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SOCIAL SECURITY FINANCING PROPOSALS

MONDAY, JUNE 13, 1977
U.S. SENATE,

SUBCOMMITTEE ON SOCIAL SECURITY,

oF THE 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 financlal 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 114 times the tax on employees.

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

Imposing increases in the amount of wage or salary c¢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 securlty
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 soclal 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
Willlam 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

Assoclation
National Small Business Association
American Council of Life Insurance '

Writien Statements—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 Dirksen
Senate Office Building, not later than July 20, 1977.

Senator Nerson. 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
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 insurance program will be de-
Eleted by 1983, and the disability insurance funds will be exhausted

y 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 com-
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 the
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 (%)elal with both immediate and longer term social security financing

roblems.

P 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, would
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 sccurity 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 financing the social security benefits programs. These proposals,
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 im-
portant for Congress and this subcommittee to consider every viable
option and to ascertain the economic and social benefits and costs of
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these new financing mechanisms. The subcommittec 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 upon 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 ({mpulution, while
others have concentrated on both the immediate and long-term finan-
cial problems of maintaining the programs now in effect. But these
two 1ssues 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 Laxarr. Mr. Chairman, T am delighted to be here this morn-
ing to do 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 pos-
ing profound social, political, and economic problems. Although the
United States was one of the last-industrial countries to establish n
social insurance structure, I would like to see our country become
the first in the world to solve its financing problems. Hopefully, 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 model for other countries facing similar difficulties,

As the chairman has noted, our emphasis 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 QASI 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 1s anything approaching universal agreement. One
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 rec1se}]y

___________ - that. However, we must separate the indexation of the benefit sche

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
h}(:'lp 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-
scri%ed 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 fire of ever greater Kederal 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, sociaf 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 1t. And the 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 ahout 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 o§ cards. I am even more concerned that in the event
general revenue financing is denied, the adninistration 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 Chairman
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
backbre:ﬁxin 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
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 Cavirano. Mr. Chairman, I wonld like to submit my
statement for the record. If I may just go to those charts over there
and summarize it through these cfmrts———ench member of the sub-
committee, I believe, has charts.

I would like to initially note, I bring you a message from the Presi-
dent; T just left a Cabinet meeting. He 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 Nerso~. Would you please identify your associate?

Secretary Cartraxo. With me is Mr. Bruce Cardwell, Social Se-
curity Commissioner, 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. We now have, in the basic retire-
ment program, 28,600,000 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 hospit:{) 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 Cariraxo. They do not. That material will have to be
provided for the record. These charts do not project that. It has been

oing 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 OASD!
BENEFITS PAID, SELECTED YEARS, 1950-75

Beneficiaries Benefit

(thousands) (millions)
13,477 1 $961
17,961 14,98
14, 845 11,245
20, 867 18,311
26,229 31,963
31,122 66, 923

1 0ASI only.

Secretary Cavrirano. 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 survivors’ insurance, disability insurance, and hospital insur-
ance—vwhich are paid through the earmarked payroll taxes—and the
supplementary medical insurance trust fund—which is financed by
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 over 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 Trust Fund and the
decline in the old-age and survivors insurance trust fund.

Senator Harnaway, The previous chart talks about sound reserve,
What do you mean?

Secretary Caviraxo. 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 1 say we, I am reporting what the professional ac-
tuaries of the social security system are saying.

Senator Hatiaway. Is that 50 percent of the annual payout?

Secretary Carniraxo. Yes.

Senator NrrsoN. You project 35 percent to be sound, if the general
fund is used for purposes of meeting deficits that occur where un-
employment is more than 6 percent?

éocretary Cavmrano. That is correct, Mr. 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 woul]d avoid increases on tax rates to employees. The commit-
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—3a5 percent level under our proposal by 1982, This plan fulfills
the President’s pledges to the American people. .

These are short-term nceds. The old-age 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 Cavirano. Five years. The 1978-82 period.

Senator Curtis. You need about $23 billion a year? .

Secretary Cariraxo. That is about right, yes, sir. There is presently
scheduled n the law the hospital 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 more years. We considered that to be
playing Russian roulette, and rejected it.

There are tax 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 viability 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 cven more severely inadequate
than the other one. We think more funds are needed.

In 1983, we would be at 30 percent, 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 Curris. 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 CaLirano. I am not sure, Senator, what you are referring

to.
Senator Curris, The unemployment rate from 1975 to 1978, I un-
derstand your statement to say that that caused a loss of revenue to
the social security fund of $14.1 billion.

Secretary Carirano. That is correct. If you wait until I get to the
chart, I will lay it out. -

Senator Curris. Those figures are very much subject to a challenge,

Secretary Cavirano. The conventional plan to provide what we
consider to be adequate reserves would provide any combination of
increase of tax rates and wage rates equally on employer or em-



9

ployce, 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 Congress 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 incrense 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 Curris. Would you tell us what you mean by “conventional

lan.”
P Secretary Carwraxo. 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
finaneing of the kind that we propose.

Senator Curtis. In other words, if you maintain what you have in
the earlier chart, a pay-as-you-go basis, it would call for increases of
taxes set forth under your heading of “conventional fund”?

Secretary Cariraxo. If you,do it that way on a pay-as-you-go basis,
we believe we are al-o doing it on a pay-as-you-go basis with our plan.
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 Curris. Are you designating your plan as the unconven-

tional plan?

Secretary Cartraxo. 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 Nrrsox. If T 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 administration proposal 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 Carirano. By the employer.

Senator Nersox. By the employer?

Secretary Carirano. That is correct.

Senator Nerson, That $4 billion is achieved by projecting an in-
crease in the taxes against salary over a period of time without tak-
in% the limit off both sides?

L=

ecretary Caviraxo. That is correct.
Senator Nerson. I notice that in your statement you make reference

to the fact that taking the ceiling off the taxes paid by the employer
on employees’ salaries does not affect significantly the taxes paid by
the small businesses?

Secretary Carirano. Tha* 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
. the wage 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
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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 Curtis. 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?

Secretary Carirano. 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
$ﬁ6,000 now. Now, if you apply the same rate to $40,000, you double
the tax.

Secretary Cariraxo. 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 Curris. It includes the Government, of course.

Secretary Cariraxo. The Federal civilian employees are not within
the social security system.

Senator Curtis. I understand that.

Secretary Cavriraxo. State and local governments, under our plan,
would have an increase, for example, ol 2.5 percent in their taxes.
Under the conventional plan as proposed, it would increase by almost
10 percent of their taxes. I have a series o1 figures that I will get to
explain this.

Senator Laxarr. Mr. Secretary, in tablé 38 of the material that has
been supplied to us there is an indication that under your plan the
gercentage increase in employer tax liabilities would be $18.9 for all

rms. 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 penalized?

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

Senator Laxarr. Table 38, Mr. Secretary.

Secretary Carrraxo. I do not have that,

Senator Laxart. 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.

Secretary Caviraxo. Using that definition small firms would do
only slightly better under our plan than the conventional alternative.
We estimated that 1981 tax liability would be .09 percent higher under
the administration law and 14.1 percent higher than present law
under the conventional alternative. They pay more if you use the
traditional alternative. We have a-list of firms and industry who fare
much better under our plan than they do under the plan.

Senator Laxarr. How do they break out in terms of size?

Secretary CaLiraxo. 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 employces. 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 81
percent of all employment in small firms, in the traditional, legal
definition of that term.

Senator Laxavr. How big are they in terms of staffing levels?

Secretary Canirano. I don't remember the number. Bruce?

Mr. Carowerr, 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 Laxart. What percentage of the work force would they

constitute ?

Secretary Cariraxo. In the small firms, in the small business defini-
tion of 1,000 or less, 84 percent—Ilet 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 percent
of the people that are employed in all small firms, 1,000 or less.

Senator Laxacrr. According to the chart they are going to pay on
the same level as the larger firms.

Secretary Cavirano. 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 increase of tax liabilities for smaller
firms of 4.8 percent. Under the conventional plan, 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 percent. 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
on 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 I1. There have been only 4 years when un-
employment has been so severely high that it has been over 6 percent.

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 Cavirano. 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) 0ASD! HI Total
8.5 4.8 0.9 $5.7

7.7 s3. 7 $ .6 4.2

7.1 2.6 .5 3.1

6.3 .8 .2 1.0

5.8 eeecacmrenueeenenraeaanaaan e nnn—an

............. 119 2.2 14,1

Senator Laxart. 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 Caviraxo. That is correct.

Senator Laxart. 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 Cariraxo. 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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%2]% billion that we need not.raise, and that provision totals $38
illion.

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 employece. We would raise $4 bil-
lion by increasing the empToyee 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 tax rate to 114 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 dependenc
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 Daxrorrir. Before you move that chart, the $14 billion in
countercyclical general revenues, when would this go into the Social
Secur(ilt Trust Fund? Would it be instantaneous or would it be
sprea

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

Senator Danrorrir, Each year?

Secretary Cavrirano. Part of it each year.

Senator DanrorTH. Do you know how much each year?

Secretary Caviraxo. We can provide it.

Senator Daxrorrin. It would be 14 divided by five; roughly, about
$3 billion a year?

Secretary CaLirano. 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
2.9 2,6 5.5
‘2.8 $ . ‘3.6
28 iimennieea 2.8
.5 1.0
.5 2 .7
IS R, .5
3.4 31 6.5
3.3 1.0 4.3
k2% R, 3.3
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Senator DanrorrH. It is 14 over 3 years?

Secretary Carirano, That is correct.

Senator DaNrorTi. On the $30 billion by increasing the base?

Secretary Carirano. 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 1n each of those 3 years. And 87 percent of the total payroll
in covered employment now 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 Danrortir. $10 billion a year. Would that not continue
into perpetuity.

Secretary Carirano. That would be a permanent aspect of the law.

Senator Daxrortir. That $10 billion more a year revenues for social
security ¢ .

Secretary Caviraxo., That is right. The alternative, as far as I
know, the alternative is $30.4 billion.

Senator Danrorrir. What alternative?

Secretary Carirano. 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 Daxrortiz. In 1981 and years thereafter, the estimated

revenue for those years would be what?

Mr. Carowerr., I do not understand your question.

Secretary Carirano. In 1981 and after, how much revenue per year
is raised by taxing employers,

Mr. CarpweLL. The figures go like this. We would add $2.6 billion

i1181979, $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 DaxrorrH. All right.

Senator Curtis wants to know if the benefits would increase.

Secretary Carirano. 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 Cariraxo. On this line we do in the short term, in two
$600 increases, one in 1979 and one in 1981.

Senator Curris. You have not increased the henefits?

Secretary Carirano. It will, but in a way that we think is deserved

by the American worker.
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Senator Curris. Do you now have those figures on what the dollar
increase the employer would have to pay on a $40,000-a-yoar em-
pl(éyee over the present? - .

ecretary CaLirano. The wage Lase 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.

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

Secretary Cavirano. 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 Laxacr. Do you have an alternate proposal if the Congress
does not see fit to pass that?

Secretary Cavtrano. 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
liospitals 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 114 times.

Senator Danrorrir. 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 Cariravo. Senator, absolutely. Since the social security
svstem started it has been substantially subsidized by general revenues
because employers have been deducting the taxes that they have been
paying and, in effect, the general treasury has paid for a large part
of the social security svstem since the day it was started.

Senator Danrorrin. Right. That has been fignred into the adminis-
tration's computations on what is going on? T know the President
has stated his interest in balancing the budget by 1981. Here you have
a loss of $5 billion a year as a result of this.

Secretary Carrrano. 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 he has said
to me,

Senator Daxrortir. I am not arguing with you. I wanted to see if
this has been considered.
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Secretary Carirano. 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 Curris. 1 WilFask 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 Canirano. Senator, under our plan, the average worker
will gay 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 Carirano. 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 $36
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 and goes 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 Curris. Not the averages, but what percent of the workers
would have an increase in social security tax? An average does not
mean anything.

Secretary Carirano. 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 rate 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. Carowerr. 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 Cavirano. They are, Senator, those most able to pay.
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. I 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 Cavrirano. 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.

- Secretary Cavrrano. The answer is, yes. The employee, however,
pays $537 less under the administration plan than under the con-
ventional plan. .

Senator Cuortis. I did not get a responsive answer. I asked what
would be the increase in taxes for the employee over the 1977 rate, and
the base is $11,500 there; you would go up to $40,000, so it would be
more than double what it is now.

Secretary Carirano. 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 1981: PRESENT
LAW, ADMINISTRATION FINANCING PROPOSALS, AND TRADITIONAL FINANCING ALTERNATIVE

Administration Traditiona)

Present law Proposal alternative

3 6.30 6. 85

321, 900 123,100 $29,100

Employse contribution. . . 1,375.70 31, 455,30 1,993, 35
Employercontribution. . . .eeveiaeanene i ceieaanas - §$1,319.70 $2, 520. 00 1,993.35

1For employee; none for employer.

- Senator Byrp. Would the Senator from Nebraska yield?

Senator Curris. I do not have the floor,

Senator Byro. 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 Carirano. As I indicated, I am saying weused that term
to mean any combination of wage base increases and/or tax increases
equally distributed.

Senator Byro. Has anyone advocated that plan?

Secretary Cavrirano. That is the conventional way. There are advo-
cates of that plan, yes.

Senator Byrp. It seems to me that what you are doing is setting
that up in order to make your plan look more desirable. I do not know
angone who is advocating it.

ecretary CaLirano. We 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 Byrp. You mentioned 13 percent that you are not now
planning. How much money in dollars would that bring in?
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Secretary CavLirano. 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 Byrp. Per year?
Secretary Cavirano. Over this 5-year period. That is the total, and

it goes this way: from $2.6 billion in 1972 to $11.4 in 1282. 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 projerting
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 deficit
is due to a faulty method of adjusting benefits for inflation and it
brings us to a proposal to (lecoup;e. The rest of it is due to a shifting
age population, the demographic changes in the country. Toduay, there
are three workers for every retiree. By the year 2030, there will only
be two workers for every retiree.

Senator Curris. On whose authority do you make that last state-

ment? .
Secretary Caviraxo. Two workers and three workers?

Senator Curtis. Yes.

Secretary Cavirano. 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 Cavirano. Senator, there is no question about the diffi-
culty of estimating 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 Curtis. I would like to ask one more thing. All of these
figures are based upon how many future raises in benefits?

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

Senator Curris. No increase in benefits for the next 75 years?
Sceretary Cavnrrano. We will show you what happens to benefits
in another chart, only what is written in existing law. -
Senator Curris. You are basing your costs upon the assumption

that the Congress will not raise benefits in the future.

Secretary Carirano. 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 Curtis. Of course, they have not done that, '

Secretary Carirano. They have done pretty well.

Senator Curtis. 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 CavLirano. 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 to give only one increase for the cost of living.
For example, a person who had earned $10,000 a year before retire-
ment is getting benefits equal to 40 percent of earnings, or $4,000 a
year, If there is an increase of 6 percent 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 Nrrson. May I ask a question? As I recall from your testi-
mony, that was one of the two major causes of the deficit.

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

Senator Nerson. 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 Cavirano. 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.
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My question is, what were the methodologies, the procedures, for

tting this result? We ought to know o we can avoid such a

lunder in the future.

Senator Carirano. 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.
id the Social Security Advisory Council itself evaluate this, or

their statisticians?

Mr. CaxpwerL. Mr. Chairman, 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 prescribe 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-
(Iient workers and current retirees. That is what the present formula

oes.
Senator Cerris. It has always done that, has it not?

Mr. CarowEeLL. Yes, sir. -

Senator Curris. To do otherwise would be to say to the eniployee,
if you get an increase in wages it does not, per se, give you an increase
in social security.

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

Senator Curris. If you make this change, it will not?

Mr. Carowerr. The higher wages would still increase the worker’s
future social security benefit rates. Current CPI adjustments for re-
tirees would not. g -

Secretary Carirano. 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 Curtis. You are talking about the automatic increase ?

Secretary Cavrrano. That is what I am talking about.

Senator Curris. The automatic increase would apply only to re-
tirees? o

Secretary CarLirano. Yes; that is correct.

Senator Curris. He would get the basic increase. He would get it
by reason of a promotion, if his wage increase were not based on the
credit?

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

Senator Byrp. May I follow up on Senator Nelson’s question ?

Senator Nerson. This formula came into effect in 1972, never prior
to that and ended up with this consequence.

Secretary Cariraxo. That is absolutely correct, Mr. Chairman.

Senator NeLsown. 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 bothers 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. f

I think we have to design some method to avoid that in the future.

Senator Byro. I would like to ask a question at this point.-

Senator Nelson mentioned the Advisory Council. Did the last Ad-
visory Council in 1975 not récommend against general revenue fi-
nancing ?

Mr. Carowern. 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 systems.

Senator Byrp. Insofar as the general social security trust fund is
c;)ncgrn%d, did not the Council recommend against general revenue
sharing !

Mr. gCARDWELL. 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 Byrp., Only the health insurance portion?

-Mr. CarpweLrn., Yes,

Senator Byro. They did not recommend it?

Mr. Carowerr. They did not reconimend it for cash.

Senator Byrp. That is what I was getting at. Thank you.

Senator Lo~a. May I ask one question? Here is what bothers me
about this proposal. We 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 Senate, 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 gust running off more printing press money, how
do you expect us to find the votes to get those fellows to vote g)r the
tax to pay for some of these?

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

f 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 generall fund except that printing press
down at Federal Reserve. IHlow 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 CarLirano. 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, 1f 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 1s the best I can answer.

Senator Daxrorrir. 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 Carirano. 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 Loxg. 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 book—$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 it, 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 ITouse Members the easy way
out in saying, we will just increase the debt limit, tell the Federal
Reserve to print more money down there,

You and I know, if we start financing things in a general approacii,
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?

Alll you can do is create more money in the banking system in order
to do 1t.

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

Senator Lona. 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 Carirano. Senator, all T can repeat is what I said. The
$14 billion will only be nceded, in tax terms, if the moncy 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 do 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 Long. 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 1dea 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 CavLirano. 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 Byrn, et me ask you a question. The money you are asking
for from the general revenues, would they be subject to the appro-
priations process like the other revenue amounts?

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

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

Secretary Carirano. 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 Byrp. Even though the funds would be coming from the

general revenue? -
Secretary Cariraxo. .\s I said, there are general revenue funds in

the social security system now.
Senator Byrp. Only on the basis of figuring that business deducts

from their taxes.

Secretary CaLirano. There are the so-called Prouty benefits,

Senator Byrp. Is that not a minute part of the total?

Senator Cariraxo. There is also the supplementary medical in-
surance program. There is a portion of the hospital insurance pro-
gram.

Senator Byrn. Appropriated annually?

Secretary Cavirano. The 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 Byrp. What we are saying is that we can do all of this
and no one has to pay for it.

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

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

Secretary Cariraxo. 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.

enator Byrp. 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 Carirano. No, only a modest increase on those employees.
There is no tax rate increase for employees in the short-run in this
plan. Those increases come only by increasing the wage base, once in
1979 by $600 and once in 1981 by $600.

Senator Byrp. The increase is $30 billion.

Secretary CavLirano. For employees, that is correct.

Senator Hatnaway. On that point, is there any problem with re-
spect to the definition of earnings so that employers cannot dodge
by giving deferred income plans to their employees, or stock options?

