardly could expect to receive benefits while they
continued employment. On the other hand, age 65 is no longer as valid in
terms of current mortality, and as a result of inflation, the need for adequate
Income and the desire to maintain the living standard as a retired person
comparable to that enjoyed as a worker, has led the public to demand the
elimination or modification of the test. With respect to mortality, the Con-
gress actually went the other way. It provided benefits at earlier ages--at
age 60 or 62. Thus the aging were presented with inadequate Social Security
benefits at earlier ages and with inflation found they had to return to em-
ployment in order to maintain themselves. Why was the retirement age
lowered?

We appreciate that benefits could be reduced actuarially so that there would
be no loss to the system, but It does provide extremely low benefits. Some
persons must work while others with benefits based on higher wage levels
have no incentive to work. With the Increase in mortality the obvious an-
swer would be to increase the retirement age from 65 to something greater.
Perhaps the retirement age was decreased in order to remove againg persons
from payrolls and replace them with younger contemporaries who were hav.
ing difficulty finding positions. Our concern, however, is that with the demand
to eliminate the earnings test, we again find the aging holding that Social
Security benefits should be paid as a right. Certainly if Social Security is a
contractural right, then the earnings test and many other features of the
program should be modified. Perhaps the aging should be given an Incentive
to continue work beyond age 65, by providing them with larger benefits. Such
an Incentive might be superior to any modification of the earnings test.[50]

Actually the earnings test has been already modified to provide benefits at
age 72.[51] As a consequence, the aging have been encouraged to seek its
further modification. Little is mentioned, however, by our senior citizens about
the financing of the program and what such implications would be upon the
working population.

We have cited these examples as illustrative of meeting the need for social
adequacy In programs established ostensibly on the insurance principle. Actual.
ly it was almost at the very beginning of the Social Security program that
Its requirements were materially altered. Initially Social Security was to
provide benefits on the basis of accumulative lifetime earnings, but in 1939
this was changed so that benefits would be computed on average monthly
earnings. The change made It possible to immediately provide more adequate
benefits. At the same time the program, which began on the basis of providing
benefits only for workers, was enlarged to provide additional benefits to de-
pendents and survivors. Thus the benefit and financing requirements were
drastically altered as a result of these major changes in the concept of the
program.[52] Social Security took substantial steps towards a welfare design
rather than one involving individual equities. Larger benefits would be pro-
vided to married people rather than to those who were single or without
children. More benefits were payable to larger families than to those with a
smaller number of dependents. Over the years the scope of family participa-
tion has increased, adding dependent husbands as early as 1950, widows age
62 In 1956, children between the ages of 18 and 21 who were fulltime students
in 1905, divorced aged wives In 1965, students up to age 212 in 1972, and de-
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pendent grandchildren in 1972. Benefit amounts were also increased for the
dependent and aged parent and for the surviving children. The aged widow
mow receives 100 percent of what her former husband would have been eligible
to receive[58J Thus while taxes do not vary by the number of dependents,
Social Security benefits Oo.[54]

In short, benefit schedules have been continuously revised in the direction
-of emphasizinakneed at the expense of equity. Minimum benefits have been
raised proportionately more than average benefits have been. We believe this
was due to the favorable experience of the program, a program which was
well received by a population which could support such increasing payments
and permit retired as well as active workers to share in the gains from an
increasing productivity.[55]

The dire predictions that liberalizations In Social Security would drive out
competition from industry did not materialize.[56] Changes in Social Se-
curity were paralleled by even greater developments in the private sector.
However, the picture was not completely rosy. As the birthrate decreasti and
as the ecoomy stagnated, it would be clear that there would be a funding
crisis in the future.(57] The Inequities of Social Security were not removed
but may have been actually increased. The poor were hardest hit. A person
who has adequate investment income and a private pension can receive his
Social Security payments in full. If someone is poor enough to have to work
in order to supplement his Social Security benefits, he loses that income or
the benefit. He is not eligible for Medicaid. In fact, he is required to pay the
Part B cost of Federal Medicare, which only serves to reduce his Social Se-
turity benefits again.[58] The Supplemental Security Income program was de-
signed to decrease the demand for higher minimum benefits.f59] While the
pressure has not been relieved because of inflation, the result has worked to
the disadvantage of the aged, blind, and disabled persons who do pay Social
Security taxes. Many are receiving an 8S1 check as a supplement to their
Social Security benefit. As there is a dollar for dollar reduction in the SS1
check, the value of Social Security is limited to someone who is entitled to
both, and his income cannot exceed that of an SSI recipient who never paid
any taxes.f60].

