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SOCIAL SECURITY

TUESDAY, SEPTEMBER 22, 1981

ConNGREss oF THE UNITED STATES,
Joint EconoMic COMMITTEE,
Washington, D.C.

The committee met, pursuant to notice, at 10 a.m., in room 2325,
Rayburn House Office Building, Hon. Lee H. Hamilton (member of
the committee) presiding.

Present: Representatives Hamilton, Long, Heckler, and Rousselot.

Also present: James K. Galbraith, executive director; Charles H.
Bradford, assistant director; Mary E. Eccles, Chris Frenze, Richard
Vedder, and Fred Soldwedel, professional staff members.

OPENING STATEMENT OF REPRESENTATIVE Hawmivton, PrEsipING

Representative Haminton. The Joint Economic Committee will
begin its session. Our topic this morning is the financial problems of
the social security system. Budget Director David Stockman predicts
by November 1982, “the most devastating bankruptcy in history
will occur . . . severing the financial lifeline to 32 million retired
Americans, dependents, and survivors.” The array of projections
surrounding these programs also tends to generate as much heat as
light. Polls report widespread fears—and growing public cynicism—
about the ability of social security to pay promised benefits.

The purpose of the hearing this morning is to help clarify the dimen-
sion of the current problems facing social security and to explain their
sensitivity to overall economic performance. The immediate strains
on social security are directly related to the high rates of inflation
and unemployment of the recent past, which simultaneously increased
the costs of benefits and reduced payroll tax revenues. By the same
token, improved conditions will minimize the gaps.

Today’s witnesses will assess how differing economic assumptions
affect social security financing requirements over the next several
years. If inflation and unemp%oyment decline as the administration
expects, are there any short-term imbalances in the social security
system? What assumptions should guide congressional action on
social security? ’

The hearing will also consider the economic implications of pro-
posals for addressing social security’s longer term problems, which
result largely from demographic factors. While these strains won’t
be evident until after the turn of the century, when the post-war
baby boom generation reaches retirement age, the solutions involve
potentially costly changes in taxes or benefits that require some lead
.time.

(1)
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Among the relevant questions for long-term policy: How reliable
are the estimates of the long-term inbalances in the social security
system? What are reasonable adjustment periods for any fundamental
policy changes? What are the consequences of guessing wrong and
making changes now that don’t fit the circumstances of the future?

We have several witnesses this morning. The first is the Honorable
Alice Rivlin, Director of the Congressional Budget Office. Ms. Rivlin,
we are delighted to have you with us today.

Before proceeding, I'll take a moment to insert Representative
Rousselot’s written opening statement into the record, at his re-
quest, at this point. He will be here shortly. :

[The written opening statement of Representative Rousselot
follows:]

WRITTEN OPENING STATEMENT OF REPRESENTATIVE ROUSSELOT

WE NEED DiSPOSABLE INCOME, NOT DISPOSABLE RETIREES

Mr. Chairman, the Reagan Program for Economic Recovery is designed to
provide additional income for working and retired Americans. Low taxes are
essential for low costs and marketable production, a source of the Nation’s income
and standard of living.

According to ‘“‘Social Security and Pensions,” a Special Study on Economie
Change written by this Committee, three-fifths of the Nations’ elderly receive
more than 50 percent of their income from Social Security. In every year since
1975, Social Security costs have exceeded revenues. Even taking into consideration
the budgetary savings from the recently passed Reconciliation Act of 1981, the
largest of the three trust funds, the Old Age and Survivors Insurance Trust Fund,
from which eighty-five percent of Social Security benefits are paid, would not be
able to meet its benefit obligations in a timely manner by early 1981 according
to the mid-session 1981 Office of Management assumptions. If the Social Security
Trustee Report’s “worst case’’ assumptions resulted, this same trust fund would
not be able to pay benefits on time by late 1982, Therefore, under the relatively
more optimistic assumptions or more pessimistic assumptions, there is not much
of a time range that we have to work with. Either of these assumptions point out
the urgency of Congressional action now.

Future outlays look even more alarming. Today, three working Americans
are contributing to the payment of one recipient. By 2025, the ratio of participating
workers to beneficiaries will be two to one. It is presently estimated that over the
next seventy-five years the Social Security cash benefit programs will have a
deficit of $1.6 trillion—and this is under the actuaries best estimates. Unfortu-
nately, these estimates are even higher when all three programs, including the
Hospital Insurance program from which Medicare payments are made, are com-
bined: possibly as much as a $6 trillion deficit over the entire 75 years.

If Social Security is to be a supplementary means of collectively providing
for retirement needs in the future, the System’s revenues must meet expenses.
Due to the present financial predicament of the Social Security System—which
has been losing $12,300 every minute—it is my belief that priority will have to
be given to those actions which provide for benefits which are more reflective of
the beneficiaries’ contributions to the System. As you know, presently it is possible
for some beneficiaries to receive a benefit in excess of their tax contributions.

The Social Security System must be put on a sound acturial basis with benefits
commensurate to payments if the System is to provide partial retirement support.
As Franklin Delano Roosevelt signed the Social Security Act in 1935 he said,
“We have tried to frame a law that will give some measure of protection to the
average citizen and to his family against poverty-ridden old age. . . . It is
incumbent upon Congress to take those necessary steps during the next few weeks
to maintain that commitment.

Representative Hamirton. I understand you have a prepared state-
ment. That statement, of course, will be entered into the record in
full and you may proceed, Ms. Rivlin.
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STATEMENT OF HON. ALICE M. RIVLIN, DIRECTOR, CONGRES-
SIONAL BUDGET OFFICE, ACCOMPANIED BY NANCY GORDON

Ms. Riviin. Thank you, Congressman Hamilton. I’m delighted to
be here-this morning. I will skip parts of my prepared statement in the
interest of saving time, but I'm glad that it will all be in the record.

I'm very pleased to appear today to discuss the problems of the
social security system in the context of overall economic performance.
I plan to comment both on the effects that changing economic con-
ditions may have on the financial soundness of the social security trust
funds and on the net budgetary implications of several policy options
for social security.

The social security system is a matter of concern today for two
reasons: First, the balance in the Old Age and Survivors’ Insurance
Trust Fund—the largest of social security’s three trust funds—has
declined rapidly in recent years; without further congressional action,
the OASI fll)md will be unable to pay benefits sometime late in 1982.
Balances in the combined trust funds, which include disability in-
surance and hospital insurance as well as OASI, are considerably
greater, but whether these reserves will prove adequate to insure pay-
ment of all benefits for the next 5 to 10 years depends largely on the
performance of the economy. ’

Second, social security payments have been growing rapidly,

In relation both to the gross national product and to the Federal
budget, as shown in table 1 of my prepared statement. Social security
outlays have increased from 2.3. percent of GNP in 1960 to g pro-
jected level of about 6 percent of GNP this year, Social security out-
lays now represent more than one-fourth of the total budget, and
the CBO projects that they will account for nearly 30 percent of
Federal spending by fiscal year 1984.
. Achieving a balanced budget by 1984 will require major reductions
in spending if no new taxes are to be imposed. Total spending for
benefit payments to individuals will come to about $315 billion in
1981, and is expected to grow to almost $400 billion by 1984. Other
major outlays in that year are expected to be $260 billion for defense
and $85 billion for net interest costs. Since total revenues in 1984 are
FrOJected to be about $750 billion, a balanced budget would leave
ittle room for other Federal spending unless benefits to individuals or
spending for defense were to be reduced.

I won’t review this history, which I think is familiar to the com-
mittee. The basic point is, of course, that when the Social Security
Amendments of 1977 were passed, projections were made on reason-
able assumptions about the economy, but the economy has not per-
formed as well as was expected. We have had higher inflation and,
more 1mportant, we have had low growth—indeed, in a couple of
years, negative growth—in real wages, and this has put the trust funds
nto a difficult situation.
. Reading again from my prepared statement, any set of economic
assumptions 1s highly uncertain, and the uncertainty grows as the

period of projection extends further into the future. Despite such
reservations, however, the CBO has prepared two sets of 10-year

projections of trust fund incomes, outlays, and balances, using two
sets of economic assumptions.
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The first set of assumptions is an extension of the CBO’s baseline
economic assumptions for the next 5 years. In this scenario, it is
assumed that the trends in employment and growth projected through
1986 will continue through 1990. This set of assumptions is some-
what more optimistic than those used by the social security actuaries
for the lower of their two intermediate economic paths.

The second set portrays a more pessimistic scenario, which builds
on an alternative 3-year forecast constructed by Data Resources,
Inc. Under this scenario, slow money growth conflicts with the
administration’s tax and spending policies to produce continued
high levels of interest rates. Because nominal interest rates do not
fall in line with the slower rate of inflation, real interest rates rise
sharply in the early years. The result is significantly slower real
growth than in the C%O baseline projection, and a growth rate in
real wages comparable to that which occurred over the last decade.

I'd like to emphasize that we aren’t predicting this more pessimistic
cause of events. It is an illustration of what might happen if things
went worse than we are assuming in the near term. Even this set of
assumptions is not extremely pessimistic, however, in that it too as-
sumes steady economic growth and declining rates of inflation. Both
sets of assumptions are shown in appendix table B of my prepared
statement.

Under the CBO’s baseline projection, the three trust funds will
continue to have a positive combined balance, although balances
in the OASI fund will become negative in 1984 and will remain below
zero for the rest of the decade, as shown in table 2 of my prepared
statement. The combined balances of the three funds will continue to
be low relative to total outlays, especially in 1984 through 1986. If

.borrowing among the three trust funds is authorized, however, the
CBO projects at this time that trust fund balances would be just
sufficient to allow payment of all benefits through 1990. Negative
balances in the OAI§I fund will be offset by growth in the DI fund,
and in the HI fund through 1987. After 1987, however, HI balances
will begin to decline due to projected increases in hospital costs. By
1990, the combined balances of the three funds as a percent of outlays
will also begin to fall.

Under the more pessimistic scenario, the financial condition of the
trust funds would be considerably worse. Under these assumptions,
balances in the combined funds would fall below the level needed to
pay benefits some time in 1985. Combined balances would continue to
decline through the rest of the decade, and they would fall below zero
in 1989, as shown in table 3 of my prepared statement. As under the
baseline assumptions, the situation would be most critical in the OASI
fund, although the HI fund would also begin to decline rapidly after
1986 and would be depleted by 1990. The balance in the DI fund would
continue to increase as a result of the higher tax rates for this fund
enacted in 1977. The growth in this fund’s balance, however, would not
offset the declines in the other two.

In short, although the CBO currently projects that the combined
trust funds will maintain an aggregate balance sufficient to allow
expected benefits to be paid over the next decade, the margin for error
is very small. If economic conditions—especially real wage growth—are
even slightly worse than now projected, legislative action beyond
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the authorization of interfund borrowing would probably be necessary
to insure the viability of the system.

Four major types of action could be taken with respect to the
social security trust funds. First, the Congress could choose to make no
changes beyond the adoption of interfund borrowing. Some risks are
inherent in this strategy, however, given the sensitivity of trust fund
balances to adverse economic conditions and the very small margins
for error anticipated over the next decade. Further, since social security
does represent a long-term commitment that affects people’s plans,
making decisions about changes in the system as early as possible is
desirable to allow potential beneficiaries some time to adjust.

Transfers to the social security trust funds from other parts of the
budget represent a second possible course of action. One such plan—
financing of one-half of HI benefits from general revenues, with the
reallocation of about one-half of HI taxes to the other two funds—has
been proposed by Representative Pickle. The CBO estimates that
this would result in about $21 billion in additional revenues to the
OASDI funds in fiscal year 1983, and about $100 billion through 1986.
This amount would be enough to raise the combined reserve ratio to
more then 40 percent by 1986. A change of this type would be simply
a reallocation within the unified budget, however, and would not con-
tribute either to balancing the budget or to reducing the growth of
Government spending.

A third type of option would generate additional trust fund revenues
through tax increases. This could be accomplished by further increasing
the social security tax rates, by raising the taxable wage base, or by
taxing a portion of social security benefits and allocating the resulting
revenues to the trust funds. Any of these options could be designed to
restore financial soundness to the system, and all would move toward
a balanced budget. Such tax increases might, however, have negative
effects on labor supply and work incentives, and would do nothing
to decrease the size of the Government sector.

Reductions in benefit payments are the fourth possible course of
action and the only one that would both contribute to a balanced
budget and help to reduce the growth of Government spending. So
far, most social security benefit reductions—such as those in recon-
ciliation—have applied only to specific and relative by small groups
of beneficiaries. Examples of further cuts of this type might include
the cancellation of the earnings test exemption for workers between
70 and 72 years old scheduled to become effective in 1983, the elimi-
nation of benefits for otherwise unentitled parents of entitled children
over 6 years old, and the extension of the family maximum benefits
rates now applied to disability cases to retired worker and survivor
families as well. Each of these proposals would save about $2 billion
to $3 billion over the next 5 years, and total savings would be small
relative to trust fund outlays. Only relatively few beneficiaries would
})e affected, but reductions for many of these people would be very

arge.

In contrast, broad-scale benefit reductions affecting all beneficiaries
in the same way would produce much greater savings and would not
disproportionately affect specific recipients. Such benefit reductions
could be designed to affect new beneficiaries only, or they could apply
to both current and prospective beneficiaries.
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Shortrun savings would generally be limited for changes that affect-
ed only new beneficiaries, since even new beneficiaries would need
some warning of major reductions. Longer run savings, however,
could be very large. Examples of this type of proposal would include
raising the age of retirement, reducing incentives for early retirement,
and changing the formula used to calculate initial social security
benefits. Proposals to raige the retirement age almost all include
lengthy phase-in periods, so there would be no immediate savings. On
the other hand, the administration’s plan to reduce incentives for
early retirement by lowering benefits for workers retiring at age 62
to 55 percent of the full benefit could save up to $17.6 billion by 1986.
This proposal could seriously disrupt the retirement plans of people
now nearing 62, however, if it were implemented without a phase-in
period. The administration’s proposal to index the “bend points” in
the social security benefit computation formula by only 50 percent
of the rise in covered wages over the next 5 years would be less dis-
ruptive. It would also produce substantial longrun savings—enough,
in fact, to offset almost entirely the projected longrun deficit in the
system. Savings through 1986 under this proposal would be about
$4 billion.