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

As T 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 inciease 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,

uestions of the kind that Chairman Nelson raised that we would give
the 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 present law of 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 conunitment. It
reduces the long-term deficit to manageable proportions without re-
ducing the benefits of future 1etirees, 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 Laxart. You indicate we are solving the short-term prob-
lem by no tax rate increase. Unless I misunderstand the testimony
entirely, we are socking the employeis of this country to the tune of
$30 billion.

Secretary CarLirano. Without a tax rate increase to the employee.
That was the President’s commitment.

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

Secretary Cavriraxo. 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 pay $31 billion in that
period rather than $30 billion. Is that correct?

Secretary Caviraxo. That is correct, Mr. Chairman.
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Senator Hatnnaway. Mr. Secretary, do you have any -figures to
show, with the decoupling, how long that would maintain the sol-
vency of the fund ? . .

Secretary Carirano. 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. o

[The following was subsequently supplied for the record :]
1iln responding to this question, estimates were made for the following proposed
changes: : ‘

1. %‘ﬁe 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! Proposal

L N $1,700  $17,700
1979 , 900 23,400
1980 20, 400 37,500
21,900 [O]

i The figures shown are the amounts assumed under the Intermediate set of assumptions in the 1977 trustees report.
2For 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 pericd 1979-85, part of the contribution rate for the hospital
insurance (HI) 8rogram would be reallocated to the OASDI program in order to
transfer to the OASI and DI trust funds part, but not all, of the additional taxes
that the HI trust fund would otherwise rececive because of the climination ¢f the
base for employers. The amount reallocated wculd be .05 percent, each, for
employvees, employers, and self-emplcyed cPersons 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 0ASDI HI Total 0ASDI H Total
Employees and em-

ployers, each:
4.95 1.10 05 4,95 1.10 6.05
4.95 1.10 6.05 5,00 1.05 6.05
4.95 1.35 6.30 5.00 1.30 6.30
7.00 1.10 10 1.00 1.10 8,10
7.00 110 8.10 1.05 1.05 8.10
7.00 1.35 . 35 7,05 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 Hatiaway. 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. Carowert. 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.
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Senator Nerson. Reduce what benefits?
Mr. CaroweLL. The retirees benefits.

Senator Hatraway. Which you propose to do. )
Mr. Carwpwerr. No. Our plan would not reduce the retirees .

benefit rights. )

Senator Harmaway. 1 thought you were proposing decoupling?

Mr. CarowerLr. We would decouple and maintain benefit rights
on into the future at current levels. There would be no deliberaliza-
tion of benefits.

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

Senator Harnaway. Your proposal does save 4 percent,

Mr. Carpwern., This proposal will cut the long-term deficit by

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

savings in later years. How late?

Mr. Carowerr, They really start to be significant about the turn of
the century and they build up as time goes on. If you leave the
formula .unattended, its cost to the system accelerates as time goes
on.
Senator Laxarr. T 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 misinferpret you.

The $40,000 employee will now have the rate doubled, I gather,
roughly over the conventional—so-called conventional—plan without
a commensurate increase in benefits, Is that not true?

Secretary Carmrano, 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 $10,000 employee, in
that sense, is better off under our plan.

Senator Laxarr. 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 {mrticnlm‘, 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 Cariraxo. Senator—let me try it this way. The present
social security system discriminates sharply against small business,
He is paying on 100 percent of his payroll. 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, T am also saying there is something
else built into that. The small low-work employer is already paving

05-197—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 Laxart. 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 Cavirano. 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 1s 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 Laxart. 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 the 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 CaLirano. 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 severul 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 Danrorrir. Mr. Secretary, would it be a total breach of
philosophy with l-esiiect 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 Carirano. 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 Danrortii. You have rejected the concept of increasing
the buse on the employee as well as the employer without increas-
ing—
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Secretary CavLirano. 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 Danrorrn. 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 Cavnirano. That is correct. .

Senator Danrorrir. You believe that would be unfair, to increase
the base to cover all income for the employee?

Secretary Caviraxo. Without increasing his benefits.

Senator Danrorrit, Why is that?

Secretary Cariravo. 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 would not be any better off than we are today.

Senator Danrorth. The old concelpt of social security being kind of
annuity program, it is not that kind of doctrinal concept that is pre-
venting iyou from taking that approach, but purely the political
question

Secretary CarLirano. 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 tryinﬁ to
avoid bullding 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 tpotential use of general revenues
for total and complete guarantees of the system. They never had to
be used. We would hope we could build & system where we would
never have to use that $14 billion.

Senator Danrorti. 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 Cavrirano. I think we would be opposed to it. We would

refer our plan. I would be happy to go back and think about it.

here is not a philosophical, unalterable kind of view on it.

Senator Danrortir. Let me ask you one other basic approach.

Did you study the possibility of bringing Federal employees within
the social security system ¢

Secretary Carirano, 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, tLe police forces,
ot cetera and some of these big dprivate 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 Danrorrir, It is very common for a private employer to
have a pension program over and above social security. His employ-
ces must, as o 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 participants in the social security at all
but a GGovernment pension program and it is not only an additive to
social security, it is the whole thing.

Seeretary Canirano. That is correct.

Senator Daxrorrir, This would increase revenues, would it not, for
social security ? .

Secretary Carirano. Yes, it would.

Senator Danrorri. Am I correet, as a matter of law, that, given
the wage and hour case that was decided by the Supreme Court last
year, that you could not bring State and local employees in on a man-
datory basis?

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

There 18 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 Danrorti. Despite that case on the wage and hour?

Mr. CaroweLr., Yes.

Senator Danrorri. IHave you researched that?

Mr, CaroweLr. No, we have not. That is one of the questions we
would ask the advisory council to examine.

Senator Danrorrir. Do you kave 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. Carowerr., As I say. 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 employces in would probably bring money into
the system bearing in mind you have to pay them benefits, They
bring in fairly high salaries and the high salaries would be distrib-
uted back in the system in favor of the low wage carner. There
would be a net gain.

[The following was subsequently supplied for the record:]

CosT ESTIMATES SUPPLIED FOR THE RECORD

It Federal civilian employees were compulsorily covered under social se-
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,

If State and local employees were compulsorily covered under soclal recu-
rity, there 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

{In billions of dollars)

Calendar year 0ASD! Hi Total
Federal employess:
1 ploy 5.1 .1 6.
5.9 .6 1.5
6.7 .8 8.
1.5 .9 9,
8.5 2.1 10.6
4.0 0.9 A
5.8 .5 1
6.6 N [
7.4 .9 9.3
8.4 .1 10.
9.1 .0 118
1.7 3.1 14.8
13.3 .5 16.
14.9 . 8 18,
16.9 .2 2L

NOTES

1. The above estimates represent the net amount of addition2i contribution income, over and above income under
present law, additional benefit payments, as an offset, and additional interest. The estimated amount of net additional

tncome under a decoupled system would not be sngmﬁclntly different from the amounts shown. i
2. The estimates are based on the intermed:ate 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 DanrForti. It would solve the double dipping.

Mr. CarowELL. It does solve the double dipping and solve wind-
fall benefits that they now often obtain,

Slengator Danrorrir. Do you view this as a matter of long-term
study

Mr. CaroweLL. 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 Daxrorrir. Because the government employees would hit
the roof ¢

Mr. Carowern. Yes, sir,
Senator Daxrorrir. Why would they hit the roof if they got a

liensi?on plan over and above social security, just as everybody else
aoest ha

Mr. Carowerr. It is an issue of added tax withholding to them,
and although it is unlikely that the Congress or the public policy
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 Daxrorti. Is it possible, practically, to readjust the
whole thing so that they would be a part of social security. then
have a pension program, but the aggregate would he approximately
what they would now have?

Mr. Carowerr, It is possible, T suppose. That has been analyzed
and recommended several times in the past by various groups, in-
cluding social security advisory councils.

Senator Daxrortit. Maybe I am looking for a cure-all to solve all
of this, all of these problems, but that would seem to me to be one
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‘of the first areas to pursue, the effect of bripgin%l 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. CaroweLL. A truly equitable merger that would give the Fed-
eral worker benefit rights cqual to those he/she now has probably
would not do much for the system excht to save the system in the
future from gaying windfall benefits. That is not a critical differ-
ence, although important. . .

Senator Danrortir. It would bring in instantaneously, if the thing
could be worked out instantancously, 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. Carowerr, There would be a one-shot infusion, yes, but we
would be creating a long-term liability to pay them benefits.

Secretary Carirano. 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. T 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. T 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 Danrorrir. If we repeal the Hatch Act, we had better
forget about ever solving that.

enator NeLsoN, How many States are under the social security
plan now?

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

Senator NersoN. ITave there been withdrawals?

Mr. CarowerL. 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 Nrrson. Can you submit for the hearing record the statis-
tics.on that? :

Mr, Carowrrr. 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—BY YEAR

. Newly covered " Terminsted Net ain
- - - or

Year Groups  Employess 2 Groups employees coverage

N 67,473 1 323 67, 150

1,17 76,925 14 863 76, 062

938 84, 351 21 1,369 82, 982

1,031 58,039 2,45 455,583

1,011 56, 558 33 2,843 53, 715

34, 881 41 6,992 27, 890

7 20,231 33 4,616 15, 615

821 21,281 68 8,828 12,453

1,057 17,010 47 13,426 +-3, 584

740 19,719 55 8 117 +11, 602

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

1 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 8 number of groups within the city that were covered at different
times (e.g., groups of employees under policemen, firemen, teachers™ and city retirement systems),

2 Represents the number of positions covered for the 1st time due to modification of State coversge agreements,
Doos not include increases in the number of covered positions which result from automatic coverage when (1) the work
force in a covered entity is expanded, or (2) 8 job vacated by an employee who had not elected coverage in an entity in
which coverage was effected by the divided retirement system approach is filled by a new employee, or (3) there are non-
covered positions in a group that becomes part 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
1 3

0 0

1 5

0 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
150 254, 860
1170 23449, 940
19 15, 806
3714 3560, 758

! 13t termination occurred in 1959. Figures for July 1977 through April 1979 based on nolices 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 S coverage groups, New York City's Mayor Beame has
d ge of New York City employees will not be terminated, but to date no official request has been.

at the
made for withdrawal of the notice of termination,
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Senator NeLson. 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.

II; 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 Cavrirano. That is correct, Mr. Chairman. \

Senator Nersoy. 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. ) o

Secretary Carirano, That would clearly be an income redistribu-
tion plan. _

Senator NersoN. Another frequently raised issue is-that of people
wha say, “I would rather not be under the socia]l 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 he or she is receiving 27 percent, as against 44 percent of
his final rate of earnings, Is that correct?

Secretary CavLirano. That is correct.
Senator NersoN. The question that I have never seen addressed,

although it may have been, is at what stage does the employee reach
a sitnation at which he is as well off or better off under a private
{)ension plan paid for by himself than he is under social security?
Tas any computation ever been attempted on that basis?

Mr. CarpwELL. Actuaries and pension planners have addressed
this question many times. It is hm'({)to come up with a generalization
that will satisfy your question, because there will always be instances
where an individual with middle or upper-middle income who is
very fortunate in his investments could obtain a return greater than
the return he 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 dependent upon society and the cost of
maintaining them in old age would still have to be borne one way or
the other.

Senator NErsox, Certainly in a retrospective study based npon
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 ave covered up 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 iﬂnlosophy———l 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 otp 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.

Mr. CarowerrL. That point can be analyzed and I think the result
would be as you described it if you make the comparison on the
hasis 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 appropriate comparison in my judgment, protect-
ing vou against the loss that might or might not occur, just as your
fire insurance on your home or your accident insurance on your auto-
mabile does. - :

When you throw in the factor, or include the factor, that social
sccurity 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 Nerson. Senator Danforth?

Senator Daxrortir, One other question.
Your proposal to shift hospital insurance funds to the rest of the

program, is this proposal conditioned on the 9 percent cap?

Secretary Carrraxo. 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 *hat 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 Daxrortir. Absent some kind of a cap on hospital costs,
you withdraw this side of the recommendation?

Seeretary Cariraxo. Absent a cap, some other means of controlling
costs or meeting them would have to be.found.

Senator Daxrorrir. Thank you.

Senator NELson. Senator Hathaway?

Senator Hlariraway. With regard to the decoupling program, actu-
ally it saves 12 percent, but you get 8 percent put in by increasing
henefits by the results of the decoupling. Is that correct?

Mr., Carowerr. We do not follow the question.

Senator ITarmmaway. Decoupling alone, it would save 12 percent,
I understand.

_ Mr, Carowerr, Tt would reduce the long term 75-year deficit that
is estimated at 8.2 percent of payroll. Tt would reduce that by half,
so the deficit would be about 4 percent.



36

Senator Hatraway, 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, CaroweLr. That is arithmetic I do not follow. I am sorry.

Secretary CavLirano. We would have to anawer that for the record.

[The following was subsequently supplied for the record:]

The calculation to which Senator Hathaway refers is shown in table 17 of
the Senate Finance Committee print, “Soclal Security Financing”, preparcd
by the Committee staff, as follows:

Impact of adminisiration. proposals on long-range financial slatus of trust funds
{As percent of taxable payroll]

Deficit under present JAW. o v o v e e cm e e aman —8.2
Savings from decOUpling ... .. . v oo e e e e e mm————— +12. 0
Cost of wage—indexed benefit formula . . oc e o oo ceecac e e -7.9
Effect of::

Employer base increnses.. .o v e ce e vmeocemmmeens eemeem——a—— +0. 9
Employee buse increases...uueeaceuex e ecmemccememacamem——————— +0. 1
Self-employed tax iNCrenBe. « v o cece e e cccecmcan e m e 401

Diversion of hospital taxes and acceleration of 2011 tax rate in-
CI@ABL -« v e e e m e s e e i mm s s et et e +1.0
Dependency tests. e men o e e e cnccmcsmum————a————— +0.1
1—1.9

Residual deficit. oo vou e e ceemm e ccmccce e mm e ——————

1 While the administration’s proposals would assure sufficient financing for the next 25 years or so and
maintain the reserve ratlo above one-third in the 1980's, they would leave a long-range deflcit 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
1a to be studied by the Social 8ecurity Advisory Councll along with other benefit adequacy questions which

would change the long range deficit,

This calculation 18 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—-
a8 iy recognized elsewhere in the Committee print—*“simple 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 futyre 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 sald 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.)
percent.

Senator Hatitaway. 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 retirces’ 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 Cavirano. If you further trimmed the benefits back.

Senator HatHawAY. Just the benefits as a result of decoupling.

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

Senator Hariaway. The only reason I ask you the question, to
put 1t 1n 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.
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Senator CaLiFaNo. In the long run; you would still have the 5-

year problem,

Senator Hamizaway. Since the social security tax and the social

security trust fund are not like an ordinar{ pension plan where a
person puts in money periodically, accumulates it end the income
which is reinvested it is simply a system where we are taxing the
people to pay the current benefits. It there is anything left over, we

ut 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 revenues? .

Secretary Cavirano, We thonght 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, f' t%ink we are not even
ready to go up to the ankle.

Senator Hatiaway. 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 degcit. Unless we add a tax increase to take care of
that, we will just increase the deficit.

Sceretary Cavrrano. 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 vecord:]

~ THE DEPARTMENT OF THE TREASURY,
Washington, D.C., May 17, 1977.
Hon, JAMES A, BURKF,
Chairman, Subcommitice on Social Security, House Commitlec on Ways and
Meana, House of Representatives, Washington, D.C.

DEAR MR, CHAIRMAN: This i8 In response to a telephoned call from Willlam
Kelley of your staff asking for an explanation of the flscal effects of the pro-
posed counter-cyclical flnancing of the soclal 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 n budget outlay (from the general fund) and
n b&ulﬂgcltt receipt (in the trust fund), with no net effect on the unified surplus
or defleit,

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 {nvestments in Federal securitics. 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 int:rest, in order to pay benefits. In that event, the
benefit payment would be a budget outlay with a decrease in cash.
If you need additional information, we will be happy to supply it.

: Sincerely yours, Davip Mosso

Senator Hariraway. 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 and dropped?

Seeretary Cariraxo. 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.
We looked at those and decided to go to the counter cyclical general
revenue concept. Dur basic fecling was we ought to try to keep the
system self-financed. Tf 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 beeause unemployment exceeded 6 percent.
When we as a nation are that badly off we think we shonld come in
with general revenues. because it is not a fault of those workers,

Senator ITatmtaway., My point was, since this was just another
income taxc why not make that part of the general revenues and
do it that way?

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

Secretary Cartraxo. Our concern is that we have a viable trust
fund svstem. 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 wonld 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 coming up with wanting to finance them.

Senator Harmmaway. Probably T 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 he is a 1-vear old or 100 vears old, whatever
he needs to supplement his income?

Cnt out those retirees above a certain income level from getting
any?
Seeretary Cartraxo. That is not the only place where we part
company with Milton Friedman, but we certainly do there.

Senator Harrraway, Thank you very much.

Scenator Nersox. Senator Laxalt?

Senator Laxarr. T have one closing question. Mr. Secretary, a
question asking for an explanation—maybe vou are the wrong man
to ask—that we spent. here several weeks ago quite a bit of time look-
ing 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 the program that appears to be
a complete reversal of that approach. ‘
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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 Cavtraxo, 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 Nersox. Senator Byrd?

Senator Byrn. 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 arc not.

Secretary CaLiraxo. 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 Byrn. The committee staff has checked this out, and I

think you were in error. Perhaps you would want to check your

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

APPROPRIATION OF GENERAL REVENUES T0 SoCIAL SECURITY TRUsT FuNDns

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 ancer‘ry interned during World War II,

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

premiums for SMI.
All of the general revenues referred to ahove 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 Byrp. 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 Carirano. We have approximately 145,000 employees;
somewhat less now.

Senator Byrp. How many employees do you have in the con-
gressional liaison? ,
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i Secretary CaLirano. I cannot answer that question off the top of
my head. I can submit it for the vecord. ,
— Senator Byro. I would like you to submit it for the record.

[The following was subsequently supplied for the record:]

Dan Dozler, 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. -

Iinda Gangloft, Congressional Liaison Assistant.

Olivia Upshur, Congressional Liaison Assistant.

Ellen Helm, Supervisory Congressional Correspondence Assistant.

William Ellison, Clerk-Typist.

Tijuana Washington, Clerk-Typist.

“Mamie Young, Congressional Liaison Assistant.

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

Secretary Cavrirano. I will have to submit that for the record.

Senator Byrp, I would like to have that submitted for the record.

[The following was subsequently supplied for the record:]

Personnel costs, 1977

CompensSation . v v e — e ——————————— $2, 446, 506, 000
Benefits. oo e rem e ————————————— 273, 548, 000

2, 720, 054, 000

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

Secretary CarLirano. 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 Byrp. Administrative personnel. Do you have adequate
administrative personnel?

Secretary CaLrano. 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
downt todIOO. I think we have reduced it already to 140. It is not as
easy to do.

Senator Byrp. 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, 1 sent dyou 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. { am very glad you are.

Secretary Carrrano. I am not sure I am now.

Senator Byrp. 1 want to read my letter into the record, read it to
you and hopefully get some expression from you. .

Secretary CarrraNo. If your letter has not been answered it is in-
excusable and we will answer that letter within this week. .

Senator Byro. I will read you the letter.