FINANCIAL STRUCTURE

We have noted some of the Influences affecting Social Security. It has long
departed from an insurance scheme to one with definite welfare attributes.
Yet the financing has remained chiefly aloof from these developments and it
is only the current crisis which forces us to reconsider the financing arrange-
ment.

In most pension plans a fund or reserve is established if the cost is met by
a level contribution rate. Such level rate presumably has been established
sufficient to meet the cost of the program over a period of time. As benefits
are likely to rise, the initial contribution will meet the cash needs of the
plan and leave a remainder constituting the fund or reserve. The reserve could
be larger or smaller depending on the nature of the population, any prior
service recognition to those already eligible, the basing of benefits on a greater
or lesser degree on the length of time that contributions were made. etc.[61]
An alternative to a level contribution is a schedule providing for a lower rate
in the earlier years and increases in the future. Normally, the final rate under
such a schedule will be higher than the level rate over the same period of
time. The size of the reserve will depend on how the schedule fits the cash
needs of the plan.

In the extreme, if the schedule started out very low and rose very slowly,
no fund might be developed. Under such a program contributions are de-
termined in a manner to equal the estimated benefit payments and"is really
a form of financing on a pay-as-you-go basis. If there are no benefit commit.
ments, contributions can vary from year to year with benefits proportionate
to what was received. Another alternative is to initially have higher contribu-
tion rates in early years and lower ones in the future. This is more like the
pension plan which is actuarially determined and where prior service credit
is awarded. The result is a much larger fund than one in which a level rate
may have been used. The larger contribution normally is associated with the
payment of an accrued liability for prior service. Once the debt is paid, lower
contributions may be possible. ERISA calls for such scheduled financing so



438

that many plans require increased contributions from employers, which many
did not contemplate before such Federal legislation.

The Social Security program has always been financed on a pay-as-you-go
basis. The reserves have increased or decreased, but normally cover only about
a yeirr of benefit payments and now even that level has decreased. Whenever
it appeared that there may be an opportunity for a large accumulation, legis-
lation followed providing new benefits and new taxes. Before new contem-
plated surpluses were achieved, benefits were again liberalized and the cycle
was repeated.[62] Thus, the financial soundness of the Social Security pro-
gram does not rely on any trust fund, but rather on the government's power
of taxation and its ability to collect sufficient taxes. Actually, Social Security
has been promoted by the current generation of workers paying the cost of
benefits for the prior generation. In the past the economy has expanded so
that taxes have risen fast enough in order to permit retired persons to share
in the growth and in the gain of productivity. Yet even with this extraordinary
growth taxes have been increased many times. As the work force is curtailed
in relation to the population of retired persons, the current generation of
workers will have to pay an ever increasing tax or the system must be financed
in some other mnnner.[3J

The increase in contribution rate is a particular problem in the case of so-
cial insurance systems because the employee's tax may be higher than that
which would be required In order to meet the cost of his ultimate benefit.
This is why insurance companies can frequently demonstrate to younger peo-.
pIe that for the same contribution to Social Security, an annuity policy might
result in much larger payments. The comparison does not contain provision
for benefits payable to the employee's parents. Thus. one of the disadvantages.
of having a rate which is increasing is that for those who retired in the early
years the contribution was less for the benefits they have been receiving. Even,
with a level rate, those who retired years ago may receive far more in bene-
fits than the contributions would have purchased on an actuarial basis. The.
result is windfall benefits. There is nothing remarkable about such windfall,
as the same thing happens at the beginning of a private pension plan and
the award of prior service credit paid for by the employer rather than the-
employee. Otherwise inadequate pensions would be provided in the early years
of any plan and the plan thus would not really serve its intended lurpose.[4]
The difficulty arises in answering the moral argument where the worker has
given up part of his earnings to support the aging and then holds that he,
therefore, has a claim upon future workers.