Much larger shortrun savings would result from changes in the
way social security benefits are indexed—an approach that would
affect current as well as prospective beneficiaries. Since benefit increases
would be smaller for all recipients, immediate savings would be large.
Benefits in relation to contributions would also differ less for workers
retiring in different years than they would under proposals affecting
new beneficiaries only. In addition, many observers believe that
social security benefits have been overindexed in the recent past,
because of both the now-corrected technical flaw in the social security
benefit formula and the way homeownership costs are treated in the
CPI. Further, prices have risen faster than wages over the last 3
years, which means that incomes of workers have declined relative to
those received by social security beneficiaries.

On the other hand, large reductions in the cost-of-living adjustment
could create substantial hardships for those among the elderly with
relatively low benefits and little other income. This would be especially
likely if the changes applied not only to social security but also to
means-tested entitlement programs such as supplemental security
income.

Benefit outlays could be reduced through indexing changes in several
ways. Cost-of-living increases could be postponed for a short period,
an index other than the CPI could be used to calculate COLA’s,
or somewhat less than the total increase in the CPI could be used
to adjust benefits. A 3-month postponement of the COLA, from July
to the start of the fiscal year in October, would save an estimated
$2.9 billion in 1982, If this change were made permanent, total savings
through 1986 would be $14 billion to $15 billion. Using the lower
of wage and price increases to index benefits would save nothing in
1982, wages and prices are expected to increase at similar rates,
although this option would help to maintain trust fund balances if
real wages fell in the future—it would have saved a lot if we had done
it this year. Finally, if benefits were simply increased less than the
full amount of the CPI, savings in the immediate future would prob-
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ably also be less than under the proposal to postpone the COLA.
Savings could be very large, however, if the cut in the COLA were
repeated over several years. If the COLA were restricted to 85 percent
of CPI in each of the next 5 years, cumulative savings through 1986
would be about $22 billion.

In summary, the performance of the economy is crucial to the
financial position of the social security trust funds. Under the CBO’s
baseline assumptions, interfund borrowing alone will be just sufficient
to allow benefits to be paid in a timely fashion throughout the 1980’s.
On the other hand, under slightly more pessimistic assumptions,
trust fund balances are projected to decline below s viable level by
the middle of the decade. Under these circumstances, either additional
revenues to the trust funds or reductions in benefits will be necessary.
Moreover, if the size of the Federal budget is to decrease relative to
the GNP, and substantial growth in spending for defense is to occur,
reductions in social security benefits will almost certainly be needed.

Thank you, Congressman Hamilton.

Representative Hamivron. Thank you, Ms. Rivlin.

[The prepared statement of Ms, Rivlin follows:]



PrePARED STATEMENT OF HON. ALicE M. Riviin

Mr. Chairman, I am pleased to appear today to discuss the
problems of the Social Security system in the context of overall
economic performance. I plan to comment both on the effects that
changing economic conditions may have on the financial soundness
of the Social Security trust funds, and on the net budgetary

implications of several policy options for Social Security.

The Social Security system is a matter of concern today for
two reasons. First, the balance in the 0ld Age and Survivors'
Insurance (OASI) trust fund-—the largest of Social Security's
three trust funds--has declined rapidly in recent years; without
further Congressional action, the OASI fund will be unable to pay
benefits sometime late in 1982. Balances in the combined trust
funds, which 1include Disability Insurance (DI) and Hospital
Insurance (HI) as well as OASI, are considerably greater, but
whether these reserves will prove adequate to ensure payment of
all benefits for the next five to ten years depends largely om the

performance of the econonmy.

Second, Social Security payments have been growing rapidly,
both in relation to the Gross National Product (GNP) and to the
federal budget (see Table 1). Social Security outlays have
increased from 2.3 percent of GNP in 1960 to a projected level of

about 6 percent of GNP this year. Social Security outlays now



represent more than one-fourth of the total budget, and the CBO
projects that they will account for nearly 30 percent of federal

spending by fiscal year 1984.

Achieving a balanced budget by 1984 will require major
reductions in spending if no new taxes are to be imposed. Total
spending for benefit payments to individuals will come to about
$315 billion in 1981, and is expected to grow to almost $400
billion by 1984. Other major outlays in that year are expected to
TABLE 1. TOTAL OLD AGE, SURVIVORS, DISABILITY, AND HOSPITAL

INSURANCE (OASDHI) OUTLAYS AS A PERCENT OF THE FEDERAL
BUDGET AND OF GROSS NATIONAL PRODUCT (in billions of

dollars)
OASDHI Percent Percent

Year Outlays of Federal Budget of GNP
Actual

1950 .8 1.9 .3

1960 11.7 12.7 2.3

1970 36.8 18.7 3.8

1975 78.4 24.2 5.4

1980 152.1 26.2 5.9
Projected

1981 169.0 25.6 6.0

1982 190.6 26.6 6.0

1983 210.0 27.9 6.0

1984 231.0 28.9 5.9

NOTE: Projected figures based on CBO economic assumptions,
September 1981.
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be $260 billion for defense and $85 billion for net interest
costs. Since total revenues in 1984 are projected to be about
$750 billion, a balanced budget would leave little room for other
federal spending unless benefits to individuals or spending for

defense were to be reduced.

SOCIAL SECURITY IN THE RECENT PAST

This 1is the second time in four years that the Social
Security system has faced projections- of dangerously low
reserves. When the Social Security Amendments. of 1977 were
passed, most analysts believed that financial soundness was
guaranteed for the OASI and DI funds for at least the next several
decades. At that time, the Soclal Security Administration's
actuaries recognized that, under their economic assumptions, the
margin for error in the trust funds would be quite small for at
. least the next five years. The economy's performance has in fact
been significantly worse than was projected, resulting in Social

Security's current funding difficulties.

A comparison of actual experlence with the economic
assumptions used by the Social Security actuaries to project trust
fund balances illustrates these problems (see Appendix Table A).
The 1977 Trustees' Report, for example, projected an increase in
the Consumer Price Index (CPI) of 5.3 percent in 1979 and 4.7
percent in 1980. The actual increases in those two years,

however, were 11.3 percent and 13.5 percent, respectively.
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Inflation raises trust fund .outlays because benefit amounts
are linked to the CPI, but in the past such increases have been
offset by increased revenue 1increases resulting from higher
wages. In 1979 and 1980, however, prices rogse faster than wages,
so that real wages declined by about 2 perceant in 1979 and by 5
percent in 1980. The 1977 Trustees' Report, in contrast, had
projected real wage increases of 2.5 and 2.4 percent fot those two
years. In fact, real wage growth has been much lower and
inflation considerably higher ‘than was anticipated even under the
“pessimistic” set of econox;tic assumptions used by the Social
Security actuaries to project trust fund balances at the time of

the 1977 Amendments.

The tru’st funds would have even greater financing problems
were it not for the large-—and to some extent unanticipated——
growth in the labor force that has occurred over the last decade,
and that has helped to increase tax revenues to the funds. This
growth may, however, contribute to the long-run financing problems
of the system when the time comes for this exceptionally large

cohort of workers to retire.

Despite wunprecedented growth {in the labor force, the
economy's failure to perform as well as projected has resulted in

gubstantially lower trust fund balances than had been expected.
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The combined OASI and DI trust funds' reserves at the beginning of
calendar year 1981 amounted to 18 percent of annual outlays,
compared with the 21 percent anticipated in the 1978 Trustees'
Report. Trust fund reserves as low as this are a cause for some
concern. A minimum reserve of 9 to 12 percent of annual outlays
must be on hand at all times in order to pay benefits without
delays and much larger reserves would be needed to provide a

cushion against adverse economic conditions.

Given Social Security's sensitivity to economic performance,
prudent budgeting may call for much larger trust fund reserves
than have been realized in the recent past or than are currently
anticipated. Without these reserves, frequent or sudden program
changes may be required. In a program that represents a long-term
commitment around which people plan their lives, such changes can
cause substantial hardship and may undermine overall public
confidence in the system. Larger reserves—-—such as the ZS percent
of annual outlays recommended by the 1979 Advisory Council on
Social Security--would insulate the Social Security programs from

the consequences of unexpectedly poor economic performance.

SENSITIVITY OF THE TRUST FUND BALANCES TO ECONOMIC CONDITIONS

Any set of economic assumptions 1s highly uncertain, and the
uncertainty grows as the perfod of projection extends further into

the future. Despite such reservations, however, the CBO has
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prepared two sets of ten~year projections of trust fund incomes,
outlays, and balances, using two sets of economic assumptions (see

Tables 2 and 3).

The first set of assumptions is an extension of the CBO's
baseline economic assumptions for the next five years. In this
scenario, 1t is assumed that the trends in employment and growth
projected through 1986 will continue through 1990. This set of
assumptions 1s somewhat more optimistic than those used by the
Social Security actuaries for the lower of their two intermediate

economic paths.

The second set portrays a more pessimistic scenario, which
builds on an alternative three~year forecast constructed by Data
Resources, Inc. Under this scenario, slow money growth conflicts
witﬁ the Administration's tax and spending policies to produce
continued high 1levels of interest rates. Because nominal
interest rates do not fall in 1line with the slower rate of
inflation, real interest rates rise sharply in the early years.
The result 1is significantly slower real growth than in the CBO
baseline projection, and a growth rate in real wages comparable to
that which occurred over the last decade. Even this set of
assumptions is not extremely pessimistic, however, in that it too
assumes steady economic growth and declining rates of inflation.

(Both sets of assumptions are shown in Appendix Table B).

88-823 0 - 82 - 2



TABLE 2. PROJECTIONS OF SOCIAL SECURITY TRUST FUND OUTLAYS, INCOMES, AND BALANCES, BY PISCAL YEAR (ln
Billions of dollars): BASED ON CBO ECONOMIC ASSUMPTIONS

1981 1982 1983 1984 1985 1986 1987 1988 1989 1990

OAST
Outlays 122.5 138.1 151.8 166.2 181.3 196.8  214.2 232.8 253.8 276.5
Income8 122.6 128.7 140.4 154.1 172.8 190.0 205.4  222.7 239.1 271.4
Year-End Balance 24.7 15.2 3.8 -8.3 -16.8 -23.7 -32.5 -42.6 -57.3 -~62.5
Start-of-Year Balance 20.1 17.9 10.0 2.3 -4.6 ~8.6 -11.1 -14.0 ~16.8 -20.7
(as Percent of Outlays)
DI
Outlays 17.5 19.3 20.0 21.0 22.3 24.2 25.7 27.8 29.7 32.0
Income® 13.3 21.8 26.0 29.2 36.1 41.8 46.6 52.0 57.6 70.1
Year-End Balance 3.4 6.0 11.9 20.1 33.9 51.5 72.4 96.6 124.5 162.6
Start-of-Year Balance 43.9 17.8 29.9 56.8 90.0 139.9 200.5 260.6 324.9 389.2
(as Percent of Qutlays)
HI
Outlays 29.0 33.2 38.2 43.8 $0.1 57.0 64.8 73.6 83.6 94.9
Income® 33.0 38.4 42.8 47.3 53.1 61.3 67.4 73.0 78.0 82.8
Year-End Balance 18.4 23.7 28.3 31.8 34.9 39.2 41.8 41.2 35.8 23.5
Start-of-Year Balance 49.9 55.6 ' 62.0 64.6 63.6 61.2 60.5 56.8 49.3 7.5
(as Perceat of Outlays)
OASDHI
Outlays 169.0 190.6 210.0 231.0 253.7 278.0 304.7 334.2 367.1 403.4
Income® 168.8 188.9 209.1 230.6 262.0 293.1 319.4  347.7 374.7 424.3
Year-End Balance 46.5 44.9 44.1 43.7 51.9 67.0 81.7 95.0 102.8 123.6
Start-of-Year Balance 27.7 24.4 21.4 19.1 17.2 18.7 22.0 24.5 25.9 25.5

(as Percent of Outlaya)

, SOURCE: CBO. Based on CBO's preliminary economic aasumptlons. Includes the effects of the Omnibus
Reconciliation Bill of 1981.

NOTE: Minus sign denotes a deficit.

a. Income to the trust funds i{a budget authority. It includes payroll tax receipts, interest on
balances, and certain general fund transfers.
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TABLE 3. PROJECTIONS OF SOCIAL SECURITY TRUST FUND OUTLAYS, INCOMES, AND BALANCES, BY FISCAL YEAR (In
Billions of dollars): BASED ON PESSIMISTIC ECONOMIC ASSUMPTIONS .

1981 1982 1983 1984 1985 1986 1987 1988 1989 1990
0AS1
Outlays 122.5 138.3 152.4 166.7 131.6 197.6 214.2  232.1  252.2 274.2
Incomed 121.5 127.1 137.5 147.6 163.9 179.0 192.6  208.7 224.2 254.9
Year-Bnd Balance 23.6 12.5 ~2.4 -21.6 ~-39.3 -57.6 =79.1 -102.5 -130.5 -149.7
Start-of-Year Balance 20.1 7.1 8.2 -1.5 -11.9 -19.9 =26.9 ~34.1 <40.6 -47.6
(as Percent of Outlays)
DI
Outlays 17.5 19.3 . 20.1 21.1 22.3 24.2 25.6 . 27.6 29.4 3L.6
Income® 13.2 21.6 25.4 28.1 34.4 39.7 44.1 29.4 54.8 66.8
Year-End Balance 3.3 5.7 11.1 18.0 30.1 45.7 64.2 85.9 11t.3  146.5
Start-of-Year Balance 43.9 17.4 28.3 52.4 80.7 124.4 178.3  232.5  291.9  352.4
(as Percent of Outlays)
HI
Qutlays 29.0 33.2 38.2 43.8 50.1 57.0 64.7 73.5 83.4 94.7
Incomed 32.7 38.0 42.0 45.5 50.6 58.1 63.6 68.7 73.2 78.2
Year-End Balance 18.1 _ 229 26.6 28.3 28.8 30.0 28.8 24.0 13.8 -2.7
Start-of-Year Balance " 49.9 T s4.6 59.8 60.7 56.7 50.6 46.3 39.2 28.8 14.6
(as Percent of Outlays)
OASDHI
Outlays 169.0 190.8 210.7 231.7 254.1 278.5 304.5  333.1  365.1 400.5
Income8 167.3 186.7 204.9 221.2 249.0 276.9 300.3  326.7 352.2 400.0
Year-End Balance 45.1 41.0 35.2 24.8 19.7 18.0 13.8 7.5 =5.4 ~5.9
Start-of-Year Balance 27.7 23.6 19.5 15.2 9.7 7.1 5.9 4.2 2.0 -1.3

(as Percent of Outlays)

SOURCE: CBO. Includes the effects of the Omnibus Reconciliation Bill of 1981.
NOTE: Minus sign denotes a deficit.

a. Income to the trust funds is budget authority. It includes payroll tax receipte, interest on
balances, and certain general fund transfers.
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Under the CBO's baseline projection, the three trust funds
will continue to have a positive combined balance, although
balances in the 0ASI fund will become negative in 1984 and will
remain below zero for the rest of the decade. The combined
balances of the three funds will continue to be low relative to
total outlays, especially in 1984 through 1986. If borrowing
among .the three trust funds 1s authorized, however, the CBO
projects at this time that trust fund balances would be Jjust
sufficient to allow payment of all benefits through 1990.
Negative balances in the OASI fund will be offset by growth in the
DI fund, and in the HI fund through 1987. After 1987, however, HI
balances will begin to decline due to projected increases in
hospital costs. By 1990 the combined balances of Ehe three funds

as a percent of outlays will also begin to fall.