MY DEAR SECRETARY CALIFANO: I have been long concerned over what I

feel to be 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 amnouncement 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/CR101 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 belleve 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 imi-

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
comﬁleted 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 CavLrrano. 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.

?:nator Byro. Have you seen those reports that they have to fill
ou
Secretary Carirano. 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 Brrp. You are going to have to employ more people to

do that.
Secretary Carrrano. No, we will do it within our existing re-

 sources. | . ) :
"Senator Byrn. Then you have too many people, then, if that is the

case, . . )
Secretary Carirano. Senator,.I think we can exert a little extrn

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 Byrp. We are talking about this year, 1977 and the up-
coming season of September 1977, ' ]

Secretary Cararano, 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.

Scnator Byrn, 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 appropriate and proper thing to do. This letter was dated
May 6. 1977, A followup telegram on June 2, 1977.

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

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

[The following was subsequently supplied for the record:]

TuE SECRETARY o HEALTH, EDUCATION, AND WELFARE,
Washington, D.C., June 13, 1977.
The Honorable HArry F, Byrp, Jr,,
United Statcs Senate,
Washington, D.C.

Dear SENATOR BYrp: As T indicated during my testimony today, T regret that
this Department has not replied to your letter of May 0 or your followup

communieations,
The Department’s current poliey and plans with respect to the 101/102 survey

of school distriets for 1977 and future years are guided by my February 17 state-
ment on thig and related civil rights issues, a copy of which I have enclosed for

your reference. .
The Department’s Oftice 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 you promptly if our continuing study of these matters leads

me to modify the plaus set forth in the encloged statement,
Sincerely,
Josernr A. CALIFANO, Jr.

Senator IHarnaway. 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 paying it.

Secretary Carirano. 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 Hataway. 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 particular recommendation?

Secretary Cavirano, We will do that.

Senator Harnaway. Thank you.

[The following was subsequently supplied for the record:]

INCIDENCE OF OASDIII Taxes By INcoME CLASBES

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 formn 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 than 0. .. 0 ~2.84 -9,84 -2.89
t04999.... .36 11.41 6. 30 6.88
$1,000 10 §2,999. W42 1.98 4,91 3.45
$3,000 to $4, .9% 8.13 6.50 4.29
5,000 to §7, 1.86 10.40 9.49 1.46
8,000 to 19 3.09 11.04 10.49 9.33
10,000 to $11,999.- 3.93 11.40 10.52 10.10
12,000 to $14,999 5.30 11. 47 10.20 10.22
15,000 to $19,999. . 5.77 10.95 9,93 10.50
20,000 to $24,999.. 6.12 10.00 8.91 9.74
225,000 and over 4.55 1.52 .32 7.32
3.0 9.38 9.21 8.75

Note: This table does nol take account of the earned income tax credit. Aged heads of households are age 65 or older.

Senator NersonN. 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 Cavrirano. We would be delighted.

Senator NeLson. Thank you very much,

[The questions and answers, prepared statement, and charts of Sec-
retary Califano follow. Oral testimony continues on p, 77.]

QUESTIONS SUBMITTED TO SECRETARY CALIFANO AND His ANSWERS T0 THEM

REPLACEMENT RATE LEVEL

Qucstion, 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 replucement rates under the present system is a basic flaw, why
does your proposal aim to stabilize these rates at 1079 levels, thus picking up
several year's worth of that flaw’s impact?

Answer. During the development of the Administration’s decoupling proposal,
we considered stabilizing replacement rates at levels lower than those that prevail
at implementation. ‘This approach would both increase the program saving under
decoupling and niitigate 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 retiremént when the new system is implemented unless the guarantee
were set at the 1079 benefit level, Hlowever, this would increase transitional costs
substantially and would largely offset the early-year saving from providing lower
initial replacement rates.

05-197—T7T~—4
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Second, we believe it essential that the decoupling proposal be enacted as soon
as 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 1679 levels.

"Phe broad question of what soclal 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

Counclil that is expected to be appointed in the near future.
BENEFIT ADEQUACY

Question. It we are going to be drawing up a new benefit formula, one thing
wo have to look at is whether it provides adequate benefits, What sort of guide-
lines can you give us a8 to what constitutes an adequate social security benefit?

Answer. As youn 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
the beneflts were intended to “provide more than merely reasonable subsistence.”
Nince 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 bhenefits 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 belleve that enactment of the President’s decoupling proposal will, by stabiliz-
ing the benefit structure, permit due consideration of the overall adequacy of
soclal security benefits—an issue which will be addressed by the next Advisory

Council.
SPOUSES BENEFITS

Question. 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 soclal 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 dealing 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 soclal 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 inequitles 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
he 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.

NEABR-TERM FINANCING

Qucstion. 1t i3 getting pretty late in the year for us to act on such a major
change In the social security program, particularly if adjournment comes enrly
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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 carry through next
year?

Answer. Adequate social security financing is of the highest priority with the
Amerlcan people and with the Carter Administration. And we belleve 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 soclal security trust funds that would otherwise occur.

DEPENDENCY TEST FOR SPOUBE'S BENEFITS

Question. To offset the recent Supreme Court declsion, 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 clvil 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 i3 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 someé cases, in a tinding 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 & 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 soclal security spouses, and surviving
spouses’ henefits would be pald in a manner consistent with the dependency basis

of those benefits.
HOBPITAL 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 aiternative 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 their
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 (HI) tax income to the cash henefits 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 HI 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

Quecstion, The Administration calls {ts plan for general revenues for the 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
countercyclieal? Won't your approach, without increasing outlays, make 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 reces-
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 the program may have a “countercyclicu!” 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 mecet the excess of outgo over income.
In redeeming these securities, the necessuary monies will be raised either from
general tax revenues or by Federal borrowing from other sources, If the defleit
in the social security program is to be offset by an equivalent surplus in the
general fund, there either will have to be Increases in general fund taxes or
reduetions in other government programs., If the deflcit 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 today and would
exist in any future year when social securlty outgo exceeds income.

The Administration’s countercyclical proposal, which is temporary, would
nefther 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 countercyclical
general revenues would he deposited in the trust funds in order to maintain the
funds at an adequate reserve level during recessionary periods and help to avoid
any tax increases until economic recovery is well under way. This proposal would
have no real economic effect unless these speciflic securities are redeemed and
used to pay current benefiis. In this case, of course, the effect would be the same
as if other trust fund securities representing socinl security tuxes paid in the past

were redeemed to meet benefit payments,
GENERAL REVENUE FINANCING AND SIZE OF TRUST FUND

Qucestion, You propose to caleulate the amount of general revenues that would
go to the cush-benefits program as it would be caleulated by using Okun's law
to determine what social security taxes were lost as the result of high unemploy-
ment. Robert J. Myers, the former social security actuary, has calewlated the
actual loss for the years 1975 and 1976 and the loss as it wonld be calculated
under Okun's law. Under Okun's law the amounts were $5.2 bilHon and $6
billlon. Myers, however, calculated the actual loxs at $1.8 billion and $1.7 billion.
1s his methodology more accurate? -

Answer, As you know, Mr. Myers questions the validity of Okun's law in
general and its specific application to estimating the loss of taxable payrolt and
therefore social security tax revenues—Ilig reservations are based in large part
on the idea that if taxable payrolls were to increase 3 percent for every 1 percent
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 (GNP) will be reduced not only beeause of a loss of employment but
also hecause 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 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-
slderations to Mr. Myers’ conclusion that the tax loss iy “strictly proportional to

The comparisons that Mr. Myers has made of estimates of revenues that were
projected to occur actunl revenues that did occur assumed an “other things
equal” world which cannot hold true. For example, actual revennes in 19708
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 productivity (—3.6
percent instead of +42.3). It should be emphasized that it is precisely the decline in
productivity during a recession that Okun’s law seeks to take account of.

In short, while one might wish to flue tune the 3-for-1 ratio, which might
change it marginally, there s no basis for assuming strict proportionality, as

Mr, Myers suggests,
LONG-RANGE ACTUARIAL SOUNDNESS

Question, The social security program is sald to be soundly financed in the
long run if its income I8 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 bhefore you would have to say that you were not in a
sonnd long-yange situation?

Answer. When financing provisions are enacted, the goal should be to ensure
that the projected income and expenditures are In balance based on the best
available economie and actuarial assumptions, 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 begin to develop a long-range
surplus or delicit, Consequently, there should be an acceptable range within
which the program would be considered in actuarial balance, In the past, the
program was considered to be within acceptable limits of long range actuarial
balgnee if future income was expected to be within 5 percent of program ex-
penditures over the 75-year valuation perlod. 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 defteit.

The Adminlstration financing proposal was designed to bhalance income and
oulgo over the next 23 years and, in fact, over this period the projections
show a slight surplus. Many of the proposed financing provisiong (and decou-
pling) have a long-range effect ns well; under the 1977 Trustees Report inter-
mediate assumptions, during the second 23-year period (2002-2026) the deficit
Is reduced to an average of 154 percent of taxable payroll and over the third
25-year period (2027-2051) the average deficit is 4.70 percent of payroll, (The
delicit over the entire 73-yeur period is reduced from 8.2 percent of payroll under
present law to 1.9 percent under the proposals.)

These remaining deficits are due largely to the anticipated shift in the popula-
tion age distribution which will ocenr as a result of the high post-World War
I fertility and low current fertility. Considering the distant nature of this
problem and the extent to which it is a product of such diflicult-to-predict fac-
tors as fertility rates and labor force participation rates, hasty action would be
ill-advised. Time is available to consider all possibilities, to evaluate emerging
demographic trends, and to choose the most effective and equitable methods of
bringing income and expenditures into balance over the long rauge.

SIORT-RANGE GOAL

Question. Apart from the question of general revenues, you have indicated
that trust fund equal to half a year's henefit payments is an adequate short-
range goal. Formerly It was generally believed that there should be about a full
year's bhenefits in the fund. What is the basis for your conclusion that a smaller
fund is now acceptable?

Answer. The purpose of a contingency reserve Is to provide a source of funds
to assure benefit payments during temporary periods when program outgo ex-
ceeds income, such as during a recession, for example. IHow large a reserve
turns out in the end to be needed for this purpose depends of course on how
long and how severe the recession is,

The decision ax to the approprinte level of trust funds to have for contingeney
reserve purposes is in large part an arbitrary one. The 1971 Advisory Council on
Social Security did ecommend a level equal to about one year’s expenditures.
This scemed a reasonable level and was, incidentally, about the size of the
trust funds at the time the recommendation was made. Also, for some time prior
to the Council’'s recommendations long-range cost estimates had been made on
the assumption that the reserve would be equal to the following year's outgo
at the end of the 75-year valuation period. Nevertheless, the cholce was essen-

tially an 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 §0-percent reserve level (or a 385-percent level with counter-
cyclical general revenues) would have preserved the trust funds until 1979, by
which time unemployment 1s 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 economie recovery follow-

ing a recession.

SIMULATED BEHAVIOR OF THE OASDI TRUST FUNDS, 1974-79
[Billions of dollars]

Tax and

miscellaneous General Ending Reserve
Year revenue revenues Interest Outgo balance ratio !
50-percent reserve with-
out counter-cyclical
gong%l revenues: $30.3
.8 30.9 50
.9 28.4 45
.7 24.2 36
.4 17. 28
.0 9 18
979. A 9
35-percent reserve with -
counter-cyclical
- general revenues:
973 21,2 e
21.3 35
18. 31
18. 23
14, 21
9. 15
1 )

Reserves at beginning of year as percent of ysar's outiays.

STATEMENT BY JOSEPH A, CALIFANO, JR., SECRETARY OF HEALTH, EDUCATION,
ANRD 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 flscal 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 18 little doubt why this is s0. Guaranteeing confidence in the financial
structure of Soclal Security is of vital importance to the 33 million American
presently recelving 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 confldence in Social Secu-

rity’s financial stability.

’
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Bxpenditures from the Soclal Security Cash Benefits Program have ex-
ceeded income since 1875 and will continue to do so unless corrective action is
taken. This year alone the income shortfall wiil be more than $5 billlon.

Without changes, the disability insurance (DI) funds will be exhausted by
1679 and the funds supporting the old age and survivors insurance (OQOASI)
program will be completely exhuusted by 1983. Only by ralsing 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 the
payments to future retirees to rise more rapidly than their preretirement
wages, This 18 producing unintended benefit increases and driving up costs
without providing financing. Eventually, many retirees’ benefits will exceed
thelr preretirement earnings.

Second, the recent decline in the birth rate will cause the ratio of hene-
flciaries 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 estiinated
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
deflcits, 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 I, 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 Soclal Security System.
Any postponement increases the risk that remedial action cannot he

taken in time.

Fallure 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 budg-
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 (134 to 1) between the tax rate pald by the self-employed
and that pald 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 conventional financing mechanisms. Had
the OASDI funds held only 30 percent reserves at the beginning of the 1974-75
recesslon, 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 heen suggested by some
business organizations. The new financing contained in this plan comes exclu-
sively from a tax rate Increase of 0.3 percentage points on bhoth 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 the Social Security system would
continue to run annual deficits indefinitely. By the beginning of 1983, 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 dov

provide adequate financing.

Under traditionnl methods of Social Security financing, there should be a
trust fund reserve in 1983 of 50 percent of expenditures. We hase the need for
a 50 percent reserve on the benavior of the trust 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 00 percent reserve through conventional taxing requires sharp
increases in the Social Security carnings base, the payroll tax rate, or both.
We estimate that a conventional approach that produced adequate reserves
would require additional OAST 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, n 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, bhecause:

Inercases in the 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-financing 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
entitled.

The President’s plan not only restores the financial integrity of the Social
Security System, but does so in a manner which costs employers and em-
ployees billions of dollars less than any other respounsible alternative.

THE PRESIDENT'S PROPOSAL: SHORT TERM FINANCING
Our short-range financing plan would provide the $83 billion that will be

required for the cash benefits program between now and 1982 through the

following six measures:
The temporary use of counter-cyclical zeneral revenue to he deposited

in the OASDI and IHospital 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 $569 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 new 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 eur short-term propo-
sals will generate the funds needed to prevent the depletion of OASDI.

Shortrun financing proposals, soctal securily cash benefil programs
{1978-82 aggregates excluding interest carnings)

Billions
Additicnal finaneing needed under conventional payroll tax approach.____ 83
Sources of new financing under administration proposal:
Countercyclical general revenues:
Additional revenues produced Yoo o ceeee 14.1
Savings from lower reserve ratio oo _________. 24. 1
Tax employer on full earnings of employee ! (phased in over 3 years) .. 30. 4
1,200 increase in employee earnings base ($600 in 1979 and $600 in
1981 e 3.5
Shift of medicare tax rate. . oo oo 7.2
Increase in self-employment tax rate. . ___.__ 1.2
New eligibility test for dependents’ benefits_ . ________ 2.6
Total new financing provided . o oo o oo 83

1 Includes new revenues initially goirg to ho: pital insurance (11) fund hut 1eallocated 1o carh benefit
funds through trensfers of the 111 tax rate.



1%

52

The first two recommendations for dealing with the short-term flnancial
problems outlined above are cruclal 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 Soclal Security System for tax receipts that have been lost us
the result of an unemployment rate in excess of 6 percent. An amount equul
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
heen 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-
ifalh;9 og the years 1975-78. Unemployment is expected to fall below 6 percent
n 1979.

Using general revenues to mahe 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 Jncome during times of high unemploy-
ment, this special flnancing device will alsu make it possible safely to main-
tain a lower reserve level of 85 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 countercyclcal revenues has no immediate effect on
cither 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, 18 nonetheless a fiscally prudent meth-
od for helping to guarantee the future of OASDI. Because it i3 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 perma-
nent feature of the Social Security System.

TAXING EMPLOYERS ON THE ENTIRE EARNINGS OF EMPLOYEES

At present, both the employer and the employee pay' Soclal 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 ceiing on the earnings on which em-

e ‘pluyers pay Social Security taxes (usually called the “wage base”) In three

annual steps. The base would be increased to $23,400 in 1979, to $37,600 in
1980, and to the entire amount of wage or salary paid in 1981.

Increasing the amount of eafnings on which the employer is subject to tax
brings vitally needed additional revenues into the Soclal 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
1970-82-ig, 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 pergent 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 employér 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
$16,600—the President’'s proposal will have little or no effect on thelr 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 THE ADMINISTRATION SHORT TERM PROPOSALS

Our plan would restore the financial integrity of the Soclal 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
defleits in every year, rising to a level of $14.9 billion in 1982—only 6§ years
from now. Under the President’s plan, annual deficits would be ellminated by
1978. Our reserve balances would be built up to $53.8 billion by the end of
1082, establishing a reserve ratio of 85 percent as the countercyclical general

revenue approach requires,

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

01d-Age, Survivors, and Disability Insurance, Combined

' Endin,
Combined Change in trust fun Beginning
tax rate, Earnings trust funds lance reserve
Year pwceni base (billions) (billions) ratio !
Historical:
1974 9.9 $13, 200 $1.5 $45.9 3
9.9 14,100 ~1.5 4.3 66
9.9 5, 300 -3,2 41.1 57
9.9 16, 500 -5.6 35.5 47
1 R 9.9 17,700 ~6.9 28.6 36
1979_..... 9.9 18, 900 -~1.9 20.7 27
1980. .. 9.9 20, 400 ~9.1 11.6 18
1981 .. 9.9 21, 900 ~11.5 .1 9
1982 ieeeenns 9.9 23,400 -14.9 ~14.8 0
Projected under the admini
progosed OASDI financing plan:
1977. 9.9 16, 500 -5.6 35.5 47
1978. 2101 17,700 +.6 36.1 36
1979 10.1 14 19, 500 +1.4 37.6 3
1980. 10.1 21,000 +3.9 41.5 32
1981 210.3 523,100 ig 1 41.6 32
10.3 3 .0 53.6 %g

1 Beginning of year balance as a percent of year's expenditures.
2 Increase due to resllocation of 0.2 percentage points of hospital insurance tax rate.
3 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
Since 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

ghort-term i{nflationary impact,
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INTERMEDIATE- AND LONG-TERM FINANCING

Even with the short-term changes contalned in the Administration’s pro-
posal, Social Security will, as noted above, be significantly underfinanced in
the long run..Our long-term 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 soclety.

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 18 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 0.8 percent of taxable
payroll.

Decoupling to correct the inflation overadjustment

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 beneflit 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-
ment rates—Soclal Security beneflts 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 bhased on
increases in the Consumer Price Index for people already on the rolls. Re-
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 deflcit by almost half. Together with the rest of our package, the
long-term “deflcit will-be reduced from 8.2 percent of taxable payroll to 1.9
percent. It will also ensure hoth 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 T have outlined, we will ask the 1977-1978 Soclal Se-
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
filuancial structure we are proposing for the Social Security System.

THE IMPACT

The President’s proposal restores the financial integrity of the Social Secu-
rity System by bullding 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
:)owilgscé)me workers—those earning the minimum wage—over $40 less a year

y . -

The self-employed indivilual earning at the maximum level would pay over
the next flve years $2,185 less under the I’resident’s plan than under a con-
ventional finaneing 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 1 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 an
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 burden
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 fisherles, min-
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 pald 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 Presi-
dent’s proposal, but under a conventional flnancing 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 soclal 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-
ican 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-
gidering much needed reforms in the social security system.