Is an employee contribution necessary? One author holds that such con-
tributions were never essential for the establishment of social insurance pro-
grams.[651 Lloyd George held that contributions were necess-ary because as
long as you have taxes upon a commodity which is consumed, the worker
contributes on the basis of what he buys and what he has provided as a re-
suit of his labor.[66] Yet the historical background for Social Security taxes
was never really a matter of economics. Franklin Roosevelt is quoted as say-
Ing that the payroll tax was designed to give the contributors a right to col-
lect their pensions.167] To the employer the tax may not be another insur.
ance premium. but lie adds it to the cost of doing business in the same way
as he would add any excise tax.[6S]

Social Security has been described as a system of redistributing or trans-
ferring income. If the system is financed from general revenue by the proceeds
of progressive taxes, it-ia a transfer from the rich to the poor. The lower in-
come group pays less In taxes and receives more in benefits. When the range
of income among the potential beneficiaries is narrower, the money for Social
Security comes from the same class who will benefit. Even the aging are
supported by contributions of employees who work but who come from their
own class. The cost is borne by a population composed of potential beneficiaries
with the risks pooled among them.J69J

The financing ias had Its critics. One writer holds that the trust funds were
never in trust for thoxe who paid the taxes. He holds that they consitute noth-
ing more than a "slush fund" enabling Congress to buy votes by promising to
give away more than the funds ever held.[70] Certainly, the facts seem to
Indicate that everytime there was a question about the size of the trust fund, it
was concluded a smaller balance could be maintained while benefits were
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ltelng raised to meet the cost of living. Taxes would rise with the Increase in
the average wage and since such wages traditionally rose faster than the cost
of living, It was expected that there always would be enough money to provide
the benefits on a short-term basis. Meanwhile, the taxes would increase auto-
matically. With the decrease in the working population and the downturn in
the economy, the cost of living began to rise faster, while the automatic income
to the system proportionately diminished.

There are mixed attitudes about Social Security even among the experts.
One economist, Paul Samuelson, argues that because of the growth of popula-
tion and the economic strength of the country, Social Security will continue to
provide windfall benefits for future generations so that the benefits will far
exceed anything the recipient has paid.t71] A contrasting view from Milton
Friednman holds that Social Security requires a highly regressive tax, provid-
ing benefits IndiscrIminately and probably results in a redistribution of wealth
from lower to higher income groups ![72] Yet everybody would agree that
Social Security is an accepted program among the American people and that
they have great difficulty In recognizing any of Its demerits. However, in more
recent times the public has become aware that the Social Security tax is taking
.a larger part of their income. During the late energy crisis it was noted that
there was a 51 percent rise in the cost of gasoline and an 80 percent rise in
the cost of heating oil, but that the Social Security tax increased 121
percent.[73 ]

The fact is that the tax is regressive. It falls most heavily upon low income
workers.t741 If the Social Security rates are to be materially increased, the tax
•can-then only become more regressive. If a heavier proportion is placed upon
employers, would not the result be to delimit the further growth of private
pensions and similar programs and would not employers begin to make every
effort to cut back on those plans which have already been adopted? Would not
the expectations of millions of Americans whose union representatives bar-
gained for such plans, never be realized? At the same time that Congress is
mandating minimum standards for pensions and similar benefit programs, all
requiring increases in the cost of such plans, can it contemplate any further
employee and employer outlays for Social Security?

The President and the Congress seen eager to adopt a National Health
Insurance plan. Even if the ultimate plan is merely to exchange private expendi-
tures for public ones, there must undoubtedly be additional cost if only because
of the establishment of minimum cost and quality controls. H1ow is that addi-
tional expenditure going to be met if the Social Security tax Is also to be
increased?

We do not believe that the public is going to be easily reassured as they have
been in the past. Whenever taxes have been increased, the Social Sccurity Ad-
ministration has announced that the benefits are also increasing. Such state-
ments were always misleading because the benefits were certainly not going
up as readily or ni any proportion to any tax increase. In fact, most of
the increases in tax since 1972 have gone to provide for the deficit in the
benefits payable to current beneficiariea. Even at that, the system now
faces bankruptcy. While most Americans are aware of the needs of their
parents and grandparents. there is increasing unhappiness among workers
who are finding great difficulty in making ends meet. They are especially
concerned when they see the elderly voting In blocks and being advised
to do so by the political leadership. They are concerned when the elderly
talk about their rights. They are concerned with the nature of Social Security,
not only for the elderly but for themselves. Increasingly they are beginning to
challenge the Social Security myth.