Under the pessimistic scenario, the financial condition of
the trust funds would be considerably worse. Under these
assumptions, balances in the combined funds would fall below the
level needed to pay benefits some time in 1985. Combined balances
would continue go decline through the rest of the decade, and they
would fall below zero in 1989. As under the baseline assumptions,
the situation would be most critical in the OASI fund, although
the HI fund would also begin to decline rapidly after 1986 and
would be depleted by 1990. The balance in the DI fund would
continue to increase as a result of the higher tax rates for this
fund enacted in 1977. The growth in this fund's balance, however,

would not offset the declines in the other two.
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In short, although the CBO currently projects that the
combined trust funds will maintain an aggregate balance sufficient
to allow expected benefits to be paid over the next decade, the
margin for error is very small. 1f economic
conditions--especially real wage growth--are even slightly worse
than now projected, legislative action beyond the authorization of
interfund borrowing would probably be necessary to ensure. the

viability of the system.

OPTIONS FOR THE FUTURE

Pour major types of action could be taken with respect to the
Social Security trust funds. First, the Congress could choose to
make no changes beyond the adoption of interfund borrowing. Some
risks are 1inherent 1in this strategy, however, given the
sensitivity of trust fund balances to adverse economic conditions
and the very small margins for error anticipated over the next
decade. Further, since Social Security does represent a long-term
commitment that affects people's plans, making decisions about
changes in the system as early as possible is desirable to allow

potential beneficiaries some time to adjust.

Transfers to the Social Security trust funds from other parts
of the budget represent a second possible course of action. One
such plan——financing of ome-half of HI benefits from general
revenues, with the reallocation of about one half of HI taxes to

the other two funds—--has been proposed by Representative Pickle.
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The CBO estimates that this would result in about $21 billion in
additional revenues to the OASDI funds in fiscal year 1983, and
about $100 billion through 1986. This amount would be enough to
raise the combined reserve ratio to more than 40 percent by 1986.
A change of this type would be simply a reallécation within the
unified budget, however, and would not contribute either to
balancing the budget or to reducing. the growth of govermment

gpending.

A third type of option would generate additional trust fund
revenues through tax increases. This could be accomplished by
further increasing the Social Security tax rates, by raising the
taxable wage base, or by taxing a portion of Social Security
benefits and allocating the resulting revenues to the trust
funds. Any of these options could be designed to restore
financial soundness to the system, and all would move toward a
balanced budget. Such tax increases might, however, have negative
effects on labor supply and work 1ncentivgs, and would do nothing

to decrease the size of the government sector.

Reductions in benefit payments are the fourth possible course
of action ané the only one that would both contribute to a
balanced budget and help to reduce the growth of govermment
spending. So far, most Social Security benefit reductions have

Yy
Lx
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applied only to specific and relatively small groups of
beneficiaries. Examples of further cuts of this type might
include the cancellation of the earnings test exemption for
workers between 70 and 72 years old, the elimination of benefits
for otherwise unentitled barents of entitled children over 6 years
old, and the extension of the family maximum benefit rates now
applied to diéhbility cases to retired worker and survivor
families as well. Each of these proposals would save about $2
billion to $3 billion over the next five years, and total savings
would be small relative to trust fund outlays. Only relatively
few beneficiaries would be affected, but reductions for many of

these people would be very large.

In contrast, broad-scale benefit reductions affecting all
beneficiaries in the same way would produce much greater savings
and would not disproportionately affect specific recipients. Such
benefit reductions could be designéd to affect new beneficiaries
only, or they could apply to both’ current and prospective

beneficiaries.

Short-run savings would generally be limited for changes
that affected only new beneficlaries, since even new beneficiaries
would need some warning of major reductions. Longer-run savings,
however, could be very large. Examples of this type of proposal
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would include raising the age of retirement, reducing incentives
for early retirement, and changing the formula used to calculate
inftial Social Security benefits. Propos.;zls to raise the
retirement age almost all include lengthy phase-in periods, so
thére would be no 1mmediate savings. On _the other hand, the
,/\)Administration's plan to reduce incentives for early retirement by
lowering benefits for workers retiring at age 62 to 55 percent of
the full benefit could save -up to $17.6 billion by 1586. This
proposal could seriously disrupt the retirement plans of people
now nearing 62, however, if it were implemented without a phase-in
period. The Administration’'s proposal to index the "bend points”
in the Social Security benefit computation formula by only 50
percent of the rise in covered wages over the next five years
would be less disruptive. It would also produce substantial
long-run savings--enough, it; fact, to offset almost entirely the

projected long-run deficit in the system. Savings through 1986

under this proposal would be about $4 billiom.

Much larger short-run savings would reax;lt from changes 1ia
the way Social Security benefits are indexed——an approach that
would affect current as well as prospective beneficiaries. Since
benefit increases would be smaller for all recipients, immediate
savings would be large. Benefits in relation to contributions
would also differ less for workers retiring in different years

than they would under proposals affecting new beneficiaries only.
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In addition, many observers believe that Social Security benefits
have been overindexed in the recent past, because of both the
now-corrected technical flaw in the Social Security benefit
formula and the way homeownership costs are treated in the CPI.
Further, prices have risen faster than wages over the last three
years, which means that incomes of workers have declined relative

to those received by Social Security beneficlaries.

On the other hand, large reductions in the cost-of-1living
adjustment (COLA) could create substantial hardships for those
among the elderly with relatively low benefits and little other
income. This would be especially likely if the changes applied
not only to Social Security lbut also to means-tested entitlement

programs such as Supplemental Security Income (SSI).

Benefit outléys could be reduced through indexing changes in
several ways. Cost-of-living increases could be postponed for a
short period, an index other than the CPI could be wused to
calculate COLAs, or somewhat less than the total increase in the
CPI could be used to adjust benefits. A three-month postponement
of the COLA, from July to the start of the fiscal year in October,
would save an estimated $2.9 billion in 1982. If this change were
made permanent, total savings through 1986 would be $14 billion to

$15 billion. Using the lower of wage and price increases to index
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benefits would save nothing in 1982, since wages and prices are
expected to increase at similar rates, although this option would
help to maintain trust fund balances 1f real wages fell in the
future. Finally, if benef;ts were simply increased less than the
full amount of the CPI, savings in the immediate future would
probably also be less than under the proposal to postpone the
COLA. Savings could be very large, however, if the cut in the
COLA were repeated over several years. 1f the COLA were
restricted to 85 percent of the CPI in each of the next five

years, cumulative savings through 1986 would be about $22 billion.

CONCLUSION

In summary, the performance of the economy {3 crucial to the
financial position of the Social Security trust funds. Under the
CBO's baseline assumptions, interfund borrowing alone will be just
sufficient to allow benefits to be paid 1in a timely fashion
throughout the 1980s. On the other hand, under slightly more
pessimistic assumptions, trust fund balances are projected to
decline below a viable level by the middle of the decade. Under
these circumstances, either additional revenues to the trust funds
or reductions in benefits will be necessary. Moreover, 1if the
size of the federal budget is to decrease relative to the GNP, and
substantial growth in spending for defense 1is to occur, reductions

in Social Sécurity benefits will almost certainly be needed.
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APPENDIX TABLE A. COMPARISON OF SOCIAL SECURITY ADMINISTRATION
TRUSTEES' INTERMEDIATE ECONOMIC ASSUMPTIONS
WITH ACTUAL EXPERIENCE (in Percents)

+  Average Increase in
Trustees' Unemployment - Increase Average Covered Real Wage
Report Rate in CPI Wages Increase
For 1977
1977 Report 7.1 6.0 8.4 2.4
1978 Report 7.0 6.5 7.7 1.2
Actual Experience 7.0 6.5 7.3 0.8
For 1978
1977 Report 6.3 5.4 8.1 2.7
1978 Report 6.3 6.1 7.2 1.1
1979 Report 6.0 7.6 8.5 0.9
Actual Experience 6.0 7.6 8.0 0.4
For 1979
1977 Report 5.7 5.3 7.8 2.5
1978 Report 5.9 6.1 7.9 1.8
1979 BReport 6.0 9.4 8.3 -1.1
1980 Report 5.8 11.5 8.4 ~3.1
Actual Experience 5.8 11.3 9.3 -2.0
For 1980
1977 Report 5.2 4.7 7.1 2.4
1978 Report 5.4 5.7 7.9 2.2
1979 Report 6.2 7.4 8.0 0.6
1980 Report- 7.2 14.2 9.6 -4.6
Actual Experience 7.2 13.5 8.5 -5.0

SOURCE: Office of the Actuary, Social Security Administration

NOTE: Minus sign denotes decrease.
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APPENDIX TABLE B. ECONOMIC ASSUMPTIONS UNDER TWO SCENARIOS,
FISCAL YEAR 1981-1990 (in Percents)

Change in Unemploy- Change Treasury Change in
Fiscal Year Real GNP ment Rate in CP1 Bill Rate Real Wages?

1981

CBO Baseline 1.6 7.4 11.0 14.6 =1.4

Pegssimistic 1.4 7.4 10.9 14.6 -1.9

1982

CBO Baseline 2.7 7.4 7.8 12.7 3

Pessimistic 1.3 7.6 8.1 14.5 -.7

1983

CBO Baseline 4.1 7.0 7.0 11.8 1.4

Pessimistic 3.2 7.3 7.2 14.6 -.2

1984

CBO Baseline 4.0 6.6 6.4 10.4 2.0

Pessimistic 2.2 7.3 6.2 13.6 1.0

1985

CBO Baseline 3.8 6.3 6.0 9.4 1.3

Pessimistic 3.0 7.2 6.0 12.6 1.0

1986

CBO Baseline 3.4 6.1 5.9 8.8 1.2

Pessimistic 3.0 7.1 5.7 11.5 2.2

1987

CBO Baseline 3.1 6.0 5.8 8.1 1.3

Pessimistic 3.0 7.1 5.4 10.6 1.7

1988

CBO Basgeline 2.9 6.0 5.6 8.1 1.2

Pessimistic 2.9 7.0 5.8 9.6 1.7

1989

CBO Baseline 2.8 6.0 5.6 7.8 1.1

Pessimistic 2.8 7.0 5.6 8.7 1.7

1990

CBO Bageline 2.7 6.0 5.6 7.6 1.0
2.7 7.0 5.6 8.1 1.1

Pessimistic

SOURCE: Congressional Budget Office

a. Change in real average covered wages calculated on a calendar
year basis.



25

Representative Hamivton. Ms. Rivlin, we appreciate the excellent
statement you’ve made for us. -

What'’s a reasonable margin of safety in these reserves? What do
most of the experts think about that?

Ms. Riviin. Well, it’s hard to say. A minimum amount is usually
thought to be 9 to 12 percent—probably 12 or a little more—to be
really sure that you can pay the benefits every month.

Representative Hamizton. That’s 9 to 12 percent of what?

Ms. Riviin. The balances should be 9 to 12 percent of the total
excepted outlays for the next year. At the beginning of the month
you pay out all the benefits for the month, and in order to be able
to do that, since the revenues come in over the month, you have to
have some balance in the trust fund.

Representative HamiLTon. Now in your baseline assumption you
say that the interfund borrowing will just be sufficient to allow benefits
to be paid in a timely fashion. I suppose there you have very little,
if any, margin of safety; is that right?

Ms. Riviin. That’s right. That would be saying that if the economy
performed worse than is now expected, then you would have to do
something about it.

Representative HamiLToN. As your baseline assumptions line up,
could you tell me how those assumptions—how would you describe
those assumptions? Are they set out somewhere in your statement?

Ms. RivuiN. Yes, they are in appendix table B of my prepared
statement, describe them as moderately optimistic. If you look at
appendix table B, you will see that, for 1983 and beyond, we're as-
suming real growth in the Gross National Product at 4 percent,
declining slightly by the end of the decade to about 2.7 percent. But
to sustain that level of real growth through an entire decade would be
veﬁf good luck indeed. ;

epresentative HamiLTon. I'm having a little trouble with this
appendix table B. You have the CBO baseline for 1981 and 1982,
then you have underneath that the pessimistic—that’s the pessimistic
projection? The baseline is the somewhat optimistic projection; is
that right?

Ms. Riviin. Yes. The baseline is essentially an extension of what
1s now our shortrun forecast for the economy. It’s saying that we, along
with others, are relatively optimists about the economy for the next
several years. -

Representative RousseLor. Would the gentleman yield?

Representative Haminron. Yes. Congressman Rousselot.

Representative RousseLor. When you say, “we,” are you speaking
of CBO?

Ms. Riviin. Yes.

Representative RoussEroT. That’s your best projection in a little
more optimistic fashion?

Ms. Riviin, Well, I don’t know what you meen by ‘‘more
optimistic.”

Representative RousserLor. More optimistic than some of the
other projections we have heard.