Thank you very much.



OVERVIEW

SOCIAL SECURITY PROGRAMS
(1977)

CASH BENEFITS

OLD-AGE AND SURVIVORS
INSURANCE (GAS!)
‘ Cash benefits to retired workers and to
survivors of deceased workers 28,600,000

BENEFICIARIES' PAYMENTS

$73.3 bil.

DISABILITY INSURANCE (DI)

Cash benefits to disabled workers and
dependents 4,800,000 $11.5 bil.
33,400,000 $84.8 bil.
MEDICARE
HOSPITAL INSURANCE (HI} and

SUPPLEMENTAL MEDICAL

INSURANCE (SMI) 25,100,000 $22.2 bil.

99
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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 revemies

L9
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SHORT-TERM FINANCING PROBLEMS

® Annual deficits in cash programs since 1975,

deficits projected to continue
— DI trust fund exhausted in 1979 t
— 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

L4 ] ¢ 4 :
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SOCIAL SECURITY TRUST FUND RESERVES
UNDER CURRENT LAW

RESERVES AS PERCENT

OF ANNUAL OUTLAYS

100

\
DISABILITY INSURANCE \

\
) N} I i

OLD-AGE AND SURVIVORS INSURANCE

1 1 1 1 L
1974 1975 1976 1977 1978 1

979 1980 1981 1982

h ] 1y
1983 1984 1985 1986

{
1
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SHORT-TERM FINANCING OBJECTIVES (1978-1982)

. ',' —No increases in present law tax rates on empioyees
—Do not impair economic recovery -
— Eliminate annual deficits beginning in 1978
—Help reduce the long;run deficit 4

/

—Adequate trust fund reserves by 1982

—Fulfill President’s campaign promises



" SHORT-TERM (1978-1982) NEEDS

OASDHI NEEDS OVER AND ABOVE REVENUE
FROM 1977 TAX RATES - $117 billion

LESS: REVENUE FROM SCHEDULED HI TAX
RATE INCREASES -34 billion

EQUALS:_I»OASDI NEEDS - $83 billion



APPROACHES REJECTED

1. “QUICK-FIX"

(=23
1)

2. TAX RATE INCREASES PRODUCING
iINADEQUATE RESERVES

3. CONVENTIONAL PLAN WITH
ADEQUATE RESERVES



“QUICK-FIX"

dSHIFTS PRESENT REVENUES AMONG TRUST FUNDS

© POSTPONES DECISIONS ON NEW FINANCING FOR
ONLY A FEW YEARS

® MAKES FUTURE FINANCING CHOICES MORE DIFFICULT

® ENDANGL‘ERS SOCIAL SECURITY BENEFIT PAYMENTS

€9



- TAX RATE INCREASES
PRODUCING INADEQUATE RESERVES

§

@ RELIES ENTIRELY ON REGRESSIVE ‘TAX RATE INCREASES

—0.55 PERCENT FOR EMPLOYEES AND EMPLOYERS UNDER 1977 FORD
T 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

i
—IN ABOUT 48 MONTHS WITH 30% RESERVES

oIN LAST RECESSlON OASDI TRUST FUNDS WOULD HAVE RUN OUT
—IN ABOUT 36 MONTHS WITH 18% RESERVES



"~ _CONVENTICNAL PLAN|
WITH ADEQUATE RESERVES |

‘e EMPLOYS MIXTURE OF RATE AND BASE INCREASES.
QTAKES $38 BILLION FROM ECONOMY |

! @ INCREASES TAXES ON EMPLOYEES BY $31 BILLION
MORE THAN ADMINlSTRATION PLAN|

° INCREASES TAXES ON EMPLOYERS BY $4 B|LL|0N’
"MORE THAN ADMINISTRATION PLAN |

o INCREASES TAXES ON SELF-EMPLQOYED BY $3 BILLION
'MORE THAN ADMINISTRATION PLAN|

.

Q9
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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 J
NEW ELIGIBILITY TEST FOR DEPENDENTS' BENEFITS 3
TOTAL NEW FINANCING PROVIDED ¢ 83 bil.
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ALTERNATIVE TAX RATES AND EARNINGS BASES

1977 1978 1979 1980 1981
CURRENT LAW

RATE 585%  6.05%  6.05% 605%  6.30%
BASE  $16500  $17.700  $18900  $20.400  $21.900

ADMINISTRATION PLAN

RATE 5.85% 6.05% 6.05% 6.05% 6.30%
BASE $16,500 $17.700 $19,500 $21,000 - $23,100

CONVENTIONAL RATE/BASE FINANCING PLAN

RATE 5.85% 6.05% 6.45% 6.45% 6.85%
BASE $16.,500 $17.700 $21,300 $23,100 $29,100

1982

6.30%
$23,400

6.30%
$24,600

6.85%

.$31,200

L9
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TAXES PAID BY WORKERS

UNDER ALTERNATIVE FINANCING PLANS :
(doBars)

1978 1979 1980 1981 1982

WORKER EARNING, AVERAGE WAGE

Wage 10873 11721 12553 13357 14125
Tax payment: Present law . 658 709 ' 759 841 890
Increase: Administration plan . 0 0 ‘o 0 0
Increase: Conventionai plan 0 47 50 74 7

WORKER EARNING MORE THAN MAXIMUM ’

Tax payment: Present law 1.071 1143 1,234 1380 1474

Increase: Administration plan 0

8

36 76 7
Increase: Conventional plan 0 230 256 613 663



' ADDITIONAL REVENUE FROM EMPLOYERS

Conventional Plan  Administration Plan

[/

1979 $ 5.3 bil. $ 2.6 bil.
1980 6.3 6.1
1981 10.7 103
1982 119 11.4
TOTAL $ 34.2 bil. "6 30.4 bil.
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'LONG-TERM FINANCING PROBLEMS

® 75-year deficit equal to 8.2 percent of payroll

® Almost half of deficit due to faulty method of adjustlng S
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



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"”

1
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NEED FOR DECOUPLING

BENEFIT
WAGE FORMULA BENEFIT
Initial Computation $10,000 x 400 = $4,000
After Inflation Adjustment $10000 x 424 =  $4240
(6% Inflation)
After Wage Increase $10,600 x 424 =  $4.494

BENEFIT ADJUSTMENTS FOR RETIREES AND WORKERS
MUST BE SEPARATED — “DECOUPLED"”

oL



ADDITIONAL FEATURES OF
ADMINISTRATION PLAN

o FURTHER ACTION IS REQUIRED TO

—Bring the cash benefit Lrograms into ﬁnanclal balance through at least
the year 2000

—Reduce the remaining long-term deficit t0 manageable proportions

'@ ADMINISTRATION PLAN:

—Fully fund the program through the tum of the century and reduce the
long-run deficit, by moving scheduled tax rate mcrease from 2011 to

| ¢

1990 and 1985 i - f

— Ask the 1978 Social Security Advisory Council to recommend action for
dealing with the reduced long-term deficit that remains

gL
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EFFECT OF ADMINISTRATION PLAN ON
MEDIUM-RUN (1977-2002) DEFICIT

E 25-year deficjt under present law —'2.3%

| Effect of short-run financing plan - +13
Effect of decoubling plan | | . 404
Effect of tax rate shift +1.1

Resuiting 25-year surplus +0.5%

17
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EFFECT OF PLAN ORN
LONG-RUN (1977-2051) DEFICIT

Long-run deficit under present law - 8.2%

Effect of short-run financing plan | -+ 1.7

Effect of decoupling plan | +40
'Effect of tax rate shift ' + 0.6

Deficit remaining - 1.9%

gL
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THIS PLAN FULFILLS THE PRESIDENT'S
CAMPAIGN PROMISES

POSITION BY:

—Solving the short-term problem without a tax rate increase.

T RESTORES SOCIAL SECURITY TO A SOUND FINANCIAL

\,
-]
—Bringing the cash benefit programs into actuarial balance through the

turn of the century. ‘ ‘

—Reducing the long-term deficit to manageable proportions without
reducing the benefits of future retirees.,

[Thereupon, at 1245 p-m. the subcommittee recessed to reconvene Thursday, June 16, 1977, at 10 a.m.]
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SOCIAL SECURITY FINANCING PROPOSALS

THURBDAY, JUNE 16, 1977

U.S. SeNnaTe,
SuscoMMITTEE ON SocIAL SECURITY,
ofF 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.

; Pfesent: Senators Byrd, Jr., of Virginia, Nelson, Curtis and Dan-
orth. -
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.

yLa,st 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 public and private interest groups. Each of
these individuals or 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 Institution 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.

an
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STATEMENT OF WILBUR J. COHEN, FORMER SECRETARY OF
HEALTH, EDUCATION, AND WELFARE AND DEAN, SCHOOL OF

EDUCATION, UNIVERSITY OF MICHIGAN

Mr. Conen. 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 appeared before on numerous occasions
and I am always delighted by his careful cross-examination of me in

the past. ) )
Senator Curris. You are not suggesting that we are having a
rematch? 1

Mr. Conen. I am willing, Senator. I Tather expected it, Ma
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 the 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. Conen. If you will put it in the record, I will go over it, If any
members of the committee want to ask me about anything that T
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 Con-
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 public con-
fidence in the program and o locate the necessary revenues to assure
the program’s financial soundness. The Congress acts as the board
of directors of this vast system.

Over the years, it has acted in a responsible manner to maintain a
financially sound and acceptable benefit program. You are in a posi-
tion to extend that excellent performance record this year.

Senator Nrrson. 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 the Congress—the most important part
of the exercise in which we are engaged.

All of us know from 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. T 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 judge-
ment, there is no doubt at all that the appropriate 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 be
there to pay retirement benefits.

Although there may be, and is, all kinds of disagreement abont
what is the best approach, everyone is in agreement—the administra-
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tion, the Congress, and everybody else who is concerned 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. Couex. 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 bankruptc?', or the alleged future bank-
ruptey 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——irrospoct‘we of who has been chairman of the Finance
Committee or the Ways 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 integrity 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 the system. T think that is a very commendable historical
fact and one which I hope, and I know, will be continued.

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 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 criterin in determining the measures to be
adopted is that the general public and the media should be persuaded
that the congressional decisions assure the financial integrity of the
gystem 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 nublic which is substantially different
than the views expressed by Milton Friedman and economists from
the Brookings Imstitution and elsewhere. While T believe full and
thoughtful consideration should be given to the views of macro-
economists, T believe the Congress should be guided by balancing all
the factors involved.

President Carter's recommendations 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 (8) eliminate the
flaw in indexing for inflation enacted in the 1972 amendments which
will reduce the longrun cost-by about 4 percent of payrolls. i

When enacted, as I hope they promptly will be, I hope the‘y will
alleviate the wiéespread public anxiety about the potential “bank-
ruptcy” of the program. )

oreover, 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. Xt is desirable to sepa-
rate out some of the different elements to determine the net amount
of new revenues needed. ‘

One, the overall OQASDI neecds are estimated xt $83 billion for the
period. About $7 billion will be shifted from thke HI contributions
yield to the OASDI program resulting in a $76¢ billion net yield
required for OASDI. -

wo, 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 decisien by the U.S. Supreme Court. Thus, the pro-
_posals assume the raising of $49 billion 1n new income of which $14

illion would not result 1n 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
ggu_follows: increase in the self-employment contribution rate, $1

illion.

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. Conen. Yes. That would raise about $4 billion more during
this period.

The third, and of course, what is the biggest part of the whole
prol;‘)osal, 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 néw 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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a8 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. )

here 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 (l)roblem, even though there
is money in the other three funds, the disability fund will be ex-
hausted next year. Therefore, you must do something by next. year to
enable the disability benefits to continue to be paid. -

Senator Nerson. 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. Conen. The outgo has been larger these last few years than the
income, th.us reducing the reserve that already existed, and the reserve
will be completely eliminated next year.

Senator NersoN. There still will be money coming int

Mr. Conen. Still money coming in, and still money that potentially’
is to be paid out. So some peo Fe could be paid, but not everybody
could be paid, because there will not be enough coming in.

Senator Byro. May I ask a question at that point, Mr. Chairman?

Senator Nerson. Yes,

Senator Byro. At what level is your reserve now{

Mr, Conen. I can give you the different reserves. As I was trying
to point out, there are four different reserves, Senator Byrd.

enator Byrn. Are you speaking of the disability fund?

Mr. Conen. The disability fund, I think you will find it in the blue
book, page 34. -

Senator Byrp. I am wondering what percent that is of the total.

Mr. Couen. You can see here, in 1977——

Senator Byro. At 48 percent now ?

Mr. CoHEN. At 48 percent?

Senator Byrv. This book gives it at 48 percent.

Mr. CoHEN. Yes; and in 1978—

Senator Byro. It is 28 percent.

Mr. Conen. As you see, by 1978, 1979, right in there, according to
the estimates, there will not be any more money in the reserves.

. Senator Byro, What do you regard as an appropriate level ¢
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Mr. Conen. 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 T think 1t 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 Byrp. I believe that I would agree with my father and

ou. :
y Mr. Conrn. 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 Nerson. He would still agree with you.

Mr. CoHEN. You have to keep in mind, Senator Byrd, as I was
saying, the larger you make thé 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 employces 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 the 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 he
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 1t might have an adverse
effect on business.

However, by 1960 that section was repealed, because generally
people felt that that required you to build up too big of a reserve and
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 payments.

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 an 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.
enator Nrrson. It probably would give you quite a bit more than
;hat(:i because it would be presumed that nothing was going into the
und.
Mr. Conkn. That is correct. What T 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 put 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 his 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 Byro. 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. Couen. I always thought so, before we got into the present
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 payment 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 1s possible to
reduce the reserve ratio to ahout 35 percent of the average for the
period 1978 to 1983, and in the President’s proposals, 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
inflation rates, temporarily 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 Curris. 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 optunism 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. Conen. It is a one-time saving for this period of time, yes.
It would not be a saving if you restored it later.

Senator Curris. 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 Curtis. 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-
thing 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 tge reserve does not lessen the demands to be paid, does it

Mr. Conen. Not for the future, I find myself in this difficult posi-
tion. I would like to build the reserveé 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 1t 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. Congen. 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. (l‘fongress did decide to let the reserve drop
down rather than raising more money. i

Senator Curris. The House of Representatives passed a bill in-
creasing social security benefits by 5 percent in 1972 and made some
adjustments in the tax program, and then it was subsequently raised
to 20 percent on the same tax festures as they originally provided
for the 5 percent. Is that not true?

Mr. Conen. I do not recall the details immediately, so I cannot
verify that offhand.

Senator Curtis. 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. Conen. That is correct, sir. That is my understanding of the
administration’s proposal.

Senator Curtis. Qut of that $35 billion, $30 billion would come out
of the employeérs’ tax?

Mr. ConEN. Yes, sir.

Senator Curris. The increase on the employees would be zero on
87 percent !

Mr. ConeN. 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 Curris. 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? ]

r. Conen. On the employee, yes, but not on the employer, by this
proposal of the administration.

Senator Curtis. The employer does not draw benefits. )

Mr. Conen. Taking the base off of the employer tax does not in-

crease the employee benefit liability. oo )
Senator Curtis. Raising the employees’ tax will increase the lia-

bil;}y.
r. CoHEN. Yes, you are correct. :
Senator Curtis. In this tabulation, no allowance has been made

for that, has it? B

Mr. Conen, 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. Conen. 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 Curtis. You generally support it?

Mr. CoHEN. Yes.
Senator Curris, 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. ConeN, Under this proposal, the only increase in the benefit
that is in their proposal is the increase of $800 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. Conen. Five years? No, I do not think that is possible.

Senator Curtis. 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-

osal 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.
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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 Curris. Who was Mr. Okun? ,

Mr. Couen. 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. Conen. I did not know that Mr. Okun was the originator of it.

Senator Curris, 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. Conen. That is another way to look at it.

Senator Curris. Is that not the right way?

Mr. Conen. 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. Conen. I will discuss that, too.

Senator Curtis. All right.

Mr. Conen. 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-
mxstsa 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 keep 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, Congn. 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 Curris. Why not put in a few more carloads of bonds and

cut the taxes?

Mr. Conen. The trouble with that is, you can put more bonds in
if you want, but when you come to need the money and you have to
cash in the bond, then you have to go into the open market with
other bonds to riise the money.

It is not intended—Ilet 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

eneral revenues by letting the reserve go to 25 percent then building
it back up to 35 percent, or wherever you want to go for a longer
period of time, and avoid the whole question?

Mr. ConeN. 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. Conen. 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 support 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 DanrorrH. I did come somewhat later than 1944,

Mr. Conen. It is a strange circumstance for me to be an old-timer
here, but I guess 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 problems.

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. Conen. 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 Danrort, Mr. Cohen, I am very surprised at your extraor-
dinary optimism, your rosy view of the future,

Mr. Conen. I did not think that I had said that. :

Senator Danrorra. It came across to me, well, gee, we will never
have to do that, but let’s tell the public that mayi)e we can tap .

neral revenue. We are going to temporarily reduce the reserve,

ut everybody knows in 1981 we are going to have a balanced budget.
Then we can restore it again. .

I think that the problem here is a very real problem—-

Mr. Conen. I do too.

Senator DaxrorTH [continuing]. On how to finance social security,
not in 2 temporary, short-term aspect type of approach, but what is
going to happen in the loui 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, ﬁ?e
year 2020 or 2030. o

It is mfr 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 exFectancy 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.

e 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 got
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

~— s
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you not think that we had better begin thinking very seriously about
-the long ranﬁge roblem and whether we should not rethink the whole
system and ndp out if there is not something we can dof .

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 problem?

r. CoHEN. Yes, sir, I agree completely with you. We have not been
:}(lidressing that question, we were only discussing the first part, the

ort range.

Senatorge DanrorrH. Maybe 1 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.

q Mr, Coxen. No, but I am prepared to discuss it. I would be glad to
0 80.
There are three issues, if I can identify them, Senator. The short-
range f)roblem of these 5 years which I am speaking about, and if

ou will see later on in my testimony there is a middle-range problem
getween 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 long-range problem, we have to live through
the first 5 years, I was merely discussing that.

My answer to Jvour 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

ercent. -

here 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. -

n 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,

- T 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. 4

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 ﬁt(:{)ortion 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

randchildren probably will be faced with'is a very heavy increase in
fgmuncial 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 pessimistic situation. But if our economy were to con-
tinue to grow in terms of gross national product as it has durin
the last 75 years and the dependency .population declines, we w1ﬁ,
have to make the internal shifts in the way that we handle the financ-
inﬁ‘of children and aging. .

he 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. Conen. The population still continues to grow under these
estimates. I do not t}xink—-—-—

Senator Cuorris. Every time the birthrate cuts dowh, you cut down
the influx of wage earners and taxpayers.

Mr. Conen, 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 ferti%ity 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 DaNrorri. If life expectancy were increased by 10 years——

Mr. ConEN. Ten years. You mean at birth?

Senator Danrorrir. Life expectancy.

Mr. Conen. Which is now 70 at birth. Were it changed to 80¢

Senator DanrorrH. Yes. :

Mr. Conen. I could not even begin to tell you what, under present
circumstances, those problems would be. They would be tremendous.