Thus we have two issues. The first is the public's misunderstanding of Social
Security and perhaps Its misrepresentation by the Social Security Administra-
tion. Calling It an insurance plait doesn't make it so. In fact, by doing so it
may have restricted the opportunity for benefitt and eligibility liberaliza-
tions.t75] The second issue involves the financing. Perhaps the most honest
and revealing statement came during a 1974 interview in which optional en-
rollment was discussed. The Social Security Commissioner said that such
option would Impair the benefits promised to those who had retlred.[70]

As we view the recommendations of the President, we note that lie deals with
both of these issues-benefits as well as taxes- While the flnancing issue may
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be the most critical, the future of Social Security can best be determined by-
looking at both problems. Can we maintain public and private programs, par-
ticularly when the public one has been understating its liabilities for years and
now must be rescued? As Americans are not going to turn their back upon the
aging and the needy in the population, perhaps one solution would be to lower-
the contribution rate or to freeze it and to make up the difference in the form
of a government subsidy. This is true in many social insurance plans abroad
where the cost is divided between the government, the employer, and the em-
ployee and where social adequacy then is legitimately portrayed in the
financing.

0EERAL REVENUE FINANCINO

The Committee on Economic Security was not unanimous in the decision to.
finiince the Social Security program on the basis of a dedicated tax. Hopkins
proposed that any citizen, on proof of unemployment, old age or ill health,
regardless of need, could receive payments from the Government. The cost
would be met by general tax revenues. There would be no Insurance fund to.
which the qualifying citizen had paid a premium in the form of a tax.(771 H1ow.
ever, the general premise of Social Security financing "Was to have the cost
divided between beneficiaries and their employers while linking benefits to con-
tributions.[78] Of course, the notion of paying for benefits is derived from
private insurance. The self financing scheme is the basis not only of Social
Security but of many similar programs. In fact, in Workmen's Compensation.
the oldest of our social insurance plans. the analogy is so close that in niany
states employers insure with private companies.J79] However, as Social Se-
curity is not a true Insurance plan and as it has been modified ever since 1939
in the direction of social adequacy rather than Individual equity, is this not
therefore the time to recognize what has been apparent for many years?

Years ago the use of general revenues was opposed on the basis that the
program did not cover most Americans. That's not true today. It is available
to alost all workers. Since coverage is almost universal, excepting for those
who have elected not to participate, financing can be borne by all taxpayers
and not only those in the work force. In fact on Ibhalf of those not covered
by Social Security, general revenues are used to meet their retirement needs.
This is the source of monies payable to the Federal Retirement System, to
state and local retirement systems of public employees, to the people in the
military with their own pension plans, etc. General revenue is used to provide
benefits to those not eligible for Social Security or whose Social Security belle-
fits are inadequate.[80]

On this issue of a government subsidy there is a blurring of traditional liber.
al and conservative sides. Liberals fear subsidy because they believe in the
insurance principle, hate the means test and desire to have Social Security con-
tinue to be considered as a right. Conservatives believe the insurance principle
is a sham, that a means test is warranted, but that Government subsidy would
constitute a blank check to liberalizations.[81] The liberal believes that Social
Security should not only represent a floor of protection for the average Ameri-
can, but it should be increased as private pension plans do not adequately cover
most of the unfortunate or needy in the population. Conservatives would like
to have Social Security benefits restricted, to afford the opportunity for supple-
mental private programs enhancing thrift and reducing the size of the govern-
ment's coninitiment. General revenue financing is particularly opposed by the
insurance industry because of the fear of run-away benefit changes which will
invade its sphere of operation. The insurance industry would prefer to have
government continue in those areas which are not profitable, such as welfare,
public health, etc.[82] We don't believe that anyone would want to destroy
Social Security as a mechanism for meeting the problems of our urban society,
where resources must lie pooled during the active working careers for payment
of benefits when earnings case.

Those of us who support general revenue financing have been attacked on
the linsis that we favor government subsidy because of the difficulty of increas-
ing payroll taxes. Yet payroll taxes have increased from 1 percent of $3,000 to

nearly 0 percent of a wage level which is appropriate to most middle class
Americans, and where increasing the wage level to include all wages w.uld not
materially increase contributions sufficiently to meet the short-term deficit of
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the program. In the past there have always been arguments against govern.
ment subsidy on the grounds that this would raise benefits without making the
public aware of the increasing cost.[88] Yet benefits have been increased and
the public is fully aware of the larger outlay required of Social Security. In
fact, in many cases it represents a larger outlay than the income tax the tax-
payer is required to pay. Those who fear government subsidy hold that it
would weaken the cost control elements of the program. Yet benefits have been
increased without much cost consideration even though the financing Is met by
direct payroll taxes. We feel that the Congress will act responsibly in the area
of benefits regardless of the source of income available to the Social Security
program.