Ms. Rivuin. It’s a little less optimistic that the Administration’s
in the short run. I would characterize it as a forecast that we think
is likely; but in a world of uncertainty, things might be worse.
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Representative RoussELor. What do you mean by pessimistic?
Is that your pessimistic projection or somebody else’s?

Ms. Rivuin. Well, as I explained in my prepared statement, we
used a second alternative set of forecasts, which is characterized
here as pessimistic. We made that up. We took a path that had been
used by Data Resources, Inc., as one of theirs, and then ran it out.

Representative RousseLor. So Data Resources helped you for-
mulate your pessimistic projection?

Ms. Rivuin. DRI di(ﬁl’t help us. We just picked a forecast that
they happened to have done. What it shows is slightly lower rates
of real growth in the near term.

Representative RousseLor. How close is your pessimistic pro-
jection compared to the most pessimistic one issued by the social
security trustees?

Ms. Rivuin. Their worst case is more pessimistic than ours.

Representative Rousseror. OK.

Ms. Rivrin. Our so-called pessimistic case is close to the lower of
the Social Security Administration’s intermediate ones I believe.
Let me ask Ms. Gordon if that’s right. I didn’t introduce her, but
Nancy Gordon is here with me.

Ms. Gorpon. The pessimistic path here isn't really comparable
to any of the ones in the actuaries’ path.

Representative Hamiuron. If you take the administration’s
economic projections for the near term, then you’'ve got no problem
at all in the social security trust funds?

Ms. Rivuin. I don’t know what the administration has done about
running it out, but in the near term :

Representative Hamivron. In the short term?

Ms. Rivuin. In the short term, the administration shows a higher
growth rate than we do for 1982 and 1983 and a lower inflation rate.
So, according to the administration’s projection, the funds would
be in better shape than we show.

Representative Hamivton. And there would be no need under
those circumstances for the Congress to take any action at all? The
margin of safety would be adequate?

Ms. Rivuin. No action except for interfund berrowing.

Representative HamiLron. Even under the administration’s pro-
jection you would need interfund borrowing?

Ms. Rivuin. That’s right.

Representative Hamilton. For 19827

Ms. Rivuin. Right.

Representative HamrLron. Now, Mr. Myers, in the newspaper this
morning, Mr. Robert Myers, says that we are going to run out of
money this winter. I take it you don’t agree with that observation.
I think you said we would run out of money in 198—, what did you say?

Ms. Rivuin. I’m not sure what Bob Myers means by winter, but
if no action is taken——

Representative Hamiuron. That means before spring, 1 think,
in 1982.

Ms. Rivuiwn, It's clear that if no action is taken on interfund borrow-
ing, the Old Age and Survivors’ trust fund will be in trouble within
the next year. So everybody is agreed on that. I don’t think that’s
an issue.
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Representative Rousseror. Everybody is agreed on that?

Ms. Rivuin. Yes, as far as I know. It’s nice to have something
everybody is agreed on.

Representative Hamiuton. Let me ask You a question about the
bend points and the impact that has on a monthly check, if you can
figure it that way. You talk about the possibility of changing the bend
points—I guess that’s the administration’s recommendation—in the
benefit computation formula. Their recommendation is you change
that by—well, you would permit the index to be 50 percent of the
rise in covered wages. What kind of impact does that have on the
monthly check of most beneficiaries? Can you translate that for me?

Ms. Riviin. It reduces it slightly for people retiring after the
damage had been instituted.

Representative Hamiron. Slightly or substantially?

Ms. Riviin. Well, roughly speaking, instead of getting about a
43-percent replacement rate of the computed prior wages, the rate
would go down to about 37 or 38 percent.

Representative Hamirron. Can you put that into dollars for me?
What's the average benefit of social security and what would it do to
the average benefit?

Ms. Gorpon. I think the average benefit for a retired worker is
around $350 a month now. The thing about this change in benefits
to bear in mind is that it would affect only new beneficiaries. People
who are already retired have already had their benefits calculated
and so, as time passed—for example, by 1987—changing the bend
point indexation that way would lower the average benefit by about
10 percent.

Representative RousseLoT. You mean increase?

Ms. Gorpon. If you think in current dollars right now, the reduction
would be perhaps $35 a month.

Ms. Rivuin. The other thing to remember about bend points is
they affect the people at the top of the income scale more than those
at the bottom. The people who have low benefits—below the lowest,
bend point—would not be affected.

Representative HamiLron. Let me ask one other question. How
much do we save as a result of the budget reconciliation measures
we passed, the program changes there? How much of the social
security is saved?

Ms. Gorpon. About $7.2 or $7.3 billion.

Representative RousseLor. Over what time period?

Representative Hamirton. $7.2 billion?

Ms. Gorpon. $7.2 billion over a 5-year period for eliminating
the minimum benefit alone.

Ms. Riviin. We'll check that.

Ms. Gorpon. All the changes would total roughly $22 billion
for OASDI, and $4 billion for HI over a 5-year period.

[The following information was subsequently supplied for the
record :]

Reconciliation savings: Roughly OASI $20 billion, DI $6 billion, and HI
$4 billion over 5 years,

Representative Hamiuton. Then one other comment before I
turn to Congressman Long. You mentioned that the farther out
on your projections you go, the less reliable they become. Are the
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projections that are now being made for the difficulties we're going
to run into after the turn of the century sufficiently reliable that
the Congress should act on those now and begin to made adjustments?

Ms. Riviin. Well, there are two basic things that affect social
security. One is the state of the economy and the other is the size
of the population. There is no doubt now that we will have a very
large number of retired people around 2010 or 2015, when the baby
boom generation retires. That is not an uncertain number. Those
people are with us. Some of them are already in Congress and there
are—— - o .

Representative HamiLtoN. Present company excepted. “- -

Ms. Riviin. That’s & very large group of people. The fact that
there will be strain on any retirement system when those people
retire is not a subject of uncertainty.

Representative HamiLToN. So where are we?

Ms. Riviin. So it’s very hard to say what the economy will be
like by then. Clearly, a more productive economy will make it easier
to support a large number of older people, but it’s hard to make
eﬁact projections about what the state of the economy will be by
then.

Representative Hamiuton. But your best judgment is that the
Congress ought to begin to act fairly soon to make some long-run
changes because of the demographic projections, even though we
don’t know what the economy would be like?

Ms. Riviuin. You would certainly make it easier on yourselves if
you did. It’s not that I think the system need come to a screeching
halt, but certainly if you do not cut back on the benefits and continue
to raise them relative to average wages over a long period, then when
that baby boom generation hits the retirement system some major
adjustment would have to be made. Either the tax rates would have
to be raised drastically or benefits would have to be cut.

Representative Hamiuron. When we take these long-term pro-
jections and you give us all these statistics, do you take into account
the retirement behavior and the immigration rates and the labor
force participation and those things?

Ms. Rivuin. We do attempt to take all those things into account,
Congressman, though it can’t be done perfectly.

Representative Hamizron. But you do try to include them on
long-term projections?

Ms. Rivrin. That’s right.

Representative Lona. Thank you, Congressman.

Ms. Rivlin, you have estimated that the President’s proposal for a
3-month delay in the annual cost-of-living adjustment of benefi-
ciaries would save $2.9 billion in 1982 and as much as $12, $13, or
$14 billion through 1986, if we delayed those.

Ms. Rivuin. That’s adding the savings for the 5 years.

Representative Long. The administration, which tends to describe
these types of savings as relatively minor changes, has a considerably
lower estimate of the savings over a 5-year period, if I recall correctly.
What explains your higher figures there?

Ms. Rivrin. The administration is a little bit more optimistic about
inflation than we are, and therefore the delay would not save as much
under their calculations as under ours.
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Representative Lone. Further, looking at the short range rather
than the long range, you note that restricting the COLA to 85 percent
of the CPI would save about $22 billion over 5 years, if my addition
is correct.

Ms. Rrvuin. That’s correct.

Representative Lone. Does this mean that the President’s proposal
is equivalent, from the point of view of the recipient, to a limit on
the COLA of 90 to 91 to 92 percent of the CP1? Is that what the
effect of that comes down to?

Ms. RivLin. Well, I think one could think of it as roughly equivalent
to that. The President’s proposal would have more immediate effect,
however, in fiscal 1982. That’s the big difference. If you change the
COLA next July by some moderate amount—by capping it somewhere
in the range of 85 to 90 percent—you will save money over time,
but you won’t save much in 1982.

Representative Lona. Not nearly so much as you do by delaying
the effective date of the increase?

Ms. Riviiv. That’s correct, because you wouldn’t have much
of fiscal 1982 to go.

Representative Long. What is an ideal period of t me in which
Congress ought to deal with this general subject? As you know it’s
nothing but a guess because you have to take so many variables into
consideration. You can’t really cite them all, much less give appro-
priate weight to each, and you're dealing with such volatile situations
In the economy. Of course, insurance companies do this all the time
under their actuarial standards to some degree. What would be the
ideal period which we ought to stay ahead of this problem?

Ms. Riviin. Well, I'm not sure that there’s any single answer
to that. It would seem to me that & major nation running a big pension
system ought to have enough reserves in the system to assure everybody
that they are going to get their benefits and not have to make short-
term adjustments just because of a wrong guess about the economy.
We ought to strive to put the system in shape so that we don’t have
to keep changing it all the time. That probably means building u
the reserves rather substantially over time—not necessarily this
year—but to strive for a system that has sufficient reserves so that,
even if things go badly for a year or two, we don’t have to take pre-
cipitous action,

Representative Lone. In that regard, have you ever had an op-
portunity, or anybody on your staff ever had an opportunity, to do a
study of the pension funds and their ability to deal with this problem
as compared with the Social Security Administration and é)ongress
dealing with the subject matter ¢

Ms. Riviin. Private pension funds?

Representative Lona. Yes.

Ms. Rvuiv. We have not done a study exactly of that sort. In
general, private pension funds tend to budget for a worst case, I think,

Representative RousseLor. Than we do?

Ms. Rrviin. Than we are doing at the moment.

Representative Rousseror. In social security ¢

Ms. Rivuin. In the long history of social security, there wasn’t a
problem; the economy was growing rapidly, the labor force was grow-
ing rapidly, and there wasn’t much inflation. But recently, it has

88-829 0 - 82 - 3
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turned out that the system has not been set up to deal with economic
change of the sort that we have actually had.

Representative Lona. The scare stories that we read in the news-
papers relatively often with respect to people, were participating
under private pension programs and then found the companies were
merged or sold, or the companies went bankrupt are cases that obvi-
ously were not examples of operating under the type of situation
which you’re referring to.

Ms. Rivuin. That’s right, and they were probably never ade-
quately funded to begin with.

Representative Long. If they were, as you indicate, they obviously
wouldn’t be in the position that they are in at the time that something
happens to the company.

s. RivLiN. That’s right. But of course, one thing to remember is
that most private pensions are usually not indexed. That is hard on the
beneficiary, but there isn’t so much calculating to be done.

Representative Lona. But that really ought to make them more
easily controlled, insofar as the actuarial balance with which they’re
dealing, than those that are indexed, should it not?

Ms. Rrviin. That’s right.

Representative Long. Thank you. That’s all the questions I have.

Representative HamiroN. Congressman Rousselot.

Representative RousseLor. Thank you, Congressman.

Nice to see you again, Ms. Rivlin.

Ms. Riviin. Nice to be here.

Representative RousseLor. Congressman, I have an opening state-
ment I understand you’ve inserted at the beginning of the hearing.

Representative HamiLToN. Yes, indeed.

Representative Rousseror. Thank you, Congressman Hamilton.

Ms. Rivlin, I was interested to see in your prepared statement
where you said that if COLA were restricted to 85 percent of the CPI
in each of the next 5 years, cumulative savings through 1986 would be
about $22 billion. Is that your current estimate?

Ms.Riviin. That's our current estimate.

Representative Roussenor. What happened between now and
February of 19817 In your report entitled “Paying for Social Security,
Options for the Near-Term,” in February 1981; you said, ‘The Con-
gress might, for example, want to limit or cap the cost-of-living in-
creases at 67 percent or 85 percent of the CPI in each year of the
1981-86 period.” And then a little further on you say, “Thus, this
option alone would not immediately generate enough money to solve
the fund’s short-term problems entirely, however, these savings would
put the fund in the position to meet its obligations through the end of
the 1981-86 period. The 85-percent cap would save more than $44
billion.” So tﬁere’s a differential of $22 to $44 billion and I wonder if
you could help explain this.

Ms. Rivuin. Two things account for the difference. One is you've
got an additional year in there; 1981 to 1986 is 1 more year than
1982 to 1986.

Representative RousseLoT. But that much difference?

Ms. RivuiN. The other difference is that inflation has come down,
and we have lowered our forecast of future inflation.

; Repr‘?sentative RoussevLoT. Inflation has come down since February
of 1981
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Ms. RivLin. Yes.

Representative RousserLor. We are making progress then. That’s
good to know, isn’t it?

Representative Long. Is that news to the gentleman?

Representative RousseLoT. No. I just thought it might be helpful
for all of us.

Representative Long. It just surprised me that it surprised you.

Representative Rousseror. 1 just wanted to make note of it.

Now looking beyond the immediate financial problems of the
system which I think you have done very well by presenting us with
some options to consider in solving the system’s problems, what
approach do you favor to deal with the rising burden associated with
an increase in the number of beneficiaries relative to the number of
contributors to the system? What is you recommendation to us? As
you know, I'm on the Social Security Subcommittee and we are
struggling with writing a bill on this matter, and I would like your
r%cqmmendation as someone who used this from ‘an objective point
of view.

Ms. Riviin. As you know, we don’t make recommendations. We
always hide behind options. We always try to present an array of choices.

Representative RousseLor. I’'m trying to pull you out from behind
that.

Ms. Rivuin. Well, you won’t succeed.

Representative Rousseror. I’'m sorry about that.

Ms. Rrvuin. I think there are several ways, but they really boil
down to two. If you have a rising number of beneficiaries relative
to workers—which you will have in a big way after about 2010—then
there are only two choices. Either you tax more or you pay lower
benefits.

Representative Rousseror. Slow down the increases in benefits?

Ms. Rivrin. That’s right. There are only those two choices in the
end. Either you find more revenue as a percent of the total gross
national product at that time

Representative RousserLor. We can’t vote “maybe’’ in this business.
How would you suggest we do that? Do you think it’s better for
the economy for Congress to raise taxes or to find a way to slow down
the increases in benefits?