Senator Nerson. You underestimate the ingenuity of Congress.
We will raise the retirement age to 80,

Senator DanrorTH. I do underestimate,

Mr. Conex. 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
the fact is, we are going to have more and more widows and women
living much longer than men, their spouses, which means a very
special set of considerations has to be developed as to how men will be
sure that their widows will be taken care of during the period of

_possible increased inflation.

If you assume that, where they live on the average sémetimes 10
vears more, on the average, than their men, that is a very serious—
that is not a future problem.

Senator Curris, Is that what is called the survival of the fittest?

Mr. Conen, 1 think you ave correct, yes, sir, Women are the stronger
and certainly the more persistent and certainly the better of the two
sexes in my opinion.

Senator Danrorri. May 1 ask vou a couple of philosophical ques-
tions. Do you think it would be an unacceptable departure from the
philosophy of social security to raise the base on employees for the
purpose of taxation bul not for the purpose of payoul.

Mr. Conex. I would have to define my eriteria. I think it would be
very unacceptable from a social psychology point of view to say you
have to expLﬁn to employees why vou are paying a tax on a payroll
on which yoit are not getting any hencfit.

I think that would be very difficult. Therefore, if you are going to
do that, my suggestion would he a different one to achieve it. T would
have an earmarked 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 want to raise it {rom the payroll
tax, then I wonld earmiark one percentage point, on either the income
tax for employees or the corporation, and define that us a contribu-
tion to the social security systen.

You can either explain that as general revenue, or as I develop later
in my paper, in some other way., On balance, I would not do it, I
think it would be very diflicult (o explain, and justify, even though it
has some economic, 1 have to admit, has some economic basis—but
not, sufficient for me to encourage you to do it,

Senator Daxrortii. You would make it a progressive tax?

_ Mr. Conrx. T suggest if yon are going to do it do it through the
ncome tax. .

Senator Danrorri, You think that would be a mistake, too?

Mr. Congn. No, I do not think that would be a mistake. T think
that would be more possible to sell, more rational to sell.

On one of the arguments that T defined later in my paper—in this
paper, as you will see, I give yon different kinds of rationale for gen-
eral revenue financing than the one that the administration gives.
They may be equally unacceptable to people. I wanted to define that
there are ways to justify making the system more progressive, if that
is what you wanted to do, and I would be glad to discuss that with
you here.

Senator Danvorrir. I would like to differentiate the question of
general revenue financing, which is dipping 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—T77——17
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Mr. Conen. On that point, I agree with you 100 percent. As I say
in my paper here, if there is a_general revenue contribution, in m
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. et 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 problem and the coverage of physi-
cians under the SMI program, Congress voted that half of that cost
should be borne out of general revenues, and today that is something,
like $5 hillion out of general revenues 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 people do 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, 1 would cither c.rmark it as a tax or
earmark it as a benefit, but not dip into a big hin, as you say.

Senator Daxrorrin, I want to make it elear that T am not proposing
it. I'am just asking about it.

Secondly, if Federal employees, as you mention in your paper, may
be brought within social security, could this a(lministrativelly be done?
It would be politieally impossible and probably legally impossible to
take away from Federal employees vested rights they have in the
existing pension programs. One approach would be, given the benefits
that presently exist for Iederal employees, a part of that total
benefit would be transferred into social security benefits. Then, sim
lar to people from the private sector, Federal employees would have
a pension plan which is integrated with social security.

Administratively, could this kind of thing be accomplished ?

Mr. Conten, There have heen proposed to this committee over a num-
her of years several different kinds of plans for bringing Federal em-
ployees 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 IFederal system would be built on top,
just like a private system, or {wo systems in which Federal employees
would only be covered for certain arveas where it was coordinated
with survivor’s benefits and disability henefits,

Every one of those proposals that have been submitted to this
committee and the Ways and Means Committee 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 .\dministration which
has been working on this for at least 25 or 30 years, to give you now
the best plans that they have prepared, and you ought to adopt one
of those, because I think—I speak now as a former Federal em-
ployee, 1 served in the Federal Government for 30 years. I have a
Federal pension, and 1 am contributing currently under social se-

curity for the past few years because T work for a university.
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I believe that Federal employces 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 administratively feasible to work out a plan
that would be legal, that would be appropriate, but I think you would
have to work out one that is a little diﬂlcront for Federal employees
in view of the nature of the Federal system.

Senator Danrorrir. .And which would be fair to the employees
so that they would not he any worse off than they are now.

Mr. Conex. I do not think you could ever get a plan through that
did not meet that condition. In fact, they would be better off, for some
people. Some people would be worse off, Some who can work 35 or 30
vears in the IFederal Government and then work just 10 years in social
security, they get the best of the two plans, That is really the best of
the two plans,

You would correct come overlap. You would also correct some
people who fall through the sieve, and therefore, in the long run,
they would be better off.

I strongly suggest in my paper that if you take any of these sug-
gestions, you must bring State and local coverage mandatorily to
social security, and you mmust extend if o the Ifederal employees, be-
- cause it will become more and more of a discrepancy in the contribu-

tions and in the benefits if veu do not do that.

Senator Danvorru. There may he a constutionality problem; wit-
ness the wage and hours case.

Mr, Conex. On the State »nd loeal employees? Yes, T have a solu-
tion for that, though. 1 think you can get around the constitutional
question. T will be glad to discuss that with yon and indicate how

- it might be done.

Senator Daxronrir. 1 have taken up too much time already.

Mr. Congx. I think yon have raised an extremely important point.
As you increase the rate on the employer and the employee, you are
going to encourage State and Jocal governments to withdraw from
the social recurity system once they have 5 to 10 years in, and they
have the cream of the actuarial advantage.

Mayors and Governors are going to say, we have given you 60 to 70
percent of the advantage at 20 percent of the cost, let’s move out of
the social security system. Five years or ten years from now, every-
body can have it. Tf you retive at age 60. you can always get 5 more
years on Social Security, et cetera, ct cetera.

If that is going to happen, Congress has to close that door, be-
cause it will not only be a financial disadvantage to the system, but
yoi will eventually then have to raise contribution rates from the
employers ard employces who stay in the system more than you
otherwise would have. That is unfair.

Senator Nrrsox. Could vou please complete yvour statement. We
have two morve witnesses.

Myr. Conen. T think we have touched on quite a number of things.
I will only deal with one thing. You did ask me the question on the
Goldfarb decision. T would be glad to talk about that.

Senator Corris. 1 did not want to take undeserved time, What does
the chairman have in mind? T am not a member of this subcommittee,
I did want to Kear this testimony today and I have to keep another

engagement.,

[P N—.



04

Senator NersoN. My plan was to run until we finished because 1
have a conference on the youth employment and training bill begin-
ning at 2, so we will run right through the noon hour. We will have
to,

Mr. Conex. I think if 1 deal with the Goldfarb decision, I have
touched on every major aspect,

There are, of course, other kinds of issues that are not discussed here
that we ought to talk abont. On the Foldfarb decision, in my opinion,
Senator, there are three ways to handle the Supreme Court decision
in the Goldfarb case: continue to apply the present law without any
dependency test for cither men or women. That is really what the net
result is of the Goldfarh decision. This will add $7 billion in addi-
tional costs to the system that Congress did not anticipate when it
passed the law previously.

If this policy were to be continued, consideration should be given
to paying these anticipated costs, possibly from general revenues. 1
do not favor this alternative.

Alternative two is to provide a dependency test for men and women
in order to meet the Court’s decision. .\s I interpret it, we only had
the dependency test we had hefore, the case for men and not for
women. If you had dependencey tests for the two of them, that would
be constitutional.

This woulld increase administrative costs, in my opinion, terribly,
to ask every woman, every spouse, to identify her dependency. In
probably 80 or 90 percent of the cases she would automatically be
ruled eligible.

It seems to me to he a waste of administrative time and subject
women to a test that is not necessary. You have to bring information
about the husband’s income, what their income was, and so on.

I believe, while that may be what may he submitted to you by the
administration, T am equally unhappy with that. T think it would
involve unnecessary administrative work, particularly delayed pay-
ments, and subject women to the kind of having to bring in informa-
tion which they may not be completely familiar with, particularly
after the hu=band has died.

Senator Curris. Is that where they say they were going to pick up
&3 hillion?

Mr. Conex. Yes, sir,

My third is another way that I hope yvou will have the staff look
into. Request the Social Security Administration to present a plan for
taking into account retivement or pension payment under Federal,
State or local public plan, which is not supplementary to the basic
social seenrity system, where the male spouse receives a pension from
a public plan which is a substitute for the basic social security plan,
such pension should be treated as if the pension was a social security
henefit. UTnder existing law, the individual receives whichever is the
higher.

This policy would also encourage coverage of Ifederal, State and
loeal pu)blic employees who would then not have this dual benefit pro-
vision applied to them.

I you receall the Goldfurh case, the Gfoldfarh case was a case
where the man was receiving a pension from a public employee plan,
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Whether it was Federal, State, or local, I do not remember, Of course,
that was in the cnse where social security was not applicable. If he
had been under social security, why he would have gotten his social
security benefit, Therefore, there 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 hetter one than making
every woman have to submit matevial on dependeney.

Well, Senator, in conclusion, I would say this. There are various
other proposals that arve pending, and I only discuss one in my paper,
because 1 did not want to submit a 100-page paper with all of the
things that 1 think should be changed.

But there is one hill that is pending hefore the Congress which I
feel is important.

This is S. 114, by Senator Church, and 1 think 50 Senators have
joined, to restore the Social Security Administration to a Board, as
it was originally, when Mr.” AMltmever was the Chairman of the Board.

When social security was fizst ereated it was created as an inde-
pendent. board of three people, not more than two could be from any
political party. That remained until about 1946. My view is that
social security is getting so hig, it involves so many employees, it in-
volves so many people in the country, employees and emyloycrs, it
chould he, as far as humanly possible. insulated from changes in
political administration with regard to the operation of the program.

In other words, my view is that Congress should designate three ov
five members of the Board, with overlapping terms of 6 years. T
think Mr. Church's bill says | vears. Then you should isolate the
Board from the politieal process and the recommendations that come
to vou through the President should be the recommendations of the
Board so that as far as possible thiz program which roughly is at the
$100 billion level now and is going to £125 billion, %150 billion, is
going to involve d or 6 percent, 7 pereent of the gross national produet,
would, as far as possible, be insulated from contemporary changes
and utilizing the benefits systemn in a political way.

I recognize that it cannot do it entively. ‘There is no way to elimi-
nate political consideration. The xystem is getting so big, so important,
g0 pervasive, that one of the things you ought to consider is try to find
a way from insulating it from just sheer political manipulation,

Senator Nersox. Are there any questions?

Thank you very muech, Mr. Cohen. We appreciate vou taking the
time to come here.

['The prepared statement of Mr. Cohen follows, Oral testimony con-

tinues on p, 101.]
STATEMENT OF WILBUR J. UCOHEN

BUMAARY

1. Supports the general thrust of the President’s proposals to restore the
financial integrity of the social security system.

2, Supports “decoupling” amendment.
3. Supports transfer of some Hospital Insurance Income to Cash Benefits,

4. Supports increase in self-cmployment contribution rate.
5. Endorses future increase in employer and employee rate increases in 1983

and 1990.
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6. Presents considerations for lowering the reserve ratio and reenactment
of the Murray-Vandenburg amendment to assure payment of all benefit lia-
bilities 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-
dentt's recommendations to strengthen--the financing of the social security
system.

As a former member of the Board of I'rustees of the social security system,
I have a deep interest in safeguarding the financial integrity of the program.
As an Individual soon to become 635 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.

Qencral (ongiderations

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 (‘ongress to know of the general
acceptance which their efforts over the past 42 years have wrought. Our re-
sponsibility today is to maintain aud 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 Dircctors 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 I'resident’s proposals. ITowever,
there are other alternatives to achieve the same overall result of restoring the
financial integrity of the system. 'There are advantages and disadvantages or
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 incidence 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 be 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
coneepts of financial integrity and equity in relation to hoth 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) provide-additional income to the system beginning

‘in 1985; and 8) eliminate the flaw in the indexing for inflation enacted in the

1972 amendments which will reduce the long-run cost by about 49 of pay-
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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 adoptlon should make it possible subsequently for the
Kxecutive Branch and Congress to consider climinating the inequities and
some of the inadequacles in the present system.

The Short-Range Nced

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 cstimated at $83 billion for the period.
About $7 billion will be shifted from the I 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 36%, a saving of $24 billlon is obtained over this period. This
reduces the net yjeld 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 Goldfard decision
by the 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 new

taxes and $35 billion would be in new taxes. -
4, The $35 billion in new taxes during 1979-82 would be raised as follows

(in bllllons)
A. Increase in the self-employment contribution rate—$1.
B. Increase of $1200 in two steps in the employee earning base—3$4,
C. Taxing employers on the full earnings of the employee—$30.

The Reserve Fund Ratio

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: OASI, DI, HI, 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 Trustces was required
by law to report immediately to the Congress whenever the “ensuing five fiscal
years either of the I'rust IFunds will exceed three times the highest annual
expenditures from such Trust Fund aunticipated during that five-year period.”
and whenever either of the Trust Funds is unduly small (Section 201(c) (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 Administration’s proposal assumes that it is appropriate to re-
duce 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 could be reduced even lower than the $36.1
billion figure estimated by the .dministration 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-Vandenburg amendment which was
in the law from 1944-1950 which stated:

“There is also authorized to be appropriated to the Trust Fund such addi-
tional sums as may be required to f{inance the benefits and payments provided
under this title.” (Nection 201(a), last sentence, repealed in 1050.)

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 advance
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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T'he Four Major Rcvenuc Issues

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 employces equally 7

8. Is it desirable, and if so, how fast should be maximum earnings hase be
eliminated on employers?

4. Is it desirable, and if so, to what extent, and on what rationale, should
general revenues be utilized for financing cash benefits?

Contribution Rate Changes

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 fnsurance benefitg in 1977 and 1981, a rate increase of two-tenths of one’
percent on employees and an equal rate increase on employers in 1977 and a
turther increase of a quarter of one pevcent each in 1981. ('I'here is a further
increase of 0.16% each scheduled for 1986.)

The other rate increase involves moving forward the rate fncrease 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 ycar for a person with dependents. ''he refundable
amount is reduced above $4,000 until it disappears at $8,000 a year. 1 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 24,000 to $4500 in
1978, $5,000 in 1979, $5,600 in 1980, and $6,000 in 1981. These changes would
give assurance that the payroll contributions would not have an adverse jm-
pact on the expenditures, consumption, or standard of living of low-income
receivers.

In 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 ity existence or purpose. 1 urge that hoth the Treasury De-
partment and the Social Seenrity Administration publicize it more widely.

Maximum Earnings Base

1 would have preferred increasing the employee maximum carnings base by
$900 each in four future years: 1070, 1981, 1983, and 1985 Instead of the $Gon
ench recommended by the Administration.

I believe that a $30,000 maximum annual earnings base by 1082 is a desir
able objective in terms of the objective of the 1939 law. The Administration’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 cm-
ployees and the justification for requiring employers to contribute on the en-
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-
ness costs when paid. ¥rom an 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 $1.585 billion loss for self-employed and other plans.)

Employee contributions to the social security system are not deductible.
Hence, many employees pay federal income taxes on the income used for social
security contributions. However, the benefits paid are not taxable,

('The exclusion of OASI henefits for the aged is cstimated 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 henfits since for most
corporations approximately one-half of the contributions are pald for by the

U.S8. Treasury.
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Thus, under the tax laws, employer contr.butlons for pensions are given
greater encouragement than employee contributions.

Self-Employed Coniribution

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 d& combined employee and employer rate,

If the one-half of the employee rate is consldered as an employer contribu.
tion, then this portfon 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 fl.
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 sonte
general revenue contributions can be justified without impairing the con-
tributory ecarned-right character of the system. There are several different
ways in which this might be accomplished.

1. The exrcess uncmployment rationale—This is the proposal in the Admin-
instration’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-
roll 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-
riod when the full cost over a 40-year period was not borne by the contributors.
This approximates about one-third of the long-range costs.

3. The excess inflution rationale~-Under this justification any automatic
increase in benefits above a long-range price increase average, such as 1!4 per-
cent or 2 percent a year, would be borne, in part or in whole, from general
revenue contributions. N

4. The loss of revenue rationale.—Senator Vandenburg’s endorsement of gen-
eral revenues in the 19044 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 bdenefit 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
benfils 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 Mcdicare rationale.—At present, onc-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 1965 and has been in effect for the past 12 years. It has not {m-
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 rationaleg.—Under this rationale, geuneral 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, ete.

8. The savings in Old Age Assistance costs.—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 Devicc.—Some contingency reserve is needed for
the system to take care of short-run economic variations and to enable Con-
gress to have sufficlent time to consider alternative ways to meet unexpectel
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
QASDI 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
gecurity experts who supported general revenue financing were the following:
1038 Council:

Marion B. Folsom, Treasurer, Eastman Kodak Co,

Walter D. Fuller, President, Curtis Publishing Co.

Jay Iglauer, Vice President and Treasurer, Halle Brothers Co.

M. Albert Linton, President, Provident Mutual Life Insurance Co.

B. R, Stettinius, Jr., Chairman of the Board, U.8, Steel Corp.

Gerald Swope, President, General Electric Co.

J. Douglas Brown, Princeton University

Henry Bruere, President, The Bowery Savings Bank

Paul H. Douglas, University of Chicago

Edwin E. Witte, University of Wisconsin S
1948 Council:

Edward R. Stettinfus, 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. H. 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
quarters, 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 would be unwise to tinker with existing
replacement rates and open up a new set of anxieties for the millions of aged
persons as replacement for their present anxieties.

Sligibility Test for Dependent’’ Benefits

The U.S. Supreme Court in the Goldfarb decigion ruled that the requirement
for proof of dependency of a male spouse or widower was invalid when therve
wits ho comparable dependency test for the female spouse or widow,

There nre three general ways to handle this situation:

1. Continue to apply the present law without any dependency test for either
male or fomale spouses. This will add additional costs to the system. If this
policy were to he continued consideration <hould be given to paying these un-
anticipated costs from general revennes, T do not favor this alternative,

2, Provide for a dependency test for hoth 1en and women spouses, This will
increase administrative costs and payments in many cases primarily where
2 woman i« the spouse or widow,

3. Request the Social Security Administration to present a plan for taking
into account a retirement or pension payment under 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 soclal security plan, such pension should be treated as if
the pension was a social security benefit and uuder 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 thig

dual benefit provision apply to them.

Some Related Issues

Raising the rates and the maximum earnings base on employees and em-
ployers may encourage state and local governmental units to withdraw from
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

'J;he 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
,voiars. These are fmimediate, 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. Iart of
this problem must and can be resolved immediately by “decoupling” the price-
wage benefit formula and thus substantially reducing the long-run cost of the
program. -

The package plan submitted to you by the President aims to do something
ahout, each of these, I believe that is highly desirable. The tendency of the
press to characterize the situation facing social security as “bhankruptey” has
created anxiety and worry among the 33 million beneficiaries and the 100
million contributors, To the extent that Congress can resolve hoth the shorter
and longer problems at this time, it would be an important contribution to
restoring public confidence in the program.