ADMINISTRATION'S PROPOSALS

Included are (1) Employer contributions on the basis of the total payroll;
(2) employee contributions on a slightly higher wage base; (8) additional In-
creases In the tax rate In 1985 and 1990; (4) higher tax rates for self.ein-
ployed ; (5) general revenue financing for the next five years If unenploynwnt
is over 6 percent; (i) decoupling of the system so that benefits to a future
retiree do not. reflect CPI increases-over the working career, but continue i
reflect national wage increases; and (7) requiring relatives to meet a test of
dependency on the spso In order to qualify for dependent or survivor belefllts.

The Administration's reconiniendations are to meet the short-term and long-
term deficits. Such are reflected In the report issued by the Senate Com-
mitteo on Finance of June, 1977. It indicates tMot over the long-terin actuarial
costa, taxes now provide 10.99 percent of salary while benefits average 19.19
percent of taxable salary, leaving a deficit of 8.20 percent. We understand
that these are the median figures supplied by the Social Security Administra-
tion. Actually a more optimistic long-range forecast would make the annual
cost 14.87 percent of payroll, while a more pessilmlsie one would inake it
27.08 percent. In the short term the estimate Is that the 081 program will
run out of money before 1983 and that the DI program will be done In 1979.
These are estimates supplied by the Social Seurity Administration and while
that organization may have been optimistic i the past, it would seem that
these figures reflect a pessimism which was always warranted in a program
affecting the fortunes of so many people.

The Administration's proposal regarding decoupling has been long awaited.
The double reflection of the rise in tile cost of living, in both benefits paraible
to present beneficiaries as well as those to be paid in the future. Is now con-
sidered to be a mistake. Admittedly it was an error in the period of substan-
tial inflation, But was it really a mistake? We don't think so. We believe that
the Social Security Administration overreached Itself In attempting to juggle
the benefit structure between individual equity and social adequacy. While
minimuI benefits would rise as the C1PI Increases are reflected in the dlslrse-
ment, the gap between such minimum benefits and those payable to future
beneficiaries would narrow. Thus the Social Security Administration really
hoped to widen time benefit structure, expecting the major increases In taxes
to establish a pattern for meeting the cost of such substantially higher level
of benefits. With the Increase in taxes, spending im tile private sector would
level off and Social Security would no longer be just a floor of protectlon,
but become the primary pension plan of all Americans. Tils cxpencttiol was
only defeated by Inflation and the deteriorating financial support for the pro-
grain. As decoupling will be followed by wage Indexing, tie Adiniit ration
hopes to maintain Social Security benefits as a percentage of tile replacement
of former salary at about the current level.

The other benefit proposal of the Administratolln Involves cstablishling a
condition for dependency. This largely stems from recent Supreme (ourt de-
cisions holding that husbands and widowers are to le eligible to qualify for
benefits on the same basis as wives and widows.t84] The suggestion to re-
quire everyone to meet a test of dependency is one which is offered up but
which Congress Is bound to reject. It is not likely that ('omgress will umike It
more difficult for widows to receive benefits, just because tie courts have made
it easier for widowers to receive them. On the contrary, on the first occasion
that a widow or a wife is rejected for benefits the change recommended by
the Administration would be immediately reconsidered.
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We are therefore left with the five items of financial changes and here is
where we believe the Congress has an opportunity to make a vital contribu-
tion to the direction in which this country is moving. If we continue to tax
and ta*x, supplemental private sources of income security will surely be elimi-
nated. Increasing the payroll tax makes it possible only for the wealthy to
continue to save; increasing the wage base prevents the middle class from
saving. The poor cannot save because their Social Security taxes exceed any-
thing else that they are required to pay for governmental services. Increasing
taxes vlll also continue the Social Security myth in which the aging believe,
that upon retirement, they will receive a benefit based on their tax contribu-
tions and those of their employer. Yet the very taxes that are specified in
the Administration's proposals, more honestly presented than in the past,
convey that these are intended to ensure the benefit payments to those wh5
are already retired, and to meet the short-term deficits.