Ms. Riviin. I think that is a value choice.

Representative Rousseror. Thank you We appreciate that, It’s
hard to go home and tell our constituents that, but

Ms. Rivuin. It really depends on what else you want to do. It's
one of those very basic things about how important is it to provide
generous pensions for old people relative to defense and everything
else that has a claim on the public responsibility. There really isn’t
any answer that I can give you as an economist. That is a pure political
choice, which the elected representatives have to make, and it's the
hardest kind.

Representative Rousseror. Yes. Well, I appreciate that. I just
wondered, from your viewpoint, as one who helps us constantly through
recommendations to the Budget Committee and the Congress, to
which would be the most preferable way.

Ms. Rivuin. From a technical economic point of view, I really
don’t think there is an answer to that. It’s a choice you just have to make.
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Representative Rousseror. Well, thank you, Congressman.

Representative HamiTon. Congresswoman Heckler.

Representative HEcKkLER. Thank you, Congressman.

I can see that your situation, as difficult as it is at times, is some-
what easier than ours at the moment. I would like to have you elaborate
on the question of the interfund borrowing because it appears that is
perhaps the most attractive option at the moment.

Ms. Rivuin. Well, yes, I think that interfund borrowing is really a
technical adjustment that would solve the imbalance between the
old age and survivors’ fund, which is running out of money, and the
other two funds, which are in better shape. There are alternative ways
to handle that, of course. At the time that the Congress wrote the 1977
amendments, you adjusted the various tax rates for what then seemed
to be the likely outgo. You guessed wrong.

One thing you could do now is readjust the allocation of tax rev-
enues, the OASI fund got more and the other two funds got less,
within the same total. An equivalent approach would be to let the
funds borrow from each other. I frankly don’t think which approach
you choose matters very much. Either 1s a way of adjusting to what
proved to be a wrong guess about the relative outgoes of those par-
ticular funds.

Representative HeckLER. What is the degree of security that we
gain by allowing the funds to borrow from each other?

Ms. Rivuin. Well, if you allow

Representative HeckLeEr. How does that option deal with the
basic problem in the short run, for example in the next 10 years?

Ms. Riviin. In the next year, it would solve the immediate crisis,
which is that the old age and survivors’ fund is too low. It would prob-
ably, without other action, get you through the next several years.
Our scenario would indicate that, if the economy grows at a healthy
rate through the end of the decade, the combined balances would be
sufficient to allow the system to squeak by.

Now, of course, you can’t count on that, and it would seem to me
not to be prudent to count on interfund borrowing for 10 years.
But it would certainly mean that you didn’t have to do anything next
year and that you would likely be all right for a couple years.

Representative HeckLeEr. Would interfund borrowing have to be
legislated?

Ms. Riviin. Yes. :

Representative HEckLER. Do you have any figures or information
on the number of people who rely on social security totally as their
only income?

Ms.RrvLiN. As their only income?

Representative HEckLEr. What percentage of older recipients rely
exclusively on social security? Do you know?

Ms. Rivuin. I’'m going to give that to Nancy Gordon, who gets all
the hard questions.

Ms. Gorpon. I don’t remember the exact number that get income
only from social security. But I do recall that a very high proportion
of elderly women—perhaps as much as 75 percent—rely solely on
social security. That’s in large part because pension plans in the past
didn’t always provide survivors’ benefits. Now plans must provide
the option of such benefits, although workers don’t necessarily choose
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to take advantage of them. As a result, once an elderly woman be-
comes & widow, it's much more likely that social security would be her
only source of income. We could provide information about percent-
ages of people who get only social security. Another type of infor-
mation that I think 1s even more important concerns people who get
the vast bulk of their income from social security. Some people have a
very small savings account, for example, so they might get $100 in
interest income. That doesn’t have much impact on them, but it
takes them out of the category of having income only from social
security.

[The following information was subsequently supplied for the
record ;]

RELATIVE IMPORTANCE OF SOCIAL SECURITY: PERCENTAGE DISTRIBUTION OF AGED UNITS! IN 1978

Proportion of aged (65 and older) units

Social security recip-

All elderly units ients only
Social security as a percentagz of total income:
50 or more.______ R 58 66
90 or more. - 23 26
L 14 16

1 Aged unitsinclude unmarried individuals age 65 or older and married couples with at least 1 spouse age 65 or older.
Source: Social Security Administration, Office of Research and Statistics.

Representative HeckLER. You referred to the year 2010. Is that a
special year for some reason?

Ms. Rivrin. That’s about when the influx of the baby boom hits.
Birth rates went up rapidly, as you know, in the 1940’s, and so the
baby boom generation will be retiring starting about 2005.

Representative HeEckLEr. Now that is the long-range problem.
It’s not the problem of this decade.

Ms. Rivuin. Right.

Representative HEckiLer. So the most extreme pressure on the
system will occur after the year 2000; is that correct?

Ms. Rivrin. That’s correct. In the intervening years, the demo-
graphic situation is somewhat better. Those of us who had sense
enough to be born in the 1930’s will be relatively well off, because
there aren’t very many of us, and the baby boom generation will
still be in the labor force to support our benefits. But then the sit-
uation gets worse.

Representative HEcKLER. So the pressures on the system in the
1980’s are in a sense the short-term serious pressures which should be
somewhat lessened in the 1990’s?

Ms. Rivuin. From a purely demographic point of view; yes.

Representative HeckLEr. Have you ever computed what the re-
turn on investment would be if the amount that had been invested
in the social security system by individuals had been invested in
the private market? Are they better off or worse off because the
money has been invested in the social security system?

Ms. Riviin. Most people now drawing social security—probably
all of them—are doing much better than they would have if they
had bought a private annuity, simply because the Congress over
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the years has raised the benefits; with a growing labor force, it was
ossible to do that. So that, for people now drawing social security,
1t’s been a very good deal indeed.

Representative HeckrLer. But what about those who are con-
tributing to the funds today, those who have the withholding tax
withheld from their income? If they were to invest in the private
market, what would the relative benefits be? '

Ms. Rivuin. Well, I think that depends on what the Congress
does about the benefits in the future.

Representative HeckLER. Presuming constancy and presuming
that nothing happens to them?

Ms. RivLIN. Again, it depends on income level. For people at the
lower end of the scale, social security is a very good deal. At the
upper end, it’s not as good.

epresentative HECKLER. And in the middle?

Ms. RivuiN. In the middle, it’s in the middle.

Representative HEckLER. If you're in the middle income level
it depends on how wise an investor you are?

Ms. Rivuin. Right.

Representative HECKLER. So obviously the real crunch is now and
there are ways of dealing with this. But it seems that the question
of increasing the reserves is a matter of prudence that cannot be
dealt with by just interfund borrowing; 1s that correct?

Ms. Rivuin. The problem could be dealt with in the short term by
interfund borrowing. But I think, to be prudent over a longer period—
a period as long as a decade—it’s probably necessary to do something
more.

Representative HEckLER. If medicare had not been funded out of
this source, what would the situation of the funds be?

Ms. Rivuin. If you took out the medicare payments and kept the
tax rates the same levels?

Representative HECKLER. Yes.

Ms. Riviin, Oh, it would be very good indeed.

Representative HECKLER. So, in other words, the real pressure, the
one single draw on the system that has created the most extreme
pressure has been the introduction of medicare funding from this
mechanism; is that correct; and not the general

Ms. Riviin, I’'m not sure that’s correct, although certainly the
outlays—because of the rise in health care costs, use of health services,
and the size of the elderly population have risen at a very rapid rate.

Representative HEckLER. Thank you, Congressman.

Representative HamiLtoN. Ms. Rivlin, where do you get these
assumptions you put in this prepared statement of yours? There
. must be a miilion assumptions you could bring in before us. Y ou just
picked out two of them. What’s the basis of your selection?

Ms. RivuIN. The set of assumptions described as the CBO baseline
is one that we labored over very hard. We are required to produce a
forecast for the Budget Committees for 5 years, and that represents
our 5-year set of assumptions. They constitute our best guess.

Representative Hamiuton. That’s your best guess as to what's
going to happen to the economy in the next 5 years; is that right?

Ms. Rivuin. Well, the first couple years are our best guess; after
that, we assume that the economic situation continues for another
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2 or 3 years in the same way. I don’t want to dignify the longer range
projection as having certainty. .

Representative Hamiuron. So for 1981 and 1982 that is the best
guess you and your top economists can make as to how this economy
1s going to perform? .

Ms. Riviin. That’s right, and for the next 2 or 3 years, we run
out those assumptions. Then if we're asked—as we were asked by
you—to project for another 5 years, we get very queasy. But we
ran this one out another 5 years.

Representative Hamiuron. Now in the updated economic forecast
that you just put out, is there any difference between that and your
baseline economic assumptions here?

Ms. Rivuin. No. That’s what that is.

Representative HamiLTon, It’s the same thing?

Ms. Riviin. That’s right.

Representative Hamirron. And under that, you find there’s no
shortfall in the combined social security trust funds in the short term?

Ms. Rivuin. In the combined trust funds, there’s no shortfall in
the short run, provided you enact interfund borrowing.

Representative Haminron. As a matter of fact, under that pro-
jection, you find balances equivalent to 20 to 25 percent of the year’s
benefits payments?

Ms. Rrvun. Right.

Representative Hamiuron. Now under the pessimistic

Ms. RiviLin [continuing]. But not all the way out. That’s only in
the next couple years.

Representative HamiLTon. Again in the short term?

Ms. Rivun. Right.

Representative HamiLron. In the pessimistic scenario, as you call
it, you show those combined balances still positive but weakening,
and under that you see the need for additional financing?

Ms. Rivvin. That’s right.

Representative Hamruron. OK, and the question is then, how much
and how soon?

Ms. Rivun. That’s the question.

Representative Hamivton. Right.

Ms. Rrviin. Right.

Representative Hamruron. You're not going to help us on that?

Ms. Rivuin. No; I could give you the options again, but I'm not
going to tell you what to do.

Representative HamiLToN. As usual, your statement have been very
lucid and helpful to us. Are there any other questions of Ms. Rivlin?

[No response.]

Ms. Rivun. Thank you. And if there’s anything else we can do,
Mr. Chairman, please let us know.

Representative HamiLron. I'm sure we will. Thank you very kindly.

Our next witness is William Niskanen from the Council of Economic
Adyisers. Mr. Niskanen, we are very pleased to have you. You have a
rather extended prepared statement here. Your statement will be
entered into the record in full and you may proceed as you wish,
to summarize the statement, if you will.
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STATEMERT OF HON. WILLIAM A. NISKANEN, MEMBER, COUNCIL
OF ECONOMIC ADVISERS

Mr. NiskaneN. Congressman, my thanks for this opportunity
to discuss the mutual relation between the social security system and
the economy. My paper addresses two issues: What are the effects of
alternative economic outlooks or scenarios for the near term on the
funding balances of the social security system in that period; and,
second, what are the major identifiable effects of the social security
system on the economy? An understanding of the effect on the econ-
omy will respond to the questions raised by Congressman Rousselot
and will help guide the Congress as to whether they résolve the longer
term issue by increasing taxes or by some.progressive or .phased
reduction of benefits. e

Maybe contrary to popular impression, there is substantial agree-
ment among economists on many issues and I think you'll find that the
perspective on the short-range unding problem of the administration
1s very similar to that by Ms. Rivlin.

Under a wide range of economic scenarios, interfund borrowing
is required by the end of 1982. Under a range of scenarios from that
of the administration to a quite pessimistic scenario, trust fund bal-
ances are not really healthy throughout the rest of the decade. Even
in the case of the administration’s assumptions the trust fund balances
ampuélt to only 2 or 3 months of outlays for the remainder of the

eriod.
P 1t is important to distinguish between what is necessary and what
is prudent. Interfund borrowing is clearly necessary in the sense that
under all plausible economic scenarios for the next several years
interfund borrowing is necessary to prevent complete depletion of
the OASI trust fund.

What is prudent, however, I think implies a rather more extended
set of actions than merely interfund borrowing. None of us expect to
die in the near future, but we all take out some form of life insurance.
For a similar reason we should be considering a variety of measures
that would strengthen the social security trust funds to assure that
we are able to meet the benefit payments from each of these funds
under conditions which we cannot now anticipate. We should be
chastened by the experience of 1977. At that time, Congress predicted
with some confidence, that they had solved the problem of the social
security system indefinitely. We are now back 4 years later with a
?ecgssary problem of addressing the fund balances of the major trust
und.

The short-range problem, again, is that the interfund borrowing
is necessary by the end of 1982. Prudent action, in addition, imply
some addifional measures to assure that the trust fund balances are
insured or protected against unexpected conditions. That may include
a variety of measures that both Congress and the administration
have been considering.

1 would like to turn now to a more general discussion of the relation-
ship between the social security system and the economy. The social
security system is the second largest source of public revenues in the
United States. One would expect that it would have significant effects
on the economy and 1 think that these longer term effects on the
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economy are going to be or should be the major considerations that
affect the choice by Congress between ways to resolve the long-term
funding problem.

The long-term funding problem, as Ms. Rivlin suggested, develops
around the end of the century and increases rather dramaticali)y
toward the years 2010 and 2020 as a consequence of identifiable changes
in demographics, the increase in real benefits which were legislated
in the 1970’s, and the possibility of something less than our historical

.pattern of real wage growth.

We give a prospect that to fund the social security benefits in the
year 2010 we may need combined tax rates of up to 30 percent com-
pared to present combined tax rates of 13.3 percent. Whether we
choose to meet that long-range problem by more than doubling the
existing tax rates or by some measures to progressively, on a phased
basis, reduce benefits, is a choice that Congress must make, but I
think that economists have an opportunity to contribute some re-
levant information to that choice.

The major potential effects of the social security system on the
economy concern the effect on the flow of savings and the stock of
capital and the effect of social security taxes and benefits structure
on the supply of labor. A variety of studies have indicated that the
potential effect of social security may very well have reduced the
aggregate capital stock in the United States by as much as 20 percent.
It may have reduced our national savings rates by about a third.
There 1s no broad consensus within the economic research community
on what the specific consequences of social security have been and
are likely to be. In this circumstance, however, where the estimates
by careful scholars ranges from essentially no effect on aggregate
savings on the capital stock to potentially very large negative effects
on the capital stock and savings, it is only prudent to consider the
possibility that social security may have substantially reduced the
amount of private capital with which we augment our labor force
and, in turn, reduced the income base for funding of all types of
public programs.