There are other changes which need to he made in the program such as
removing discrimination against working women and some divorced women,
and financing longer-range costs on a more equitable basis. But first thingg
must come first. A prompt decision hy Congress to rectify the current financial
difticulties 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 help to sort out the innumerable and expeunsive
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 under
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 Con-
gress to accomplish this objective: 8. 1104 hy Senator Frank Church and
ILR. 5900 by Representative Charles Vanik, co-sponsored by a number of other
influential members. Social Seccurity should be 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 submits the
actuarial and financial reports should be broadened to include two nongovern-
mental persons.

Despite specific financial, constitutional, managerial, and policy problems,
social security is still one of the most successful, efficient, and acceptable gov-
ernmental programs initiated in the past 45 years. Its present shortecomings
should not be used to perpetuate myths about the failure of “all” socinl

programs,

Senator Byen. Our next witness is Mr. Robert Ball, former Com-
missioner of the social security system and currently senior scholar at
the Institute of Medicine for the National Academy of Sciences,
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STATEMENT OF ROBERT BALL, FORMER COMMISSIONER OF SOCIAL
SECURITY AND SENIOR SCHOLAR, INSTITUTE OF MEDICINE,
NATIONAL ACADEMY OF SCIENCES ’

Mr. Bavr. 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 more completely the individual recom-
mendations that the administration has come up with,

I have struggled for some time with this problem of how best to
meet both the short- and long-run financing problems of social secu-
rity, and there are lots of alternatives—no question about that. But it is
my conviction that the administration has come up with a well bal-
anced plan that does an extremely good job of meeting not just the
:shortrun problem but of producing an excess of income over outgo
vach year for the next 33 years and in addition to that, reducing the
long-range actuarial imbalance from the 8.2 percent of payroll it is
now estimated to he to less than 2 percent. All of the remaining deficit
would occur after the end of the next century.

I would like to testify, Mr. Chairman, primarily, on the reasons
why I believe the adiministration plan is worth the committee’s sup-
port. 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-
marily 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 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 support of the insurance industry and other
business groups, and of labor, and of senior citizens. But in spite 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 less continued on into the future. This
has been true at least since the days of the 1948 Advisory Council.
And.tl:le financing of the system has been set up with this objective
in mind.

If you start assumingi that you are not going to keep social security
u}) to date in terms of the so-called replacement rate—the relationship
of benefits to recent earnings at the time people retire—you make the
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
getuarial 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 vou make cost estimates on that basis—assuming you were

oing to }}:ave static benefits but rising wages—you make the system
ook very cheap.

Then as a matter of fact, the system is not allowed to deteriorate.
The Congress intervencs 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 Irom
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 bthe rolls but with rising earnings for the people who are still con-
tributing.

This é 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-
suming, 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.

T agree with this, but when 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 provisions 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 hig%wr when they retive than any wages they had ever
earned. That is obviously contrary to the intent of the amendments,
contrary to the object of the program, and it has to be changed.

My suggestion 1s that in making the change you do what both the
Carter and Ford administrations have proposed and relate the bene-
fits to indexed wages so that benefit protection keeps up to date with
rising wages for people still contributing, but does 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 balance the long range cost very
easily by just promising people in the future—instead of 45 percent
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 replacement rate makes the system look cheap, but in
practice it understates the real cost, Tt will not be a veal solution, be-
cause the protection will be kept up to date on an ad hoe basis.

T aim 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 the long-range cost aspects of the system
in my discussion with vou, although T would also he glad to respond
to questioning about the short run. But again, it seems to me the
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 relatively short-term solu-
tion, That will not be enough to restore the confidence of the country
in the financing of «ocial zecurity,

The administration’s proposals carry the svstem up to about the
year 2010 and then leave, in terms of the present deficit, a relatively
small deficit—1.9 percent of covered payroll. T would urge that their
recommendations that are designed to carrey this system all the way
into the next century be a part of your plan. Moving the contribution
rate increase of 2011 to 1985 and 1990 is an important way of re-
assuring people abont long-range financing,

T would al«o like to turn your attention to the question of whether
we ought to he concerned about the remaining 1.9 percent of payroll
deficit. Mr. Chairman, T think that we should be concerned. I think
that the possibility of there being a deficit in the next century—even
after all of these things have heen done that should be done now to
carry us through the next 33 vears—is a real one.

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 doubt 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 s0 much that therve 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 boomn 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 incrense 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 proportionately there would
ge no social security population problem in the next century, but the
chances are that the age group 20 to 64 will not grow proportionately.
The chances are that 5)6 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-f4-year-olds just at the time in the next century
when we have this huge increase in the number over 63,

What possibly can be done about the problem? 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 private pensions, or old age assistance or SS1 or chil-
dren taking care of their parents, there is no way out of the fact
that, with this changed population distribution, more of the goods
and services produced in the next century will have to go to the elderly.

It seems to me that what we need to be thinking about between now
and then is how to develop policies 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, 1t 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 helow.

The basic issues involved in the employment of more older peoples—
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 thinking abont 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 T have selected those things from my state-
ment which are not duplicative of Mr. Cohen and other witnesses
- that you have had. T will just conclude by reading the conclusion of
my statement and then I will he very happy to respond to any in-
quiries 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 support
the system over the next 35 yvears or so.” The administration’s plan
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 promote employment 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 govern long-range costs. *

In any event, because of the possi%ility 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 guarantec 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 {n
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 the next century is not as frightening
as if you look just at the aged alone.

Thank you very much, Mr. Chairman.

Senator Nerson, With respect to utilizing the 1944-50 Vanden-
berg statute or adopting the administration proposal on protecting
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 ﬁeyond 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 t%m 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 secujity system were in
jeopardy. l‘ -

If we had 10 percent unemplovment and a disaster situation con-
fronted the trust fund, and it would be unwise to dramatically 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 principle brings with it the risk of
future attempts to use general funds to pay for incrensed benefits.

I think that in the beginning some of the original designers of the

lan argued for one-third, one-third, one-third, Is that not correct?

Mr. Barn. Yes.

J. Douglas Brown, who worked on the staff that helped develop the
social security program before it became law—he is now dean of the
faculty emeritus of Princeton—had a letter in the New York Times
just recently where he 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 reso1! 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 the 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 ri;i)ht.
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 Advisory 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 quite 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 an 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 NersoNx. You would do it, or you would have a new
Congress?

Senator Curris. Would you yield for me for a unanimous consent,
request ¢

Senator NeLsoN. Yes.
Senator Cortis. 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 i(';)r 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 recom-
mendati]ons on those questions and to comment on the administration
»roposal,

: Mr. Barrn. I would be very happy to, Mr. Chairman.

Senator Nevson. Do you have any questions, Senator Danforth?

Senator DanroarH. I just have one,

If you are trying to encourage people that are over 65 to continue
to-work, you do not assist that goal by taking away social security
benefits ifv they make over $3,000 a year.
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Would removing the earnings limitation do more harm to the sound-
ness of the system than helping it? :

Mr. Barr. 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 as 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 carnings on
retirement. You do not want to just give a honus 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
they were working anyway.

On 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 test does quite well on balancing these
two things. N ,

You can earn quite substantial amonnts under social security today
and still get come retirement benefit, There is a $1 deduction in bene-
fits for $2 above the $3,000 exemption. ISven a person earning as much
as $10,000 o year can get a few hundred dollars in benefits.

Senator Daxrorrir. Ias any connotative analysis been done on the
disincentive effect of people continuing to work by the retirement ?

Mr. Bacr. I am not aware of anything that is worthy of that label.

Senator Daxrorri. 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?
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. Barn, T 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 deduction 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 63 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 oflicial 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 Danrorrir. I think it is entirely different. It is different for
a private employer or a private employec's pension system, in effect,
to tell people that they should move on or retire than for the Govern-
ment of the United States to tell people that they should retire at
age 65. ;

ng. Barr. 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
them 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, o you would tell people they are not
going to get their benefits at the same 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 helpful,

Senator Danrorrit. It may be worth thinking about. I think the

resent system is unfair and just part of our national mentality, tell-
ing people 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. Bawnn, Think about that increment,

Senator Daxrorrir. Thank you.

Senator Nersox, Thank you very much. We appreciate your taking

the time to come.
[ The prepared statement of Mr. Ball follows. Oral testimony con-

tinues on p. 121.]

STATEMENT OF RoserT M. BALL

Mr. Chalrman and 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 [962 until March 1973, I was Commissloner 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 am testifying today as an individunl, and my
opinions do not necessarily represent those of any organization with which 1

am assoclated. .
SUMMARY OF MY POSITION 1N 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 sn aging
population, an expected decline in the proportion of people paying into the
system in the next century as compared to those taking out.

President Carter has submitted several recommendations to the Congress
which taken togeiher assure that annual income to social security will exceed
outgo well into the next century. This plan also reduces the estimated long-
range—75 yvear—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 ia that
workers now young would get benefits at the time of retirement that were
the same proportion of thelr recent earings as is true of workers retiring next
year--roughly, 66 percent for workers who have been earning the Federal
minimum wage, 456 percent for those earning average wages, and 83 percent
for the higher 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 recommendatton 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 deflcit over the next 35 years and to cut in half the
actuarial imbalance that is estimated to remaln 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 ($16,5600.00
this year). Thirdly, one can turn to general revenues for a considerable part
©f 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 publie
.confldence 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
‘I8 time for today's contributors to retire.

Beyond the proposal for stabilizing replacement rates, the Carter plan has

- three major parts:

1. Tawing Employers on Their Entire Payroll.—During the period 1979-83

- 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 celling 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 soclal 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
1the employer’s contribution rate to the entire payroll).

While it is very important to the preservation of the self-help character of
.mocial 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 § percent hy the self-employed. The government how
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 18 8o small that it is lost in the rounding of the figures

glven previously.)

1 Inclnding 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 beuetits
for higher pald employees, the Administration's plan leaves a greater role for
private insurance, private savings, and private pension plans.

2. The “Counter-Cyclical” Use of General Rcvenuc.—Under the plan, pay-
ments from general revenue would make up for the loss of soclal security
income caused by unemployment in excess of G percent, If the proposal be-
comes a permanent part of the law (the Carter Proposal is limited to the
1976~78 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 {8 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 been
issued to the trust funds.

3. Contribution Ratcs Would Not be Increased Above the Levels Provided 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-
uled for the Year 2011 Would be Moved Up.—Because of the larger payroll to-
which contribution rates would be applied and becaues of the controls pro-
posed on increasing costs of hospital care, part of the scheduled increase fir
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 1 percent in-
crease in 1985 and a three quarter of 1 percent increase in 1990. The self-
employed rate would again be set at 115 times the employce rate; this is the
relationship established in 1930 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 serlous recession, and reduce
the long-range actuarial imbalance from over 8 percent of payroll to less than

2 percent.

SUMMARY OF THE EFFECT OF THE CARTER ADMINISTRATION PROPOSALS OVER THE
NEXT FIVE YEARS

The Carter Administration proposals during the period 1978-82 would raise
$35.1 billion in additional taxes: §28.2 billion for the cash benefit program, and
$6.9 billion for hospital insurance. The breakdown is as follows: $30.4 billion
for the proposal to tax the entire payroll of employers, $38.5 billion for the
increase in the base for employees, and $1.2 billion for the increase in the con-
tribution rates for the self-employed.

These figures are divided by year as follows: in 1978, 0; in 1079, $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 in the next three years when there is need for particnlar
concern about sustaining the economic recovery is 1978, 0; 1979, $1.8 billion;
1080, $4.3 billion.

In addition to the $28.2 billlon increase in taxable Income for the cash bene-
fit program, the cash henefit trust funds are helped in other ways by the plan.
There is $3.4 billion in reduced expenditures (ancvther $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 billlon 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 next five years £0G8.4 billion better off than they would
be under present law. The hespital insurance fund for the period would he
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 1
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 63 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 unnccessarily. Although there s 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.

THE NEXT FEW YEARS

Social security paid ont $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 FFunds exist for the purpose of seeing the program through
short periods of recession. Ilowever, 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,

THE BACKGROUND OF THE 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 heen
very responsible about social security financing. The 1973 reports of the
Roards of Trustees issued shortly after the 1972 amendments showed un
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 the
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 an
increase in the imbalance—to over three-fourths of 1 percent. In the 1973
amendments, the Congress not only speeded up the cost-of-living benefit in-
crease for 1874, but also brought the long-range imbalance down to a level of
about one-half of 1 percent of covered payroll. This was an imbalance of ahout
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-raunge
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 he made well before the time they were needed.

It now appears that because of the rapid rate of inflation in recent years
which eaused 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 & 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.
- WHAT SHOULD BE DONE

1. Change the aulomatic provisiong in present law 80 as to stabilize the re-
placement recle

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-
iug 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 'T'rustees—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 there automatic provisions” were adopted, it was ns-
sumed that the wage and price pattern of the previous 20 years would con-
tinue, and under those patterns, benefit 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 that
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 the 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 can 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 defi-
cit by about one-half,

Stabilizing future soclal security replacement rates and assuring that sociul
security beneflts for current and future workers when they become beneficiaries
would replace the same percentage of pre-retirement 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 henefits
automatically, the 1975 Advisory Council’'s recommendation to “decouple” the
benefit structure, the proposal made by Senator Bentsen and the “decoupling”
plan recommended by the Ford Administration in 1976. The proposal has wide-
sprend support amoung 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 automatic
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 the future, the
srstem 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 benefity
1elative to wages, but it would be at the cost of making the social security
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fiystem Inadequate for the young people contributing today. I bring this up
because such a course has been suggested by a panel of consultants to the
Congresslonal Research Service.

I believe this approach would be unwise. Present replacement rates are cer-
tainly not excesslve, and the ratio of social security benefits to previous earn.
ings more than anything else determines the income security of older people.
Even in the long run, probably 60 percent of the people over 63 will be de-
pendent on soclal security alone for a regular retirement income. Any reduc-
tion in socinl security replacement rates would surely mean inadequate
protection for this group who will not have additional protection under private
plans or career government plang, and probably also for many of those with
supplementations. For others with supplementation, total protection could bhe
maintained only if pension plans were substantially liberallzed to make up
for any cut-back in replacement rates under social security.

In many ways, the question of how best to modify the present automatic
provisions may be the most Important of the issues before you. Economfc &e-
curity Is not & matter solely of having enough income to buy a minimum
gtandard of living—a poverty or welfare standard-~the same for all. It is also
a matter of replacing sufficlent enrnings so that people in retirement, the dis-
abled, or widows and orphans can, by a combination of social security and
private protection, he able to maintain a level of living not too far below
what they had when they were dependent upon earunings, Thus the test of
adequacy in social security has to be primarily the level of replacement of
past earnings, For those retiring next January, the replacement rate (the ratio
of benefits to recent earnings) will be B8 percent for the single worker who
has been earning the federal minimum wage and retires at 65, and 84 perceut
for the couple. For the worker earning the median wage for male workers, the
replacement will be 45 percent and 68 percent respectively, and for the worker
earing 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 recommenda-
tions previously referred to, the 456 percent replacement rate for the average
worker retiring in 1978 would drop to 30 percent by 2010 and 25 percent hy
2050. To bring this down to specific cases: A worker age 53 today earning the
average wage will get a benefit of about $660 a month at age 65 under an
approach that stabilizes the replacement rate. Under the consultant panel's ap-
proach, the same worker retiring at 65, ten years from now will get about
$610 a month.

In my opinfon, any of these proposals to reduce the replacement rate would
constitute a major deliberalization of present law—a cutting back on the
promises already made to people who have heen paying into social security.
For at least 26 years the lmplicit assumption in the way the program has been
financed has heen that benefit protection would be Increased from time to time
to keep up with rising wages, and contribution rates have heen written into
the law that, on the hasis of the assumptions used, were approximately suth-
cient to make a constant replacement rate possible}

PSU——

1 As the Advirory Council of 1048-40 observed:

“In setting the contribution rates for the system the essentin! question fa probably
not ‘What percentage of pay roll would he required at some digtaut time to pay benefits
equnl to the money amount provided in the Council's recommendations? Rather it Is
‘What percentage of pay roll will be required to pnv benefite veprescnting about the
same proportion of future monthly carnings that the benefita vecommended by the
Counecil vepreaent of present monthly earnings?’ [Emphasis supplied.] If past trends
continue, monthly wage carnings several deeades hence will be considerably larger
than those of today, and bhenefits will probably be reviged to taks these inereased
wager into account. The long-range estimates presented by the Councll, however, dis.
regard the poxsibiiity of increases in wage levels and state the costs of the proposed
benefits as8 n percentage of the pay rollx based on continuntifon of the wage levels of
the Inst few yenrs, If inecreasing wnge levels had heen assumed, the costs of these
henefits an a pereentage of pay rols wounld he lower than those presented, Ure of the
level-wage assumption, therefore, has the effect of allowing far liberalizatione of bene.
.:lht to' ff'm] gmcc with any increaaca in wages and pay rolla which may oceur.” {FEmpha-

N supplied.

The procedure deseribed hy the Council tn 1948 was followed tn making_ cost estl.
mates and in setting contribmtion rates up to the time of the adoption of the aute-
matle proviglons in 1072 which were designed to guarantee by law what had previously

been implicit,
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This assumption was also reflected in the way ad hoc benefit increases were
designed. For many years, whenever benefits have been incrensed, the benefit
table in the law has been rewritten so that people on the rolls recelved 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 benetit
protection roughly up-to-date with wages. When the automatic provisions were
adopted in 1072, 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—which
seem more reasonable now than the assumptions previously used—the attain-
nent 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 soclal 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 ‘“decoupling 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 is 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 programn are estimated for the long run, on 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 nongense hecause the present increases are pald for out of the higher wages
of the future and replacement rates in the next century fall to 10 percent or
less. Additional ad hoc 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 fs the kind of situation that we have always tried to avoid. We have
always assumed in the past, whether the changes were made on an ad hoc
basis or whether under 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 the replacement rate would not be explicitly recognized.

2. The maximum amount of wages counted for benefits and contributions should
be gradually increased more than provided for by present law

I do not favor rate increase beyond those provided in the present law unlesy,
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 addi-
tional protection for their additional contributions,

Instead, T favor a gradual increase in the amount of earnings counted fow
beneflts and contributions. Only the 156 percent of wage earners who have earu-
ings above next year's maximum of §17,700 a year would pay more, and—over
time—they would also recelve more in benefits.

President Carter’s proposal for four $600 step increases in the maximum
earnings base for employees seems to me a good one. Although this does not
result In much long range gain to the system if the entire payroll ig taxed on
the employer's side, it does help in short run financing and makes modest fin-
provements in protection for higher paid workers.

3. Removing the mazinium on the basc to which the employer contribution ralc
applics

The employer's contribution does not need to he thought of as going to any
particular employee but can be thought of rather as a resource for the system

03107 - TT—0
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a8 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 § 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. Shift part of the scheduled increase in the hospital insurance contribution
rates lo the cash program

One important result of the proposed base increases is that they also pro-
vide substantial additional income for the hospital insurance part of medicare
(HI). This increase in HI revenues helps make it possible, under 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 the scheduled 1930 and 1983 hospital insurance rate
increase, which total 0.45 percent for employers and employees each, 0.2 per-
cent each would be shifted to the cash benefits program. This would help 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 the
hospital cost controls is nevertheless left in a significantly better position than
it is under present law,
5. The contribution rate increase of 1 percent now scheduled for 2011 ghould

be made cffective earlier

The present law contains a contribution rate increese of 1 percent scheduled
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 up 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 1935
and three-fourths of one percent in 1990.