The suggestion to increase employer contributions would fall most grievous-
ly upon small businesses and state and local governments participating in the
program. The large employers would merely pass oil the cost of the tax In
the product sold to consumers, fueling the fires of Inflation. Perhaps the Ad-
ministration believes that it can Jawbone large employers from passing the
additional cost on to the cor,.mer.

In the case of public employment, with which we have some expertise, the
tax would work as a reverse revenue sharing operation. More revenue would
lie required so that state and local governments could afford to pay the tax.
While there is no immediate increases contemplated for employees, there are
small bites which are to be taken in the future. In the Secretary's state-
ment,.85] he indicates that by taxing employers and not employees, revenues
are raised without raising benefit levels. Thus Mr. Califano continues to he
wedded to the same benefit-wage relationship which has resulted in poverty
for so many Social Security recipients. Not content at that, lie goes on to note
whjUle this involves a substantial Increase to employers, the increase Is less
than what they would pay under a more conventional approach in which both
taxes and wages were raised. We don't believe that argument is going to en-
courage employers to support the program. The Secretary must know that the
economy is not In such a favorable position that increased taxes and wage
levels could be advanced at this time; otherwise the traditional approach
would have been followed.

Which brings us to the proposal of general revenue financing. As the Secre-
tary indicates, such financing was considered at the very beginning of the
plan and was recommended on several occasions. Congress even passed legisla-
tion permitting the use of such general revenues to meet any Social Security
deficit. Billions of dollars are already coming from general tax sources to
provide minimum benefit payable to certain beneficiaries and to pay for
the cost of Part B coverage under Federal Medicare. If we fault the Admin-
Istration's l)roposal, it is only because it takes a middle position. We believe
it is too tiimid In the area of general revenue financing and that any considera-
tion of tax increases paid by employers and employees should be shelved and
permanently so. The tax is already at a level which makes it an economic
disincentive for the economy. It is a regressive tax and as such bears most
heavily upon the poor. If It cannot be eliminated, then certainly it should be
frozen. We suggest that the employee's share of the tax should be eliminated
at the bottoim level of the economic order in the form of a tax rebate., The
deficit in Social Security doesn't really exist unless the American people are
not prepared to pay for their parents and grandparents. We are confident
that they are l)repared to do so and they should do so on the basis of pro-
gressive taxation, wherever possible.

After all, Social Security is only one other program among many that the
Federal goveriinient is pursuing on behalf of its citizens and should take its
place in the proper budgeting of Federal expenditures. It is certainly as
critical as defense expenditures or the cost of education, public health, etc.,
nnd the benefit level should be fully evaluated in terms of the resources that
the country is prepared to allocate to all Federal programs. Congress has
never really had to choose between Solal Security benefits and other needs.
General revenue financing of Social Security will mandate that. Inflation will
not be fueled by general revenue financing aiiy more than it is by increases
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in the tax. We hope that tbeAdministration can deliver on its promise to
balance the, b~idget and to end the annioqW deficits. If It does so, It cannot ignore
the financing of Social §ecurlty. Certainly general revenue financing would be
a great accomplishment In assuring the financial stability of the program;
the tax hasn't done it and it won't.

STATE AND LOCAL GOVERNMENT EXPENDITURES

May we conclude by citing the implications of these proposals on state and
local government:;. We can speak authoritatively about the effect in New
Jersey and perhaps we can make some national estimates.

State and local governments have two problems:
1. After 25 years of operation in which the state has assumed the respousi.

bility for its reports and those of participating local governments, the Federal
Government is about to issue regulations which would require more frequent
deposits of Social Security ninies. The regulations over the years have re-
quired the states to file reports and pay contributions within 45 days after
the end of the calendar quarter. The proposed regulations may require the
states to transmit monies monthly or even more frequently. The result would
be to increase costs significantly In the first year; costs would continue In
subsequent years as the state and local governments would lose the present
use of such monies and therefore the earnings thereon.

2. In addition we are confronted with the contemplated Increase in employer
costs as contained in the Administration's proposals.