On labor supply, the evidence is more clear. The very high marginal
tax rates face Ey elderly people as a consequence of the social security
system are almost surely responsible for a large part of the major
reduction in the labor force participation of olger eople. The most
dramatic effects are observed by looking at the differences in the
labor force participation between age 61 and 62, the first year people
qualified for early retirement, or between 64 and 65 when they are
eligible for full retirement. Only the particular benefit structure of
social security could explain their dramatic effects.

We find ourselves in the perplexing situation that the. American
elderly are much healthier now than they were 30 or 40 years ago and
have a longer expected future life and, at the same time, the labor
force participation is substantially lower than it was some years ago.
Most of that difference must be attributed to the high marginal rates
faced by social security beneficiaries, the high marginal tax rates in

* effect on any labor force participation and earnings.

There is reason to believe that the social security system has had
& strong negative effect on the labor force participation of wives

because the benefits which accrue to wives from participation in social
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security are very low but they face the whole of social security tax
from their ﬁrstxXollar of earnings.

There is developing evidence that social security has also reduced
the labor force supply of prime-age males, but the effect on that age
group is probably a good git ess.

In summary, given the magnitude of the social security system and
the characteristics of the tax and benefit structure, we have reason
to be concerned that the social security system may have substantially
reduced our aggregate capital stock and annual savings rates, and we
have reason to be concerned that the social security tax and benefit
structure may have significantly reduced the labor force participation
of tihe elderly, of wives, and to some smaller extent, that of prime-age
males.

These effects of the social security system on the economy should be
helpful guides to the necessary choice which Congress must make,
hopefully in the near future, between tax increases or benefit reductions
as 8 means to resolve the longer term problem.

In this regard, I commend to you a report by the Committee for
Economic Development, concerning the Federal policies affecting
social security, private pensions, and the savings rate. This is a careful,
clear representation of the problem and, from my personal point of
view, the policy recommendations that they suggest deserve the most
serious consideration.

Long-term problems require long leadtime solutions. Also, problems
as important as the social security problem should be resolved on the
basis of a broad bipartisan consensus. Social security has close to a
constitutional status in the American fiscal structure and should not
be changed on the basis of short-term considerations or narrow par-
tisan interests suggest that prospects for change should build upon
the suggestions developed by Representative Pickle by Senator
Armstrong and others, and those proposals by the administration.

It is important to start to address the long-term problem now, to
give people a leadtime to make their own personal decisions on labor
force behavior and on savings, to give them enough leadtime to adjust
to what will be either a very high tax environment or a somewhat
reduced benefit environment in the next 30 years.

With that summary, I would be pleased to answer your questions.

Representative Hamiuton. Thank you very much.

[The prepared statement of Mr. Niskanen follows:]
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PrePARED STaTEMENT oF Hox., Wirniay A. NISKANEN

Mr. Chairman and Members of the Committee:

My thanks for this opportunity to discuss the mutual
relationship between the social security system and the
economy. Our social security system faces both short~term
and long-term funding problems. For a range of economic
scenarios, the short-term funding problem must be resolved
by the end of 1982. While these short-term problems are
significant and must be addressed, the long-term financial
picture is more disturbing. The potentially massive
shortfalls between benefit payments and tax collections
projected for the early part of the next century
reflect both recent declines in U. S. fertility rates and
the major increase in benefit levels that were enacted in
the 1970s. Early action is also needed to address the long-
term financial problems associated with the demographic
transition; under pessimistic assumptions, social security
tax rates could rise to 30 percent to meet projected benefit
payments by the middle of the next century.

We should act with the clear understanding that social
security legislation enacted in the near future will also
affect the nature of this system for many years. It is
important to address the long-term issue now, in order to
provide ample time for people to make adjustments in their
personal savings and labor supply decisions. Long-term problems
require long lead-time solutions. The social security

system is the second largest source of public revenues
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in the United States after the Federal income tax. As
such it has a pérvasive influence on the performance

of the economy, and changes in economic conditions have

a substantial influence on the financial integrity

of the social security system in_the U. 8. economy

today. Expepditures this year on social security will
account for over one-quarter of thé'Federal budget.

Many of the nation's taxpayers now pay more social
security taxes than Federal income taxes; social security
currently provides income to one out of every seven
citizens and nine of every ten people age 65 and over.
Payments under Medicare cover about fourteen percent of the
nation's health bill. The net long-run obligations to
current participants in the system have been estimated

to exceed $2 trillion, two times ;he level of regular
federal debt.

A system this large cannot be viewed in isolation
from the total economy. This morning I would like to
discuss two dimensions of the relationship between social
security and the economy: first, the effect that economic
developments have on the short-term financial position of
social security; second, the effect that the social security

system has on saving and the supply of labor.
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The Economy and the Financing of Social Security

Economic developments over the next few years will
have a major influence on the financial health of the
‘social security system. This condition is illustrated
in Table 1, which presents the trust fund balances as a
fraction of outgo during the year under three sets of
economic assumptions. These tables include the spending changes
enacted earlier this summer under the Omnibus Budget
Reconciliation Act of 1981. The Administration's
official projection, as presented in the mid-session
review, foresees a strong economy over the next five
years. If the Administration's outlook is realized, the
combined trusf fund balance reaches a low of 22 percent
of expected outgo during the following year in 1982 and
1983, rising thereafter. Under an intermediate view of
the economy's path, the trust fund balances fall continuélly
over the decade, reaching a level of 9 percent of expected
outgo -- the minimum reserve for operating the system -- in
1989. On the other hand, under a pessimistic projection,
the trust fund balances fall to the critical 9 percent level
at the beginning of 1984.

The effect of the various economic assumptions is
also apparent in Table 2, which presents the difference

between the income and outgo each year for the trust funds
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1/
Table 1. Trust Fund Balances Under Three Sets of Econdmic
Assumptions, 1980-1986 (or 1990).

P

)

Calendar Assets at beginning of year as a percentage

Year of outgo during year
Administration's Mid-Session Review Assumptions
' - est g Qnspr = Total
1980 23% 35% 25% 52% 29%
1981 18 20 18 47 23
1982 14 14 14 58 22
1983 8 38 11 69 22
1984 3 73 1 75 23
1985 -1 115 11 77 24
1986 -1 183 18 78 31

Intermediate Economic Assumgtionsz/
1980 23% 35% 25% 52% 29%
1981 18 20 18 47 23
1982 13 13 13 58 21
1983 6 35 ] 67 20
1984 -2 64 6 71 18
1985 -10 97 1 71 14
1986 -17 152 1 69 14
1987 -24 210 (*) €9 14
1988 -32 268 -2 64 12
1989 -41 328 -4 56 10
1990 -51 3gs -6 44 6

Pessimistic Economic Assumptions

1980 23% 35% 25% 52% 29%
1981 18 20 18 47 23
1982 13 13 13 57 21
1983 4 32 7 64 17
1984 -10 52 -3 64 9
1985 -23 77 -13 60 1
1986 -34 125 -18 58 -4

1/ Figures reflect the program as modified by the "Omibus Budget Reconciliaticn Act of 1981."
2/ Alternative II-B in the 1981 Trustees Report.

* Between 0 and -0.5 percent.

Note: Estimates for 1982 (1983 under the Administration's assumptions) and later are

theoretical since the OASI Trust Fund would become depleted late in 1982
(early in 1983) when assets become insufficient to pay benefits when due.



43

Table 2. Net Increase of Combined Funds in QASI, DI, And HI Trust Funds v
Under Three Sets of Economic Assumptions, 1980-1986 (or 1990).

(in billions)

i Economic Assumption

" Calendar 2/
Year . Administration Intermediate™ Pessimistic
1980 -$3.3 -$3.3 -$3.3
1981 1.8 1.0 0.7
1982 4.4 2.0 -1.9
1983 6.9 .3 -14.7
1984 9.1 -3.9 -21.4
1985 23.2 3.9 -14.8
1986 31.5 3.7 -15.2
1987 N.A. -1.3 N.A.
1988 N.A. -7.7 N.A.
1989 N.A. -14.0 N.A.
1990 N.A 7.2 N.A.

'/ Figures reflect the program as modified by the "Omnibus Reconciliation Act of 1981."
2/ Alternative II-B in the 1981 Trustees Report.
Note: Estimates for 1982 (1983 under the Administration's assumptions) and later are

theoretical since the OASI Trust Fund would become depleted late in 1982
(early in 1983) when assets become insufficient to pay benefits when due.

n.a. - The Administration and pessimistic sets of assumptions
do not extend beyond 1986.

Source: Same as Table 1.
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under the three sets of economic assumptions. These

figures indicate the cambined annual operating deficits or surpluses
of all the OASDHI programs and show whether the Balance between
social security revenues and benefit payments increases

or reduces the deficit in the total Pederal budget.

Under the Administration's outlook for the economy, the
combined trust funds run a surplus in each of the next

five years, reducing the overall Federal deficit and the
strains that the Federal budget puts on credit markets.

The intermediate view foresees the funds operating
essentially in balance through 1986, running surpluses

of less than $4 billion each year, except one year of deficit. Unde_r
‘a pessimistic scenario, the trust funds have an operating
deficit in each of the next five years, worsening the
prospects for a balanced federal budget.

One conclusion holds, however, regardless of economic
assumptions: interfund borrowing is necessary, and necessary
soon, Whatever other changes may be required.

Under all three sets of assumptions, the OASI trust fund

reaches a 9 percent balance sometime in late 1982.

What features of the social security system make it
so sensitive to the course of economic events? The problem

is that the economic conditions that most influence benefit
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payments are different from those that determine social
security revenues. Inflation, as measured by the consumer
price index, is the main force raising benefits, while
revenues respond quickly to covered wages and the level

of employment. When prices rise faster than wages, so
that real covered wages fall as they have for the

last several years, the financial position of the trust
funds deteriorates. Other economic and noneconomic factors
also affect social security's financial condition, but
real covered wages is by far the most important variable
affecting the short-run financing of social security. It
is fair to say that what is good for the economy is good
for the social security system.

It is, therefore, a matter of much importance to the
social security system to determine which of the three sets
of economic assumptions best anticipates the path that the
economy will follow over the next few years. While no one
has yet found the crystal ball that lets them predict the
future with any confidence, I would like to make a few
comments about the three sets of assumptions that will
put them in perspective.

First, how do they compare with past experience in
terms of the key variable, real wages? In the 1960s,

average covered real wages grew by about 2 percent per year.

88-829 0 - 82 - 4
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In the early 1970s this growth rate. dropped precipitously to
only about 0.2 percent per year. In the last half of the
decade, real wages actually fell by an average of 0.3 percent
per year, and last year preliminary figures show they
plummeted by 5 percent. In contrast to this history,

real wages for 1981 through 1986 are projected under the
Administration's forecast to grow at about the same rate

as they did in the 1960s; the intermediate projections
assume real wage growth similar to that experienced in

the early 1970s; the pessimistic projection involves
declines in covered real wages similar to those experienced
in the late 1970s.

So far in 1981, economic performance has been generally
consistent with the Administration's projections, suggesting
that experience for the full year will be at least as strong
as the intermediate projections of the social security
actuaries. Real wages in covered employment fell during
this period at an annual rate of -0.2 percent, compared to
-0.1 percent expected for the full year under the mid-session review
assumpticns; -0.7 pércént ﬁndér thé intermediate  view, and -1.9 percent
under the pessimistic outlook. So far in 1981 the economy
clearly is ﬁot following the pessimistic set of projections

for real wage growth.
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For the future, the views of other forecasters
generally range from a little less optimistic than
the Administration's outlook to a little more pessimistic
than the intermediate set of assumptions. Interestingly,
the Congressional Budget Office's recent economic forecast
comes in closer to the Administration's outlook than to
the intermediate view. Judging by the opinion of private
forecasters, the sluggish growth through 1983 projected in
the pessimistic scenario is extremely unlikely to occur.
Still, it is important to keep this pessimistic scenario
in mind. We should recognize that recent forecasts have proved to be
too optimistic. Indeed, this pessimistic scenario is not cautious enough to
eﬁccmpass another real shock to the econamy, such as the 1974 and 1979

0il price increases.

From these comments on the effect of the economy on’
social security's short-term financing problems, I draw
two main conclusions for policy: First, interfund borrowing
becomes necessary in 1982 under all three sets of economic
assumptions, unless significant changes are made in the
system.

Second, beyond interfund borrowing, how much needs to
be done in the short-term to protect the trust funds depends
on the future performance of the econdmy. Three kinds
of responses can be made to this uncertainty. One
possibility is to make little or no change in social

security financing, counting on the economy to remain at
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least as strong as the intermediate set of projections.

If the Administration's or the intermediate forecast is
realized, the trust funds will be sufficient to pay
benefits on a timely basis at least until the end of the
decade. This is a financially risky approach, however.
Second, some limited changes could be made that would not
radically alter the structure of benefits and taxes,

but that would be sufficient to resolve the short-term
problem and protect the system in the event of falling real
w;ges. The indexing of benefits to the lower of the growth
of wages or prices, as has beeﬂ suggested by Congress, is one such approach
that has the desirable feature of spreading the risks of declines in
real wages among all members of sociefy. Third, major

changes could be made in the structure of the social

security system so that the trust fund positions would
improve in both the short and long term. This is a
structural reform approach. The legislative package
that the Administration proposed this épring is one
example of such a structural reform, and I welcome
your debate on this and other proposals to secure the

financial integrity of the social security system.

Social Security and the Economy

The past few years have witnessed a growing concern
over the level of real net investment. This concern

reflects the economy's slow growth in the last decade
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relative to previous experience and to that of many of
our principle trading partners. The savings data
themselves suggest lower rates of net capital formation
in the last decade than in either the 1950s or 1960s.

In the 1960s the average net investment rate was 7.6
percent of net n&ticnal product. In contrast, the average for the
1970s. was caly 7.0 percent. .The reduction in our net investment
rate in nonresidential plant and equipment is more
striking; annual rates of net investment in nonresidential
capital averaged 4.8 percent in the 1960s, falling to 4.1 percent
in the 1970s.