G. Appropriate rescrved levels should be maintained

The social security trust funds currently represent about 47 percent of an-
nnal (1977) expenditures and this percentage is expected to decline over the
next two years. Recent studies conducted by HEW have indicated that trust
fund ratios of about 50 percent of the next year’'s annual expenditures would
bhe necessary to sustain the program in the event of another serious recession,
and 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
n recession—when income to social security falls off because of unemploy-
ment—there was a pledge by government to bolster the falling social securily
reserves, The administration bellieves that a 33 percent reserve fund would be
sufficient with such a guarantee.

Iowever, 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 Secu-
rity that will be 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 he made for the purpose of this
addition te the funds since the added bonds are essentially a promise on the
part of the government to pay should the fund drop to the level where it
would he necessary to cash in these honds,

in my judgment. this proposal i< not greatly different than a provision that
was in the law from 1944-1930 as follows:
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‘“There is also authorized to be appropriated to the trust fund such addi-
tional sums as may be required to finance the benefits and payments provided

in this title.”

7. The traditional relationship betwcen the contridutions made to the self-
cmployed and the worker should be restablished

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
has 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 recomnmended by the 1974-75 Advisory Council and is part of
the administration's proposal.
8. Windfall bencfits to husbands and widowers should be prevented

The principle effect of the March 1977 Supreme Court decisions granting
benefits to hushands and widowers under the same conditions as those previ-
ously applicable to wives and widows (that is without a specific test of de-
pendency) is to make eligible for social security benefits a substantial number
ol 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 cco-
nomic dependents of their wives, and payment of beneflts to them asg de-
pendents—in addition to paying them pensions earned in government employ-
ment—costs money and leads to unreasonable results, If the men were coverced
by soclal security as well ag by the government retirement systems, the dual
benefit provisions of the Social Security Act would almost always prevent
them from receiving husbands’ or widowersg’ benefits, In the absence of the
most desirable solution, the coverage of all government under social security
with appropriate modiflcation 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 and

widows.
THE EFFECT OF THF. PROPOSALS

The combined results of the administration’s proposals—increases in the
amount of earnings subject to contributions, shifts in the hospital insurance
contributions rates, moving up the contril,ution rate already scheduled $n
present Iaw, 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
wowld reduce the long range actuarial imbalance from over 89, of payroll to
less than 2¢5. 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 the
finnneing problem are desirable fn terms of berefit protection, really without
regard to financing. The substantial improvement in financing is a by-product
of improving program protection,

It ig desirable through “stabilizing the replacement rate” to gnarantee that
benefit protection will rise as wages rise, but it is not desirable to have auto-
matic provisions that could result in social security protection rising at a
faster rate than wages. If such nn improvement in the relative level of benefits
is desired, it shonld be by specific congregsional enactment. Increasing the
amount of earnings counted for benefits and contributions would make the
financing of the system more progressive, and would improve protection under
social security for those called upon to pay more and who now have quite Jow
ratios of socinl security benefits to past wages,

There are, of course, other possibilities for meeting the deficit. It would he
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,
Int since benefits of higher paid workers wonld also be increased by the move,
the hase would have to be lifted almost entirely to reduce the long range
actuarial deficit 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 systewms
have such a government contribution in addition to deductions from workers’
earnings and payments from employers. I would favor a contribution from
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 defieit in soelal security, without looking to gen-
eral revenues for more than the residual guarantee function proposed by the
Carter Administration—essentially a device for holding down the cost of

building up the reserves.
THE EFFECT OF S80CIAL 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 flnancing 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 the 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 fecurity entirely from general
revenues or from -some kind of income tax surcharge which would completely
exempt low-wage enrners are based on a failure to understand the strengths
of the self-help philosophy. If financing were related entirely o ability to pay,
it is very likely that benefits, in time, would be related to need. Thus, as a re-
sult of a change in financing, we could find that social security had been
turned into a welfare program designed 1o 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 hy
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 the fact that
the covered workers and their families who will benefit from the program
made a specific sacrifice in anticipation of soclal 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 contribu-
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-
ing a welghted 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.
ITe may be getting a “bargain” for his soclal security contributions—as he js—
in terms of long-rnnge retirement, disabillty, and survivorship protection. but
nevertheless questions ean be raised about a social poliey 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
the credit to include low-income workers without children. Under the provi-
sfon, low-income people get either an income tax ervedit. orv, if they do not have
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 socinl security system. It is a subsidy from_general reve-

nues to low-income workers.

IS THERE A REMAINING SOCIAL SECURITY FISANCING PROBLEM IN THE NEXT
CENTURY?

If the recommended steps are taken, would there still he a deficit in social
security finaneing? The answer is that no one knows, but there is some possi-
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bility—even likelthood—that this will be the case. The reason is that we may
have an increasing ratio of retired persons to working persons—more taking
out of soclal 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 1000 has been very
Iarge and quite steady—rising from 8.1 million in 1900 to 23 million today,
an 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 80 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 81 million to 52 mil-
lion in 25 years. And this is quite certain. This group has already been born,
and jts 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 thé labor force,
the number paying in. On this point there is considerable less certainty than
there is about the number over 63, 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 8.69 chil-
dren. 3y 1065 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 1937,

Therefore, recent trustees’ reports have assumed for the long run that the
fortility rate in the United States will not be 2.5 as had been assumed in the
1973 trustees’ report, the last to show social security in approximate long-run
balance. In the 1077 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-
gong of “normal working age”. Comparable figures in 19756 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 comes to a balt just at the time the number of people aged 63
aud over shoots up from 32 million to 33 million in 25 years. resulting in a
ratio of about 84 people past 65 for every 100 persons 20-64. But how certain
is 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 ups 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, hegan to rise during World War II, and remained
on the rise until 1957, If the fertility rate were to rise quickly to 2.6 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 1860's and 1970, and in this way dis-
miss any long-range social security financing problem. The widespread knowl-
edge abour, and avallability 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 soclal secu~
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 soclal 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 & further long-range reduction in labor force
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participation on the part of people over 60. If we could, instead, have greater
labor force participation among older people in the next century than we have
today, there could be a significaut saving for soclal security over what is
currently estimated.

There may well be a question whether a policy of earller and earlier retire-
nient makes sense—either for the individual or for soclety—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 60 rather than a lower proportion, as has been assumed in
the cost estimates.

The most fundamental determinant of the cost of pensions is the proporticn
of the aged group that is productively employed. This is true because privgte
plans almost always require retirement from the particular employer or in-
dustry as a condition of drawing benefits, and social security reduces benefity
in proportion to earnings for those who earn more than relatively low exempt
amounts,

I believe if we want to contirue retirement plans that replace wages to
the extent we have promised. improve health insurance and long-term institu-
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 65, and consider this combined group to be the number to he rup-
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 ean still be said with considerable confildence 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 a
lessening of the obligation to support children (table attached). Moreover.
it may be assumed that, with fewer children, a higher proportion of women
will work in the future as compared with today, a fact that improves the
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
ofsetting 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 soclal security system in the next.century,
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 an

estimated 1.9 percent.
To help further veduce this estimated imbalance, I believe we should worlk

toward policies that promote employment 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 i8 uncertain. We will know much mcre about that 10 or 16 years from
now after we have had a chance to observe the developing trend of fertility
rates, disability rates, and the other uncertaln factors that govern long-range
costs. In any event, because of the possibility of some remaining long term
defleit, I beleve 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 !

Year Under 20 20-64 65audover Total  Under 20 65 and over Total
47,609 68,438 6,634 122,681 69.6 9.7 79.3
45, 306 77,344 9,019 131, 669 58.5 1.7 70.2
51,295 86, 664 12,257 150, 216 59.2 "1 23.3
13,116 98, 687 17, 146 188, 949 U 17.4 91,5
80, 637 112, 500 20, 655 213,792 .7 18.4 90.8
77,913 121, 807 3,007 222,127 64.0 18.9 82.
72,837 132,397 25,394 230, 629 55.0 19.2 74.2
70,274 142,985 30, 248, 41.5 20.3 61.8

3 157,580 32,021 264, 607 41.6 20.3 61.9
75, 583 166, 980 34, 898 277, 461 45.3 20.9 66. 2
77,528 167,654 44,977 290, 1 46.3 26.8 3.1

, 163,774 55,0 299,177 49.1 33.6 82.7
81,591 168, 538 55,259 305, 388 48.4 32.8 81.2
84, 174,019 53,254 311,536 48.4 30.6 9.0

1 Defined as the total number of persons aged under 20 and/or over 65 per 100 persons aged 20 to 64.

Senator Nersox. Our next witness is Prof. Rita Ricardo Campbell,
senior fellow, Ioover Institution on War, Revolution, and Peace,
Stanford University, and a former member of the Social Security
Advisory Council.

We appreciate your taking the time to come and present your tes-
timnfny. We are also very appreciative 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. Cayresern, Thank vou. For the record, I would like to be
referred to as Rita Ricardo Campbell because my maiden name 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 assumption being
made by the 1977 trustee's report of a return to 2.1 births per woman;
and several other matters, actually, some misstatements of fact.

For example, at age 65 males live about 4 years less than do fe-
males. It changes. Onece yon are 63, vou catch up a bit. :

Senator Nersox. I am relieved to hear that.
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Dr. CameeeLr. 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 exceeds 6 percent.

Now, I may have read the statements wrong, I live in California;
I received them 2 days 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 actuarialy sound reserve
fund. And he then proposes to transfer $3+ 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 funds 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, asthough $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 keep 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 Nersox. We will stay as long as you have something to
present,

Dr. Camprerr. 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 {)art 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 the 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 mentjoned 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 57-
gercent or 55 percent where she does not work, the wife is dependent.

n 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
vespect to the Goldfard 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. Caxeserr, Yes, sir, 68.4 births,

hIn 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. Cameperrn. 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. Caspeern. 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 teenager, 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,

So?nator Daxrortir, You think there will be a decline in popula-
tion
Dr. Camegern. 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 Daxrorra. Per woman 1.9. You are talking about 19—

Dr. CaxpeLL, Births, ultimate per woman.

Senator Danrorri. That is not the replacement rate.

Dr. CampseLL, No, sir,

Senator DaxrorTa. We will have a lower population?

Dr. Cayeserr, 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-
roundings, 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

~——efthe 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. CampBerL. 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 23 to 34 vears; 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 33-44 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.
‘The 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 of 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
thé March, 1977, Supreme Court decisions would cost less. As long
as some are covered and some persons are not covered, some people
will obtain undue advantage. I? 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 universafcoveraQe. This may not be viable. Then the prefer-
able solution, since you now have men and women entitled to benefits
cqually, 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
E:iced out my proposal of the 30 year phase-out of retired secondary

nefit 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 Ball 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 « ecouple, by
wage-indexing earned wages and also would maintain replacement
ratios 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
Ilsiao. Its proposal printed August 1976 does not exactly do—1I 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-
taining whatever status he had upon retirement.

This is a very much more complicated isste. 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
the inflation is being counted double. 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 cither 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 Nersox, The way the administration proposes?

Dr. Camrerern. 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 pays
ﬂlmt out of his profits any longer than he has to. e passes that
along.

He fires some people, if he can. If he cannot, he just does not rehire
when somebody quits. The next time 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, he 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 nof 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. ‘ : ' X )

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 NELSON. 1947 ¢ .
Dr. CameseLr. 1947, because World War II 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 NerLson. From 1947 to ?

Dr. CayMpBELL. 1975.

Those two years were 1958 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
hi}ghga 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 look
at the data, this is not so.

These women are being hired because the service industries are
expzlmding, 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 eit}\er 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
cligibility. I read in the newspaper recently that a congressional
committce 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 must continuously defend that tri%gor point.

Senator NELsox. Who is the author of the article

Dr. Camrnerr. The authors are Kenneth Clarkson and R. E.
Meiners. It is cited in my prepared statement. It apparently is not
published yet. It is called, “Inflated Unemployment Statistics: the
effects of welfare work registration requirements” presented at a
Publiec Choice Society meeting in New Orleans, March, 1977.

It Jooked to me as if it.were a well-done study. It concerns me. I
think it will concern you.

The problem of the employer paying on a different tax base and
thus the employee does not receive higher future benefits has already
been discussed this morning. 1 do not want to go into this, heyond
stating that the two-worker family, both husband and wife each
carning the maximum base, would pay annually over $3,500 in social
security taxes by 1985,

Senator Nersox. Under the administration proposal?

Dr. Caxrepert. Under the administration proposal.

Senator NrLsox. They do not increase the base.

Dr. Cayrens, The base would be up to $30,300 hy 1985. If I
carned $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
some 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
2];0 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 sccondary benefit. As a married, work-
ing woman who has been paying in for well over 80 years, this lack
of return as compared to the nonworking married woman bothers me.

If you accept the fact as do cconomists that this is a pass-along
tax and the employee pays it, I think that the rationale o} the sepa-
ration of the two rates of tax, employer and employee, was not fully
explained by others this morning. An increase in the rate of the
employer’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-
ployer pays it. In 1976, 16 percent of all houscholds had incomes—
not. just earnings, that data are hard to get—of between $15,000 and
$20,000, 10 {:crcent 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 househol(s) durable goods, definitely does not
own a home free of mortgage as do many older persons, paying the
taxes to support the retired aged person who on the whole, is pic-
tured 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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poi)]ulation 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 and 1
have the data in my prepared testimony. I can quote them, if you
wish.

Senator NerLsox. Go ahead.

Dr, CaxrpeLn. In 1975, the Federal Government paid income
gecurity benefits of $65 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-
tvpe payments. These are not purely welfare payments. In 1976,
SSI Federal and State pavments to about 2.2 million persons aged 63
vears and over were about $3 billion. Total Federal welfare pay-
ments to aged persons were over $8 billion,* and to this amount State
payments should be added. My objection to the administration’s
proposal to make all spouses’ benefits depend upon the means test, is
then that the social security =ystem, if it is also financed in part from
general revenues, becomes a welfare program.

If entitlement to secondary spouse’s benefits are going to have to
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 Advisory
Council when this approach to equalizing "dependency benefits of
men and women came up. I asked to sce the form, which men had to
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 T recollect, the
reasons were the same as Wilbur Cohen mentioned: that the admin-
istrative costs are extraordinarily high. You have to cheek on people.
You have to get accurate income data. )

It is well known, and substantiated again in my prepared testi-
mony, that the underreporting of income is very much in evidence
when you get something in return for underreporting. Ilere the
return would be very great. -

There are statistics developed by the 17.S. Government, for what-
ever they are worth, that check, by using independent cources, on
how much people underreport income, If it is income from wages
and earnings, 1t is only 97 percent. If the unemployment benefit
depends on it, the underreporting is 63 percent. The precise figures
and the source are in my prepared testimony.

This worried me. People are willing to cheat to obtain benefits. T
would prefer a phase-out with due notice of all spouscs’ benefits.

* Source: U.S. Special Analyses, Budget . . . Fiscal Year, 1077.



129

That would eventually save the system. 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 give 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 women earn, on
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. Women
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

oints of view, the United States may not want to have an ultimate

irthrate 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 proposal that
corrects the inequity between the married woman who works and the
married woman who does not work.

All it has done 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 one family, that is up to the maximum base, up to $16,500
then upon retirement, they receive less than does a one-worker family
of identical ages and covered earnings record. Correction of that
inequity should be made.

The social security program I believe should be considered within
the whole tax system and within the welfare system. This is not a
small program. Annually 33 million people receive benefits. Over
T00 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 Daxrortir. In a nutshell, your proposal is what ?

Dr. CanmeeeLn, Immediate decoupling by whatever method you can
et agreement on. Longrun phase-out of secondary spouse’s benefits;
a 50-year period with 10-year notice for survivors, widows and wid-
owers. A 30-year period in which you can play around with how you
exactly would do it for a retired spouse.

What can you do about divorced persons?—the Supreme Court
presumably would rule that the divorced male would be entitled on
the same basis as the divorced female. There is & 20 years of mar-
riage entitlement rule,

That, in a nutshell, is my proposal.

Plus, and T think this is important, that you have universal cov-
erage because unless you have universal coverage, you play the sys-
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tem for what it is worth. Anybody who has a half a brain knows
Low to do it. You work for $3 eve;y week and every 13 weeks you
carn enough for one quarter—§$50. I have a daughter who modeled,
for exampﬁe, one day. She would be covered for one quarter, that is

if she were old enough. ]
I also, incidentalfy 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 Jooseleaf manuals that stretch across 5esks of people
who work for SSA and these employees use those mannals in order
to determine what you are entitled to and what you are not entitled
to. It is incomprehensible to the average person.

The average person would appreciate simplicity.

Senator Daxrorrir, Thank you.

Senator Nerson. Thank you very much for taking the time to

come. We appreciate your testimony. .
[The prepared statement of Dr. Campbell follows. Oral testimony

continues on p, 156.]

STATEMENT of RiTA RICARDO CAMPRELL, SENTOR FELLOW, J100VER 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 rapldly 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 to
families 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 1983. Thus, for a two-worker family, husband and
wife, each earning $30,300 social security taxes would be $3,545 per year.
Jconomists are in agreement that employers do not pay increases in payroil
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
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_or by hiring tewet workers and, secondarily, by increas}ng the prlces to“ ,tbe
consumer.

The Admlnistration would ?uallze entitlement to’ qpouses‘ dependency bene-
fits by {fmposing on wives and widows the one-half support test which, yntil
‘the recent Supreme Court decigfons, husband and widowers had to meet’ for
‘entitlement to secondary benefits. This would yleld '$2.8 billion cumuldtive
1978-1982. A bigger, more equitable gain would be realized if all government
workers were covered :—$8 billion in the first year ‘of enactment. As long as
»8ome jobs are covered and others are not, and as long as earnings entitle-
ment is $3 per week, people can play the system tor individual galn. This is
unfair to future generauons ,our children and gm,ndchlldren.

! a
'BTATEMENT

Thank you, Mr. Chairman. I appreciate very- ‘miich _the opportunity to be
present here today. I am a’professional economist, have heen a member of the
1974-76 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 1s 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 time simplifying this unduly complex program
and giving greater equity to many -of the over 100 million persons who an-
nually pay taxes to support -social security and anticipate recelving social
security benefits. It includes in-depth discussions of ‘‘decoupling,” tax base
and tax rates under social security, general revenue financing, 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 statement. does
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

Unfortunately, the HEW briefing of May 9, 1977, and Secretary Cnlifanos
testimony of May 10 before the House, 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.

There seem to be three unique aspects of the Adminiqtratlons 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,
£0 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 henefits
payable. In 1974, the Disability Trust Fund’'s assets were also greater than 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 ahout 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! 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 $39 billion

1y, Cnlifano, Jr. Statement before the Subcommittee on Soclal Security, Heuse,
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 have diminished
to only one-half of one year's benefits, This does not mean, however, as the
Administration hag stated, that this i8 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:

Billions
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 2.0

Total ' — 692

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.”?

Since the passage of the Social Security Act over forty years ago, there has
been a great expansion in the United States of welfare benefits paid by the
federal government to 1he 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"
Medicare and Medicaid programs—I select the filrst 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 & 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 deflcits 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

3 R. R. Campbell. “Social Security : Promise and Reality,” Hoover Institution, Stanfor
1977, p. 802, ! &
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population is aging, general-revenue funding of so-called earned benefits will
abgorb 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

k. .