In the first year the cost of monthly deposits, to the State of New Jersey,
on behalf of state employees and members of the Teachers' Fund for which
the state pays the employer's tax, would aggregate $29.0 million. Local gov.
ernments would have to add $20.1 million. The total would be $50 million
more In 1078 than the New Jersey government would otherwise have to pay.
Secondly, the employer tax on higher salaries would increase the state's lia-
bility by an additional $17.0 million. Local government employers would have
their costs increased by $13.2 million. Finally, there would he an additional
loss of Interest income on monies advanced and tiUs would total $4.0 million
in the first year fort all governments. The state and local governments in New
Jersey would be confronted with a more than one-third increase in cost.

In projecting cost on a nationwide iasls, we believe that the most conserva-
tive factor would lie 25 so that all of the cost figures noted above as appropriate
to New .Jersey coull be multiplied by 25

rMhis would be the minimum Increase in cost to State and local governments
whose public employees are covered under Social Security. Such minimum In-
crease would raise the cost of Social Security to state and local governments
throughout the country by $1.4 billion.
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STATEMENT OF THE ALLIANCE OF AM RICAN INSURERS

The Alliance of American Insurers is a major national association of prop.
erty and casualty insurance companies. Member companies of the Alliance
provide workers' compensation, automobile, homeowners and other property
and casualty coverage in all fifty states and the District of Columbia. Our
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companies are concerned over the financial problems In the Social Security
System. While we believe that they may have been averted through the
application of sound actuarial principles in program operations, we recognize
that they are urgent and demand Immediate solution-
The administration's 8olutions

The Social SecUrity system is Il serious financial difficulties. For the short
run, the Congress must devise ways to augment the Disability Insurance
Reserves and Old Age and Survivors Insurance reserves which, according to
present estimates will run out in 1979 for the Disability Fund, and in 1983
for OASI. For the long run, the Congress must develop the means to maintain
those funds at levels which will assure that future retirees and the disabled
will receive those benefits to which they are entitled by virtue of their con-
tributions and the contributions of their employers.

The Administration has proposed rn eight point program to resolve both
the short and long run problems, We believe that certain elements in the
Administration's program will have favorable impact. Separating the pro-
cedures for granting cost of living Increases to present retirees from methods
for calculating benefits for future retirees, for example, should reduce long
term deficits. We favor this element of the Administration's proposal..

We have noted, however, that as a part of its solution to the immediate
problem, the Administration would transfer funds from general revenues to
the Social Security Trust Funds. The transfer would equal the funds lost by
the system when the unemployment rate exceeds six percent.
General Revenve Fun+ing

We are unalterably opposed to the subsidization of the Social Security
system through the general fund. While the proposal is limited to the years
1975 to 1978 when unemployment to expected to drop below six percent, we
believe that the process lays the groundwork for other injections of general
revenue into the system. We feel that general revenues should not be utilized
in Social Security funding, because the process could lead tA) system over-
expansion. Social Security needs to be confined to its basic design objectives,
it should not become a welfare program.

The injection of general revenues into social security funding would conceal
the true costs of the program. Thus, the process could create pressures for
benefit enrichment. Under the present system, participants are aware of the
costs because they are an easily Identifiable deduction from their paychecks.
Since increases in benefits would be reflected in larger deductions pressures
are created which tend to check benefit expansion.' Subsidization out of general
revenue transfers some part of the cost to the income tax base where it is
lost to the participant's awareness among the many other programs financed
by the federal government. In this case, although he is still paying the costs
through the income-tax route, he perceives the increased benefits as a greater
return on his Social Security dollar.

We feel that pressures for richer benefits would increase with the injection
of general revenues into the social security system, and strongly urge that
the administration proposal for short term funding through general revenues
be rejected.

Financing social security deficits out of general revenues has yet another
undesirable aspect. General revenues are derived from income tax, and their
outgo is governed by the federal budget. Congress and the Administration
are trying to achieve a balance between income and outgo in the next few
years in order to provide some stability in the economy. The addition of yet
another demand on general revenues could cause significant delays in the
attainment of this objective.

The Administration's proposal for financing the Social Security deficit has
other implications which need to be explored. High rates of unemployment
not only endanger the social security prograin, but also increase the deficits in
the general fund. The Administration proposal would add to the staggering
deficit il the general fund which is contributory to the economic uncertainty
underlying the unemployment problem, by the transfer to the Social Security
Trust Funds. Thus, the proposal could further aggravate the economic utn-
certainty which lessens business desires to expand.
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Unequal Tax Treatment of Employers
Under the existing 8ecial Security financing plait employers and employees

pay an equal tax on the first $10,500 of the employees earnings. The figure
would rise to $23,500 under current law. The Administration has proposed that
these limitations on the employer tax burden be eliminated in steps over the
next three years so that by 1981 employers will be taxed on total payroll.