International comparisons are equally troubling.

In the last decade our net investment rate averaged

30 percent of the Japanese rate, 50 percent of the German
rate, 50 percent of the French rate, 51 percent of the
Canadian rate, 54 percent of the Italian rate, and

70 percent of the British rate.

What does this savings reduction have to do with
social security? Potentially, a lot. Research by
Martin Feldstein and others has directed our attention
to the fact that social security's unfunded liabilities
represent an enormous accumulation of government debt.
The Federal government's debt represented by unfunded
pronises by social security to future net benfit
payments equals roughly 2 trillion dollars, more than

twice the regular Federal debt on the Treasury's books.



The fact that social security's "pay-as-you-go"
financing is essentially deficit financing does not
appear to be widely understood, in part because of
the misleading use of language in describing certain of
social security's transactions. When we collect social
security contributions from American workers, we call
these contributions "taxes"; however, workers may
perceive these contributions as "deposits".

When a U. S. worker contributes to social security,

the worker receives an implicit but risky "bond" from
the Federal government promising that he or she can redeem
this bond at retirement age and be paid back in the form
cf retirement benefits. Certainly social security debt
has many different characteristics from those of regular
government debt, primarily its fungibility; however, for
the issue of U. S. savings, social security debt can
potentially crowd out private savings in exactly the same
way regular government debt can reduce the nation's
accumulation of real productive capacity.

Let me first elaborate the potential for crowding
out of investment by social security and then describe
two opposing views of social security's impact on savings

held by segments of the professional economic community.
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The unfunded financing of social security is central
to the crowding out view. Had the government taken tax
dollars from the young, invested them in a trust fund,
and returned the principal plus interest as benefit
payments to the actual contributors, then social security
would simply have substituted public'for private savings
with no effect on total savings. This, however, did not
occur; instead, after a short period, taxes paid
in were paid out as benefits to elderly people
-who had themselves contributed little or nothing .

- into the system. This intergenerational transfer,

the argument goes, leads to greater consumption by the
elderly than would otherwise have been the case. The
initial (start-up) generation of young people, on the
other hand, treat their tax contributions as equivalent
to sévings, since they anticipate receiving benefits when
old in return for their past tax contributions. Rather
than saving privately, the young feel that they are saving
through social security. The substitution of public for
private savings does not lead the initial generation of
young to alter their consumption. Since the consumption
of the initial generation of young is not affected, but
the consumption of the start-up generation of old people

is increased, total consumption increases and aggregate
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savings falls. Aggregate savings is not only reduced in
the short run, in this scenario, but it is permanently
lowered; under "pay-as-you-go," unfunded financing,

young people are forever handing their savings (tax
contributions) over to old people as benefits; the old
people consume these benefits; hence, the savings of the
young never get invested in the economy and never augment
the capital stock.

Simulation studies of the effect of unfunded social
security on savings indicate a potential reduction in the
long-run capital stock of 20 to 25 percent. These
simulation results are based on mathematical models of the
economy and assume that no alternative public assistance
program would have been introduced in the absence of social
security. The key assumption in these models is that
individuals make lifetime (or life cycle) consumption and
labor supply decisions based on their lifetime resources
and neither receive nor make bequests. Associated with these
estimates of capital stock reductions are estimates of
reductions in wage rates and levels of welfare of generations
that reached adulthood under a fairly mature unfunded social
security system such as our own. The estimates on the
reduction in total lifetime welfare range from 9 to 12 percent;
i.e., had social security never been instituted, the standard
of living of U. S. workers might be as much as 12 percent

higher today than its current value.
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Robert Barro - has raised a major theoretical
objection to this view. Barro points out that inter-
generational transfers occur in the absence of social
security; these transfers take the form of support by
young people of their older relatives, as well as bequests
and gifts from the elderly to younger cohorts. Barro
suggests that the imposition by social security of a
forced transfer from young to old may simply lead to an
offsetting change in private, voluntary, intergenerational
transfers, with no effect on any real variables. The
unearned benefits received by the initial (start-up)
generation of the o0ld are handed back to the young as gifts
or bequests; alternatively, benefits paid to the old
reduce private voluntary transfers from the young to
the old, dollar-for-dollar, resulting in no change in
consumption by either young or old, and no change in
aggregate savings. In recent years several studies have
shown that saving for bequests accounts for the vast bulk
of U. S. capital formation. This fact adds considerable
strength to Barro's argument; althdugh it certainly does

not settle the matter; the distribution of bequests like
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the distribution of wealth is highly skewed in the U.S.

economy. Thus, the type of offsetting intergenerational
transfer behavior posited 5y Barro may occur only among

a small segment of U.S. families.

Empirical investigation of the impact of social security
on savings using time series data may be summarized by one
word -- inconclusive. Numerous economists have examined
time series data relating U.S. savings to social security
variables. The estimated effect of social security is
highly sensitive to statistical specification. These
estimates range from a slight positive impact of social
security on savings to Feldstein's most recent estimate
of a one-third reduction in savings from its potential
level.

One of the main problems with these time series analyses
is that social security variables are highly correlated
with other variables that affect savings, such as the
unemployment rate. Hence, it is difficult to disentangle a
separate social security effect from the data. However,
there are additional major statistical problems with these
time series studies; indeed, a recent study demonstrates
how the statistical time series procedure currently used to
analyze this issue could reject the theory that social
seéurity lowers savings even given data that perfectly

conform to that point of view.
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Cross sectional studies provide little support for
the notion that social security has reduced national
savings. One study used the best available data from
the Social Security Retirement History Survey to test
the life cycle theory upon which the social security
savings reduction hypothesis is based. The authors
conclude: "while the data do not deliver a strong rejection
of the life cycle theory, they provide very little support
for it." Another study tested the theory on the same data
set and found that "...crowding out of private savings by
social security is substantially less than dollar for dollar.”
The results of this latter study is consistent with the view
that the young people may be forced to cut their consumption
rather. than their savings in response to large payroll taxes
because of the reduction in disposable income and théir
inability to borrow against social security benefits.
Other empirical micro studies support the view that social
security does depress household savings, but these earlier
studies are based on data of a much lower quality than that
of the Social ‘Security Retirement History Survey.

Let me sumarize what we know and what we don't know
about social security's-effect on our nation's rate of
capital formation. Empirical research to date has not been

able to .isolate convincingly the effect of social security
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on savings; it is also unlikely that future empirical
tests will provide a convincing answer to this important
question. We are left; effectively, with several competing
theories of social security and savings and no obvious way
to choose among them. There simply is no hard empirical
evidence that social security or other forms of government
debt have reduced the nation's rate of saving. There is
also no hard evidence that government debt has not reduced
national savings. One hopes that either better data or
more refined statistical procedures will some day resolve
this important issue. The simulation studies provide,
however, a warning that future increases in the scale of
the social security system that are associated with
additional creation of social security debt may greatly
reduce savings and economic growth.

There is mounting evidence that the social security
earnings test has contributed to the dramatic increase in
early retirement. Other factors, including higher incomes,
more generous and prevalent private pensions, and larger
accumulations of private savings, have also influenced
this trend. In 1950 the labor force participation rate
of males 65 and over was 46 percent; today it is only

.20 percent. Not only are there fewer elderly men working

on any given day during the year, but there are fewer elderly
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men who work at any time during the year. The fraction of
men 65 to 69 who are completely retired during the year has
risen from 40 percent to 60 percent since 1960. For males
60 to 64, the retirement fraction is now 30 percent, double the
1960 figure of 15 percent. Those elderly males who do choose
to work are working fewer hours during the year. Since 1967, ~
the fraction of working males 65 and over who work part time .
has increased from one-third to almost one-half.

The social security earnings test for workers aged 65
and over currently reduces benefits 50 cents for every dollar
of earnings beyond $5,500 and represents a 50 percent implicit
tax rate for workers aged 65 to 72; in combination with the
Federal income tax, state income taxes, and the social security
tax, this 50 percent tax on earnings penalizes the work effort
of the elderly at rates that can easily exceed 80 and even
90 percent.

These exceedingly large tax rates extend over a wide
range of the typical elderly worker's potential supply
of labor hours. Consider a 65 year old who is currently
eligible for the average annual social security benefit
of $4632, but could earn $15,000 a year by staying on the
job. Under current law this elderly individual faces
those high tax rates on all earnings between $5,500 and
$14,764. $14,764 is, by the way about $1,500 more than

average annual earnings in the U. S. economy today.
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Reasonable people are simply not going to work for
unreasonable levels of compensation. Data from the

Current Population Survey for the years 1967 to 1974

bear this out. In 1967 the exempt amount of earnings,
the amount before which no benefits were lost, was
$1,500. Of those males 65 to 71 who worked in 1967,
11.5 percent arranged their labor supply to earn $1,400
to $1,600. In vivid contrast, only 1.9 percent earned
$1,600 to $1,800. As the exempt amount increases over
time, the ﬁroportion of both male and female elderly
workers earning just under the exempt amount increases
as well.

Age~specific labor force participation rates also
suggest social security's adverse effects on the labor
supply of the aged. From 1940 to the present, the
participation rate for males age 55 fell from 89 percent
to 85 percent, a 4 percentage point drop. For 61 year
0ld males the drop is 11 percentage points, from 8l to
70 percent. For 62 year old males the drop is 23 points,
from 80 to 57 percent. For men aged 65 years old there
is a 32 percentage point reduction in the labor force
participation rate. Certainly we have observed a general
trend towards early retirement at all ages, but what

besides social security can explain the differentially
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greater reduction in labor supply at 62 than at age 61
or the sharp reduction in labor force participation rates
at age 65?

Empirical analyses support the view that the social
security earnings test has made a significant contribution
to the decline in labor supply of the elderly. A study
using 1972 data indicates that eliminating the earnings
test would lead to an additional 151 annual hours of work
for workers age 65 to 72. Using the current $7.26 average
hourly wage in the private nonfarm sector, 151 additional
hours would translate into .an additional $230 in income
tax revenue and $150 in payroll tax revenue per elderly
worker. Since there are about 2.25 million workers age
62 to 72, roughly $855 million in annual tax revenue might
be generated from this source alone. About 9 million
people age 65 to 72 do not work at all during the year.
While no estimates are currently available, it seems quite
likely that a sizable fraction of this group would return
to the labor force if the earnings test were eliminated.
Many of these people may currently be unable to find part
time jobs but would work full time if social security
benefits were not subtracted. The 62 £o 65 age group is

another major source of additional payroll tax revenue.
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Despite actuarial reduction, the earnings test appears
to be reducing labor supply for this group as well.

There are, of course, other factors related to the
trend towards early retirement; general postwar increases
in the average American's standard of living together with
a desire for more leisure is surely responsible for some
of the dramatic change in early retirement behavior.

Another point ﬁs that the current population of elderly

may be spendiné their social security windfalls in the

form of increaaed leisure. This windfall, intergenerational
wealth transfe# to Ehe current elderly population is not an
enduring featu#e of the system; one would expect, therefore,
that future eiderly cohorts will spénd more time in the labor
force provided we lessen taxes on old age labor supply.

In my view, a phaseout of the earnings test, which is
part of the Administration's proposal, would unquestionably
increase the incomes of the elderly as well as generate tax
revenues that would offset a portion of the costs of doing
so. Because of impending changes in the demographic structure
of the population, the need to reverse the trend towards
early retirement is greater today than at any time in this
century. By the year 2025 the proportion of the population
age 62 and over will rise from 13.6 percent to 24.5 percent.

The ratio of workers paying social security taxes to
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beneficiaries will fall from a current level of 3.2 to about
2. Unless the elderly are encouraged to remain employed,

U. S. per capita income will decline and social security
taxes will rise as the ratio of dependent to nondependent
persons in the economy increases.

Social security was established to raise the relative
income position of the aged. Despite the massive growth
of the program, the relative income position of aged families
with household heads age 65 and over is lower today than it
was thirty years ago. Between 1947 and 1980, median nominal
family income increased by a factor of 7.04 for families
with heads age 65 and over. For other age groups over age 24,
the increase ranged from 7.14 to 7.85. It is ironic that
the social security system may, itself, be partly responsible
for this relative decline in the income position of the
elderly.

Provisions of our social security system also generate
troubling work disincentives for a significant fraction of
married women in the U; S. work force. While married women
are joining the labor force in increasing numbers, the
typical wife's earnings are still 1/3 to 1/2 of that of the
husband's. Consequéntly, for many wives their marginal
contributions to social security will yield essentially no marginal

social security benefits because they will collect benefits

88-829 0 - 82 - §
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on their husband's earnings record. This is true only

of retirement and Medicete benefits: A wife who becomes
disabled cannot currentl§ collect disability benefits on
her husband's. account. The combined employer-employee
retirement and Medicare tex rate totals 13.30 percent and
represents a pure marginal tax on the work effort of those
females under discussion. The empirical evidence on the
supply response of femeles to the level of net compensation
is that they ate éoite responsive. Hence, the current
structure of marginally free dependent and survivor
benefits is lowerlng the nation's supply of labor by
married females.

For prime age meles the effect of social security on
labor supply is more ‘ambiguous. If we view social security
contributions as sinply a tan and ignore the marginal
benefits associated with social security tak contributions,
then social security appears to be reducing the labor supply
for this group as well. Recent econometric estimates based
on this view of the payroll tax sucoest the social security
system reduces the labor supply of prime age males by roughly
3 percent.» However, some economists point out that the life-
time benefit and tax prov1szons of social security provide
sizable subsidies to certain males, in particular, married
males. To date there is little convincing evidence available

on social security's effect on the labor supply of this group.
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Summary

These comments concerning social security's impact
on the nation's supplies of capital and labor suggest two
guidelines for future social security legislation. First,
wé should reduce or at least not increase the outstanding
stock of social security debt. We simply can no longer {
afford to promise retirement benefits to people without
requiring that they pay for the full value of those -~
retirement benefits during their working lives. This
guideline, of course, requires either that social security
taxes be increased or that future benefits be reduced.
' Second, we should reduce or at least not increase social
security's sizable disincen.tives to work, especially for

the elderly and for married females.
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Representative HamiLton. Mr. Niskanen, are you appearing
here as the administration’s spokesman on social security?