“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-
sults in recent years,”? .

There are, of course, other types of taxes that could be earmarked for social
security benefits, Tbe 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 1877
is $668 billion.* To use genera: revenues to correct the imbalance in the social
gecurity 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 then 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 1976.

Uniquely the level of employment as well as of unemployment has been
increasing during 1976 and 1976. Past relationships among the level of em-
ployment, the rate of civillan 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—

“, . . 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, {bid., 3. 303,
¢ Federal Reserve Board, San Francisco Office.
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flave no need or desire to ,work, but who, to qualify for varlous welfare:
benefits, must officlally register for work and therefore are now counted in’
official unemployment statistics, These benefits include the food stamp pro-.
gram, aid to familles with dependent children (A¥DC), general state welfare’
assistance, railroad unemploymeént .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.®

‘It this analysis is true, use of a six percent trigger point.is not defenslble.

oreover, once any trigger point—six or eight or.five percent—ig set, then'

ere is ‘the task of dere_nd[ng that particular level, which has been selected.

' Another unique proposal of the Carter Administration is to have the em-
ployer pay soclal 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
phid social security taxes. The Administration would add to the wage base on
which employees pay OASDI taxes a series of $600 increases above those
already scheduled so that the annual base for employees’ taxes 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-
dividuals cannot elect to pay only a portion of the tax.

iThe rationale appéars to be twofold. By this means it may be possible to
amend the Act so thit the computation of socidl security benefits uses only |
those ‘base earnitigs on which the employee pays the tax. This would reduce '
the effect of the entire elimination of any ceiling on earned income when "
“?mputing future social security benefits of highly paid earners. Currently,

henever the earnings base is increased, the future benefits, which are based
en total covered earpings, are also automatically increased. However, this
unique 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 -
eoverage of all jobs without exception is needed if the public is to accept
- taxes only on earned income to support this program.

‘Morcover, in respect to employees paying on as high a base as $30,300 by .
1985, 1 believe that the following data are pertinent. In 19768, 16 percent of
all household:, 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 $25.600. Therefore, this part of
the proposal would decrease tbe disposable income of middle-income workers
who generally spend it, as do most of the aged recciving 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
substantially 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 i3 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 330.4 billion over the four-year period,

1979-1982, an amount that they will shift on to others. Employees will be
taxed an additional $3.5 billion over the same four-year peried.

"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-
symer. The Carter Administration admits the deflationary impact of increases

8 K. W. Clarkson and R. E. Meiners. “Inflated Unemployment Statistics, the Effects
of Welfare Work Registration Reqnlrem;nts." presented at Public Cholce Society meet-

ing, New Orleans, March 1877, pp. 68 &
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in payroll taxes when it states in support of general revenue fundings that
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 fn
%919 despite anticipation by business of higher payroll taxes during the next
ew years,

I am in agreement with many others that “decoupling,” whether by wage-
-indexing or price-indexing, should be legislated as soon as possible. The longer
the delay, the greater the financlal 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 i
these payroll taxes were passed, it would be counted twice. Because of the
substantial agreement in this specific area, 1 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,
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 fn 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
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. Hsino, 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, 82 percent of taxable payroll. “Decoupling,” 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
fncrease 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 2.57 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
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-rll;n savings of covering federal employees is about 14 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 yleld the estimate that 2@

s HEW Press Release, May 9, 1977, p. 2.
7 Full-time equivalent federal employees were 2.9 million in 1874.
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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 83 years hence. In 2007, those persons born in 1948, part of
the post-war baby boom, will be 62 years old and those working will be smaller
in numvers, 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 {s 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 in 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 socio-economic changes since 19335, 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 hy
1090, 75 percent of women age 20 to 24 will be working; 64 percent of women
25 through 34 years; and 63 percent of women 35 through 44 years, As early
as 1068 almost 70 percent of women were entitled to a primary benefit based
on their own earnings. By 1990, less than 13 years hence, over 90 percent of
women will he entitled to a primary benefit. The data which I have just quoted
refer to women working at a point in time, rather than women working during
a lifetime. It has heen well documented that over 90 percent of women work
during their lifetime and if all work was in covered employment, it is
inconceivable to me that within th. 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 henefits. 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 he gradnally phased out
over a thirty-year period and that surviving spouses’ secondary henefits 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 heen actnarially 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 bhecause the surviving spouse receives 100 percent
-of the primary benefit while a retired spouse receives one-half of a primary
henefit, It s noted that the initial Social Security Administration’s estimate
of my proposal would have been much higher today because it would also
save costs of secondary henefits payable to male spouses on the same basis as
paid to females. The Supreme Court in March 1977 equalized entitlement hy
gex 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 propnsal and Secretary Califano’s explanation
of how he would implement it as given in testimony, May 10, 1977, hefore the
Subeommittee on Social Security of the House Ways & Means Committee.

The Administration would permit a spouse to collect a secondary henefit
only if “he or she earned less than one-half of the couple's total income
in the three vears prior to the application for henefits,” (pp. 10, 11) In effect,
the Administration is proposing that the one-half support test previously re-

¢ Quadrennial Advisory Council on Soclal Security Reports ... March 1975, p. 146.
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quired 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.
.. ."* 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 recelpt
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 (I>-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, ete. . . 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 percent of independently derived esti-
mates; income from aid to familles with dependent children . . ., about
73 percent . . . and income from unemployment compensation . . . about 63
percent.” ** Obviously, the greater the reward for under-reporting income, the
more it i3 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 be
made ineligible to what 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 henefits 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 geems 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 on his wife, to collect a secondary dependency bhenefit if
.he hag not heen working in covered employment. It has been true for many
years for a wife who under similar ecircumstances 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 becanse some jobs are not covered
by social security and others are. Therefore, individuals can play the odds
80 that they can maximize their 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 1976 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 he offset against any spouses’
secondary henefit 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 Socinl Security Reporta . . ., March 1975, p. 27.
v 1.8, Bureau of the Census, Consumer Income, Current Population Reports, Series

P-60, No. 104, March 1077, p. 4.
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proposes to support benefits out of general revenues, If these proposals are

accepted, social sccurity will have become in almost all respects a welfare

system.

t is 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 Rivlin, Director of the

Congressional Budget Office, the number of poor are now only about 5 percent

of ihe total populaticn, To estimate the numbers of poor is tricky, as I am

sure you are all well aware, because of the different deflnitions of who is’

'; poor and the different measurements of income. It 18 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 henefits were

phased out, there would be some additional individuals who might be deflned

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,

80 years from now, at least forty quarters during their lifetime. This state-
mehnt, 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-
third of the total U.8, budget. Nearly 373 billion of this or about one-half
wag 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.

However,

drhe 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-
ment 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 sociel 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 hy creating another, all for the sake
of political compromise, is no longer acceptable to the younger generations who
will be paying the Dbill.”*

‘ [Proof copy—Chapter 10—“A Plan for Reform"]

T

[From forthcoming book, “Social Security: Promise and Reality”]
(By Rita Ricardo Campbell, Senior Fellow, Hoover Institution)

A PLAN FOR REFORM

E The key problems faced by the social security system have now been dis-
cusged. 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 creditabhle 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 burdles.

1 R, R. Campbell, op. cit., p. 316,
¥ R, R. Campbell, op. cit., p. 317,



139

N RN o

There are many reasons why universal participation is a desirable goal.
The ¢ million government workers—federal, state and local—who comprise
the bulk of workers not now covered are not contributing their fair share to
.the redistributive, social adequacy aspects of the system..Some 2.8 mijlion
Tederal-level officials and employees in the legislative, judicial, and execptive
branches, 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 gocial
- 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 ztrong federal
employee organizations. . L.

In addition to the 3.5 milllon state and local government workers, not
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 pald 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 18
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 and the
potential loss from the increasing number of social security dropouts impose
an unfair additional cost on those who have no cholce but to remain covered
and pay taxes. Their nonparticipation cerates additional pressure to increase
the soclal security taxes pald by those who remain covered and by future
generations of covered employees. Covering all government employees—federal,
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 dissntisfaction among those participants
who have no choice but to participate. I'articularly 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 wvalue
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 werking married women and thelr husbands who beleve
that the beneflts are now heing distributed inequitably.

The major argument against inclusion of government workers is that they
already have satisfactory pension, disability, and surviver plans. In 1975,
federal, state, and local governments paid out $21.6 billion in cash benefits
to 3.7 million persons under these plans.! 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
ure satisfactory private pension, disability and survivor plans. Yet they ware
required {o pay social security taxes that in many cases exceed their taxes
on Income, Under many union-negotiated plans, and increagingly under other
private plans, the employer's preminm to the private insurance company falls
as soclal security payroll taxes rise. Integration of private plans with social
security is already occurring. .Other existing government ‘plans need to be
integrated with social security so that there {8 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 pald by and for young people under
18 (the legal adult age), especially when they work for small employers.

Jarnings before age 21 are not counted in computing benefits. Although
a few individuals under 18 in the entertalnment world make a great deal of
money, they pay the progressive personal income tax on their earnings. Most
teen-agers make very llttle, and the law if enforced would dry up further the

1U.8. Department of Health, Education, and Welfare, Soclal Security Admln!strdtion.
Research and Statistics Note No. 17,. August 20, 1876.



140

odd jobs that are most open to them. The nulsance to the householder in filling
out forms for teen-age baby sitters, snow-shovelers, gardeners, etc., resuits in
noncompliance (often they are unaware of the requirement), and fewer such
jobs may Dbecome 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 soclal 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 1077 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 514 times the
initial base of $3,000. The entitlement amount should become at least $200
a quarter, or four times the initlal base; at most, it should he $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 {ncrease
to $300 would require earnings of about $24 a week and one to $200 earnings
of about $16 a week. It {8 not known whether these two measures—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 henoﬂfs
to those whose primary work has heen in the past in uncovered employment.
It would also increase the overall equity of the system, and help to keep
Increases in soclal security taxes lower than they will otherwise he. At the
same time, the erosion of popular support for the system might be stemmed
by this and the other changes proposed. Admonitiong 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!

THE FINANCIAL S8OUNDNESS OF THE S8YSTEM BHOULD 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 bhe
exhausted.

The “Intermediate set of alternative assumptions” in the 1076 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; 1.01 percent over the period 1976 to 2000; 6.85.percent
over the perlod 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 be exhausted in 1979 and the assets of the
oldage and survivors' Insurance trust would be exhausted in 1084, As of
early 1976, the latter reserve amounted to 85 months of the payout rate,

The reasons for an annual deficit in the old-age and survivors’ insurance
trust fund have been detafled in previous chapters.® The total assets of the
OASI trust fund fell by about $2 billion from flscal year 1975 to the end of
fiscal year 1976. The major factors causing the projected gap hetween outlays
and tax Income were: (a) the inflation-fueled, cost-of-living benefit increases
mandated by Congress in 1972: (b) the unintended “double counting” of infla-
tion in these bhenefits, also created by the 1972 amendments; (¢) the fatlure to
match automatic henefit increases by an increase in the tax rate: and es-
pecially (d) demographie factors, such as the declining birth rate. The last-
mentioned factor deserves further comment, The replacement rate is 16.2
R ———

2 None of the recent study groups had attempted to prediect what additional cosnts
might be imposed on the svatem hy the aceelerating withdrawalz of atate 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 halt of 1076, the rate was 14.2 per 1,000. Even
it this rate increases slightly as the economy improves, a severe financlal
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 1074—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.
1t is difficult to predict advances in medical prevention, diagnosis, and treat-
ment of disease, but 1074 is the first year of decline in the crude death rate
since 1041, when antiblotics became commonly prescribed. The decline in the
19703 appears due to a combination of factors including declining infant
moriality rates, and a reduction of automobile accident deaths generally
ascribed to the 65-mile-per-hour speed limit., However, the decline also reflects
reduction fn deaths at older ages, and this {8 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 193041
period the comparable figures were 12.1 years for males and 13.6 for females.*
These amount to gaing in average life expectancy at age 65 of 1.6 years for
men 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 1069 to 4.4 million in 1075, Among the reasons were
liheralization of entitlement requirements for younger persons, more liberal
interpretation of the eligibility criterin, greater awareness of the program,
and fewer persons leaving the rolls as “recovered.”

Decoupling

Inadequate financing of pension and survivor benefits, both in the short
and long run, could be remedied in many different ways. For the immediate
period, the most important action would he 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 statug of the funds.

Correction of the double count {8 the obvious firat step. In 1976, there
appeared to be general agreement in this matter, as represented by proposed
decoupling legislation (for example in H.R. 14480, 94th Congress). The prob-
lem, if uncorrected, “threatens the solvency of the social security system.”®
The avernge long-run, 78-year expenditure for OASI henefits of the current,
uncoupled system s 15.42 percent of taxable payrolls.” This iy the estimate in
the 1976 trustees’ report; it is baged on asgsumptions of 53 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 assumptions,

Because the trustees of the OASI and Disability trust funds are the same,
data on the two funds are often integrated. Also, an individual's disability
henefit {4 converted to a retirement benefit at age 63. The long-run, 75-year
expenditure of taxahle payroll for disability is estimated to he 3.561 percent,
which when added to the OASI expenditures totals 18.03 percent average
expenditure of taxable payrolls. At the same time, the average tax revenues
(over the 75-year period) of OASDI, it is estimated, will be only 10.97 percent,
yielding a long-term deficit of about 8 percent for the combined OASDI gys-
tem. The alternative, “low” set of assumptions in the 1970 trustees’ report
ylelds 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 76-year estimates are at hest informed guesses.

- N

8 Metropolitan Life Inrurance Company, Statiatical Bulletin, May 1976, p. 4.

¢ U1.R, Department of Iealth, Edueation, and Welfare, Trends: Part 1, National Trends,
1968-87 (Washington, D.C.: U.S. Government Printing Office, 1078), p. R-16,

sDavid Mnathews, seeretary of Health, Education, and Welfare, letter to Nelson
Rockefeller, June 17, 1978, n, 3,

S 1.8, Trustees of the Federal Old-Age and Survivors Insurance and Disahility Tnsur.
ance Trust Fundr, 1978 Annual Report, mimeographed (Washington, D.C.: U.8. Govern-

ment Printing Office, 1976), p. 01.
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Decoupung could ‘reduce long-range deficit by onc-half

The benefits formula should be adjusted so that persons not yet retlred
are 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 beneﬂts awarded, which, since it is derived from wages, already re.
tlects 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, 1978, may freeze the current benefit-earnings ratio.” Alternatively,
decoupling can be so constructed as to yleld changing ratios in a predictable
manner, as for example, the decreasing replacement ratios of benefits to
earnings over the years under the Jones Bill (H.R. 12334, 84th Congress).
Thlsb hllftter would have reduced the estimated long-run deﬂcit by more than
one~ a

* Decoupling assumes that the agreed on, scheduled benefit-ratios for different
annual income levels are what soclety 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
nresent system was given by Commissioner Cardwell, November 5, 1975, when
bhe stated that, under certain assumptions as to prices and wages, “in the year
2010 it will be possible for a low-income worker and his wife, both 65 years of
age, to receive about $1.84 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.

The Adrvisory Council’s proposal was to index wage rates hy changes in
the average of wage rates, and all wage rate credits would be =o adjusted.
This would eliminate differences because of the uneven tim-ing of wage rate
fncreases 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 durlng retirement. Thus retirees would be fully protected
from any impact of cost-of-living increases, even from price increases that
might reflect decreases in natural resources—for instance, hecause 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 groups.

The Consultant Panel's propusal wouid use a price-index method of de-
coupling so that replacement ratios of recent earnings would tend to decline
_when 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
in real income. No longer would increases in real national income bhe auto-
matically used to maintain the now unduly high benefits to earnings-after-
taxes ratios already in effect in 1977. Demographic predictions are unreliable,
It 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 flnancing. To repeat that discussion and to include other alter-
- nate methods—a fairly complex matter—would confuse those who may read
only this, the concluding chapter, without adding to their understanding of
the problem.

" Insgofar as the growth in real national income exceeds 2 percent per annum,
there would still be some leeway under the Advisory Council’s proposal {f its

“For example, the revised benefit structure of the 1975 recommendations of tho
Advisory Council embodled in the administration’s bill {8 as follows: 919 of the fira
$178 average indexed monthly earnings (AIME), glun aa«z)eo t AIME over $175 throu;:h
AIME of $1.050, plus 17% of AIME over $1,05 partment of ¥lealth, Educa-
tion, and Welfare “Explanation to Conggess of the proposed Soclal Seeurlty Benefit

Indexing Act,” June 17, 1976, Table p.
8 James Cardwell, “Remarks,” photocoplod (Statement nddressgd to American business

press, Washington ‘Editorlal Conference, November 6, 1975). p.
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long-run assumptions were met. I concur with the Consultant Panel’'s more
- recent proposal, primarily because no one can predict, with any 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
hase (initially $18.900 instead of $16,600 in 1977) there is a 1.3 percent of
taxable payroll difference, or about $10 billion less beneﬂts paid under the
panel's plan in that year.

bnder\the 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's
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 and
-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 OASDI:

“Over the first 25-vear 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 i8 more pronounced for the disability
insurance program than for the old-age and survl\ ors 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, i8 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 tar

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.8. Congresg, Joint Committee (House Committee on Ways and Means, Senate
Committee on Finance), Report of the Consultant Pancl on Soclal Security to the
Congressional Research Service, 94th (,ong, 2d sess., August 1976 (Washington, D.C.:
U.8. Government Printing Office, 1978), p.

10 U.8. Trustees. . .. 1976 Annual Report, p ‘93,
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annually. However, if the employer-paid portion was assumed to be ultimately
paid by the employee, then the cost to the latter would be about two dollars

# week.

TABLE 10.1,—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-age and
survivors Disability
ftem insurance insurance Total
13t 25-yr period (1976-2000):
Expenditures as percent of taxable payroll. ... ... . ......o.... 9.79 2,02 11.81
Tax rate in laW....eouneeeeiainianeaecaatiaannen Ceeeecaceeeees 8.56 1.34 9.90
Difforence. ... ..c..oeeoee e iraereccccaercecccaeroas ~1.23 -. 68 ~1.91
2d 25-yr period (2001-25):
Expenditures as percent of taxable payroll. ... .. .ccoviroenvaenns 14.00 3.95 17,95
Tax rate in law 9.52 1.58 110
DIFOreNnce. . ...cceeueeaaamacancaceccccasacesansuncmecosenas ~4,48 ~2.31 ~6.85
3d 25-yr period (2026-50): '
Expenditures as percent of taxable payroll__.. ... ..coeenrerannn. 22. 41 4.57 27.04
Taxcate in law. ... et 10.20 170 11.90
Difference........c.coocmnercieecinceaoncrnccncearsocosmanen ~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 ratein law.....eoooeeiiinnnnninirinienaannns [ 9.43 1.54 10.97
Difference. ... ..ooooemirreaeacccarneraccarserrocaane -5.99 -1.97 -7.96

Note: Expenditures and payroll are calculated under the intermediate set of assumptions which incorporates ultimate
annual increases of 53¢ percent in average earnings and 4 percent in CPI, an ultimate ployment rate of 5 p t,
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 lowsr contirbution rates on self-employment income, on tips, and on multiple-employer ‘‘excess wages’ as
compared with the bined employ ployee rate.

Source: U.S. Trustees of the Federal Old