We feel that this change in tile financing plan is undesirable. While it
would infuse needed additional revenue into the Social Security Trust Funds,
it would also violate long established precedent. Since the very beginning
of the program, the costs of social security have been equally shared by both
employer and employees because the proedure is fair and appropriate for all
parties involved. The Administration proloSal destroys this joint-sharing by
placing an added burden on employers. We believe this is inequitable, and is
not in the best interests of the public.

Conclusion
The Alliance is concerned over the financial problems in the Social Security

system. While we would agree on the urgent need for problem solution, we
are concerned that elements in the Administration's proposal may intensify
rather than solve the problems over the long run.

The Alliance believes that the Social Security system needs to be confined
to its basic objective--a floor of protection for covered individuals. We are
opposed to the infusion of general revenue dollars into the system. We believe
that this would increase pressures for altering the system into a welfare
program.

BURRELL & REID, P.A.,South Portland, Maine, May '20, 1977.

Re President's Social Security Tax Plan.

Hon. WILLIAM HATHAWAY,
Federal Building,
Portland, Maiw.

DEAR SENATOR HATHAWAY: The purpose of this memorandum is to voice our
opposition to the above. Our firm is of the strong opinion that the President's
proposal for funding the above plan will create additional inflation. Employers
who would have to pay F.I.C.A. taxes on all wages would most certainly pass
this added burden on to their customers. Government must recognize the fact
that the people can't expect to receive a benefit without a corresponding cost
associated with the benefit

The Government should address its' current problems with the Social Security
plan as a business would do under similar circumstances. Senator Goldwater
got into trouble during his bid for the Presidency because he proposed scrap-
ping the entire plan. Perhaps we should be looking for alternative means of
providing retirement and disability protection to the American public. One
alternative would be the rough proposal outlined below:

(1) Discontinue the F.I.C.A. contribution requirement at the end of 1979.
(2) Effective January 1, 1980, require all employers to contribute at least

10 percent annually of a employees wage up to $20,000 to a combined employee
retirement/disability plan to be carried with private insurers in lieu of social
security taxes.

(3) In conjunction with (2) above require employee contributions of 5 per-
cent on the same wage base and exclude these contributions from the employees
taxable income.

(4) Continue retirement plans to those covered under the plan at January
1, 1980 and for those 50 years or older who have paid Social Security taxes
for at least 120 quarters of the prior 35 years.

(5) Reduce the benefits to be paid to the above to what they would have
received from a comparable insurance annuity for the amounts they and their
employers paid into the fund.

,(6) Reinsure the benefits to be paid in (4) and (5) above with private
insurance companies.

(7) The American public "bite the bullet" for the costs of the continued
benefit through increased income taxes. The deficiency in funding reserves
would be amortized over approximately a 30-year period.
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(8) Merge the retirement/disability plans for State & Federal employees (in-
cluding military) with that of the private sector as outlined above.

The benefits of the above plan wo uld be as-follows:
(1) Increased efficiencies through private placement of the plan.
(2) The "dead horse" Social Security plan would be done away with.
(8) Since many employers now provide for comparable pension plans, the

overall costs to the American economy of implementing the-mandatory cover.
age would be substantially less than the 10 percent employer contribution
requirement.

(4) The people would have more voice in designing their individual retire.
ment/disability plans.

(5) The Government's administration costs for the plan would be much
less than under the Social Security System (The Regulatory Agencies estab-
lished to administer E.R.I.S.A. could administer the new plan).

(6) An individual's benefit would more fairly equate to their contribution
than the current system.

We realize our alternative is not complete in detail and supporting data. Its
purpose is to provide a framework for. an example of the type of alternative
plan that could be implemented. It would require a big sales Job on the behalf
of the Government to the public.

However, the point that has to be emphasized to the American public Is that
somewhere along the line the piper has to be paid.

We shall appreciate your consideration of our viewpoint.
Sincerely,

STEPHEN A. Rmzi.
JOHN S. BUSRELL
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