Mr. N1skaNEN. I’'m a member of the Council of Economic Advisers,
sir, and I speak for myself and for the Council. The administration’s
social security proposals were made in May and, with the exception
of those few changes that have been reflected in the existing budget
and tax laws, those proposals are still the only administration pro-
posals outstanding.

Representative Hamivron. Those are the proposals which suggested
to us that savings of $88 billion are needed to assure adequate financ-
ing for the next 5 years?

Mr. NiskaNeEN. The administration’s proposals in May reflected
a set of measures that were addressed to both the short-term and
the long-term funding problems of social security. It is quite clear
to anybody who has looked at this problem that, in a narrow sense,
the short-term funding problem could be resolved by interfund
borrowing, plus a subset of those proposals made by the administra-
tion, or a comparable savings from other proposals.

Representative Hamiuron. I want to understand the current
position of the Council of Economic Advisers: Is it that we have
to have a savings of $88 billion in order to save the financial integrity
of the social security system in the next 5 years?

Mr. NiskaNEN, The position of the Council of Economic Advisers
is that in the next 5 years interfund borrowing is necessary and that
some additional savings would be prudent to make sure that we
can maintain one to several months of reserves in the social security
system. :

Representative HaMILToN. So it is not your position that a savings
of $88 billion is needed?

Mr. NiskaNeEN. A savings of $88 billion is not necessary, but
may very well be wise because

Representative Hamiuron. When Secretary Schweiker testified
in support of the original plan, he based his point of view, I think,
on what he called a worst case assumption, and is it your judgment
that that’s the assumption that ought to be used as the basis for
social security policy changes in the future?

Mr. NiskaNEN. I think it is appropriate to test the viability of
the social security trust fund against a number of economic scenarios,
including what was called the worst case or, in my testimony, a
pessimistic case. Even that pessimistic case would not provide for
the kind of major supply shock that we had in 1974 and 1979.

Representative HamiLTon. I'm just trying to understand what
kind of advice you’re giving the Congress. Are you telling the Congress
that we ought to proceed to modify the social security system on
the basis of a worst case economic assumption that assumes, for
example, that we’ve got an $88 billion shortfall in the next 5 years?
Is that what your advice to the Congress is at this point?

Mr. NisgaNEN. I think, sir, that it 1s prudent to consider conditions
that we do not expect but might arise in making insurance-type
decisions. All of us do that in our personal lives. Any portfolio
manager

Representative HamiuroN. Mr. Niskanen, I appreciate that and
I don’t have any disagreement with that at all, but I'm trying to get
you to be more specific than that.
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Mr. Nisga~NEN. I think that it would be—

Representative HamiToN. And the question is, Do you think the
Congress ought to proceed to modify social security on the basis of
an $83 billion shortfall in the next 5 years in social security?

Mr. N1skaNEN. I think that Congress should take whatever meas-
ures are necessary to maintain an adequate trust fund balance under
pessimistic economic assumptions. I’'m not in the position to assure
you that $88 billion is enough or too much. Under the estimates that
are presented in my paper, the aggregate trust fund balances would
decline to about 1 month of outgoes by 1984 in the pessimistic scenario,
and then become less than that in subsequent years.

Representative HamiuTon. How, as a member of the Council of
Economic Advisers, can you recommend to us that we proceed on the
basis of a pessimistic assumption when we’re dealing with social
security, but when you’re making economic projections for the overall
economic policy your recommendations are at the other end of the
scale? They are the most optimistic of any of the projections.

Mr. NiskaneN. For some purposes, I think it is appropriate to
use expected conditions for your planning. For other purposes, I think
it’s appropriate to use pessimistic conditions. And, in general, for in-
surance-type planning, it is appropriate to use pessimistic conditions.

Representative HamiLron. And when we’re planning the budget
of the U.S. Government, you think we ought to pick the most optimis-
tic projections and base it on that?

Mr. NiskaneN. I think that every responsible group involved in
the budget process should use those economic assumptions which
they feel are appropriate. The administration has chosen to use these
particular economic assumptions, which I think are achievable, but
whether they are achievable depends in part on actions that will be
taken in Congress and on conditions that we cannot forecast.

T'm intrigued that at least in terms of the near-term forecast the
recent forecasts by the Congressional Budget Office are very much
closer to the administration’s forecasts than the other scenarios that
I discussed.

Representative Hamiuron. I think the messenger is working on
your side. He just told me my time limit is up, Mr. Niskanen. I wanted
to pursue this with you a little further.

Representative LonG. I’'m not sure the time is working on his side,
Mr. Chairman, Congressman Hamilton’s. Because I would like to
pursue the same line of questioning,

What you're saying, Mr. Niskanen, is that with respect to the
preparation of the budget we are all entitled to be optimistic as to
what’s going to happen but with respect to the actuarial basis of
social security, that we need to take a much more pessimistic attitude?

Mr. Niskanen. I think all of us use different assumptions for
different types of issues that we address, and for insurance-type
planning, to assure that we don’t have to open up the social security
again in 2 years or maybe 4, as we are now after the 1977 amendments,
it would be prudent to use somewhat more pessimistic assumptions
for social security planning.

Representative Lona. Don’t we find ourselves, because the budget
we have just now considered and acted upon was predicated upon
assumptions that were so optimistic that many of us could not agree
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to them at all, in a position where the administration is having to
come back and say that we made a terrible mistake and we've got
to review this, and we've got to give additional cuts, more than
were ever contemplated at the time that budget was drawn?

Mr. NiskanNeEn. Congressman Long, the administration’s social
_security proposals were made in May before there was high confidence
or assurance that the administration’s budget or tax measures would
pass. Whatever has happened with the budget in the last month or
so does not bear on the specific conditions of the social security system.

Representative Lona. That’s not the point I'm making. The point
I’'m making is that the Congress used and went along with—1I did
not, but the Congress used and went along with the very optimistic
assumptions with respect to inflation, with respect to interest rates,
with respect to unemployment—all these things on which you econo-
mists make these predictions—we used there a very, very optimistic
set of figures and that has not come to pass and, as a result of that,
we now find ourselves, by using that optimistic thinking, in my opinion,
in an untenable position.

Mr. NiskaNeN. Congressman Long, you are addressing an important
problem that is not the direct subject of our discussions this morning.
If you look at the administration’s forecast of short-term economic
conditions last winter, the economy has performed remarkably close
to those forecasts. The one major surprise has been the surge of
interest rates this summer which is of concern to all of us. Interest
rates, I believe, have peaked. The short-term rates have declined
rather sharply in the last 3 or 4 weeks. Those increases in interest
rates have changed the necessary near-term budget assumptions,
but for the most part, the economy has performed close to the admin-
istration’s forecasts in the short period to date.

Whether the economy will trouble the administration’s assumptions
over a longer period is something that we can’t know until after the
fact. Congress is in a position with the able assistance of Ms. Rivlin’s
staff to make assumptions of its own.

In terms of the social security system, the posture or the guideline
that I'm suggesting is to make social security planning in the short
run based upon the pessimistic economic assumptions and then, as
we all hope, if those pessimistic assumptions are not realized, we will
have made a start at addressing the longer term problems of the
social security system which must before too long be addressed.

Representative Lona. The thing that surprised me as we went
through your statement was that knowing you, like us, are not en-
titled to the position that Ms. Rivlin finds herself, without having to
make recommendations, that other than general recommendations
with respect to structural approaches to the problem, I find no rec-
ommendations at all. I find no justification or attempt to justify the
administration’s recommendations made last May. I find no arguments
attempting to justify those at this time. I find at the bottom of page 9
and a substantial part of page 10 three different ways in which the
problem could be approached.

I wonder, though, particularly since I can’t find anything that
would support your statement—or nothing in your statement that
would support a suggestion that major structural changes are really
required to insure the integrity of the system. Indeed, it appeared to
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me that you were in agreement with what Ms. Rivlin was suggesting,
that short-term technical financial arrangements aside, the big ques-
tion is, what political decision we want to make? Do we want to reduce
the benefits, which is a political choice, in order to meet the other
objectives of the administration such as higher defense spending and
a smaller Federal sector. Is this correct?

Mr. NiskanEN. Congressman Long, you have correctly noted that
my paper does not address the major policy alternatives. I did that for
two reasons. One is that my letter of invitation from Chairman Reuss
was to specifically address the effect of economic conditions on the
social security system during the next several years and, second, I'm
not the administration spokesman on social security. I understand
Secretary Schweiker will be testifying before you tomorrow and will
be pleased to answer your questions. I did want to discuss the economic
conditions and considerations that bear upon your choices. I think
that the administration’s proposal last May, which was made to
address both the short-term and long-term problems of the social
security system, deserve serious consideration.

At the same time, a resolution of these important problems should
be based upon a broad, bipartisan concensus in both Houses of Con-
gress, and we would look with favor to build on the recommendations
that have been developed by Congressman Pickle, Senator Armstrong,
and others. That is the only way that we will address these longer term
problems.

You are correct in saying that, in the short run, we have to do inter-
fund borrowing and, if we’re lucky, we can get away with that. That
is not a prudent, course of action, however. A more prudent course of
action would be to address the shortrun problem in a way that gives
us high confidence of assuring a continuation of benefits in each of
these categories for the next several years, plus gives us a head start
on addressing the much more difficult longer term problems.

Representative Long. Thank you. My time has expired. Thank you,
Congressman.

Representative HamiLton. Mr. Niskanen, let me simply observe
this very prudent and major course that you recommend for us in
Congress is not exactly advanced when the Budget Director comes
before us and says that the most devastating bankruptcy in history
is going to occur. That does not exactly set a climate for careful, meas-
ured, prudent deliberation on social security problems.

Congresswoman Heckler.

Representative HEckLER. I would like to pursue the question of
the disincentive to employment built into the social security system.
It seems to me the greatest disincentive on the part of older people is
the earnings limitation. It is not the amount of the withheld taxes.

Mr. NiskanEN. That’s correct. The earnings limitation in effect
imposes a very high marginal tax rate on elderly people.

epresentative HECKLER. Now if we were to change the earnings
limitation, have you worked out what the ramifications of that would
be in terms of a healthy system?

Mr. Niskanen, I think there is a prospect of substantial increase,
maybe returning somewhat to earlier historical levels of labor force
participation of the aged. We have not done the formal econometric
studies that seem to make people feel more confident than they should
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on that matter, but I think there is reason to believe that there would
be a substantial increase in the labor force participation of the aged.
That would, in turn, pay for part of the cost to the social security
system of eliminating the earnings test, because i1t would return
money both to the social security system and to general Federal
revenues.

I don’t expect that the effect would be large enough to pay for
itself, and so it would have some net cost to social security. The admini-
stration’s estimate, as I recall, is that it would lead to maybe $5 or
$6 billion cost to social security, but I think both in terms of the
fairness of the system to individuals and in terms of the consequences
on the economy, I think we should strongly consider eliminating the
the earnings test and take whatever other measures are necessary to
paﬁfor those costs.

epresentative HECKLER. Would it be possible for you to provide
the committee with some statistics and computations to stand behind
the statement you’ve made?

Mr. Niskanen. We will do what we can on that

Representative HECkLER. I really feel I'm beginning to have a
different perspective on the whole issue of social security as a result
of your statements and it seems that aside from the question of the
individual recipient there is the question of the aging process in
America and the changing viability and dynamism of the older
population. I have been informed that the World Health Organization
di(f a study of the aging process in comparable societies and found
in the industrialized enviromnent in which we live and in other
countries such as Canada, Japan, and Western European countries
that the average individual who avoids or is fortunate enough not
to be plagued with heart problems or cancer that for that individual
in these societies with the level of health care and nutrition, that
the aging process begins at 80. This is a study that was actually
documented by the World Health Organization and mentioned to
me by the president of that organization.

Now I wonder, has the private insurance industry done any re-
examination of our aging statistics in their consideration of whether
65 should be that magical year or tragic year of becoming old? Is
there a revision in our own actuarial thinking on the process of aging?
There has to be, obviously.

Mr. N1skaneN. The age 65 has a interesting historical background.
It was chosen by Bismarck when he established the German social
security system at a time when the expected life of people once they
reached age 65 was only 5 years, and most poeple dieé) before that age.

Now a most fortunate fact of our lives is that we expect to live
longer and once we reach 65 we expect to live much longer than was
formerly the case. Americans, as well as people elsewhere in the world,
are much healthier. That creates problems which we have to resolve
one way or the other for the private pension systems and the social
security system as well. One of the most telling ratios I have seen
recently is when social security was founded something like 6 percent
of the American population was over 65. Right now that number
is 12 percent. By the turn of the century it will be 18 percent. So the
fraction of our population 65 and over will have tripled from the time
social security was founded to sometime around the end of the cen-
tury; and that is the most important reason for the longer term prob-
lemand why that issue shouldn’t be put off very much longer.
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Representative HeckLEr. Is there anything happening in the
private sector in pension funds and in the pension industry to consider
a revision in the determination of that triggering date of 65?

Mr. Niskanen. Well, as you know, Congress itself has changed
the date of the required mandatory retirement in most occupations
from 65 to 70, reflecting I think a realistic change in the health status
and expected life of people and the changes that have happened over
the last 30 or 40 years.

That will, over time, affect private pension plans as well. I think
that there were some interesting questions raiseg earlier to Ms. Rivlin
about the private pension plans versus social security. I think it is
important to recognize that they are enormously different in character.
Private pension plans, for the most part, are mostly funded. The
average unfunded liability of private pension plans could be paid by
3 or 4 months of 1 year’s profits of the company. The unfunded
liability of the social security system is on the order of $2 trillion,
which is about eight times the annual outgoes of the social security
system. And, in fact, private pension plans, which sometimes do
fail but which are now at least substantially insured, are in good
financial health and have made major contributions to savings in
our economy compared to the social security system.

Representative HEckLER. Thank you, Congressman.

Representative Hamiuton. Thank you very much, Mr. Niskanen.
We have appreciated your comment on the way the economic con-
ditions bear on the social security system. You have made some
helpful suggestions to us and observations. We thank you for your
testimony.

Mr. NiskaneN. Thank you.

Representative HamirTon. The next witness will be Henry Aaron
of the Brookings Institution. Mr. Aaron is a former chairman of the
1979 advisory council on social security. We are very pleased to have
you before us and we look forward to your testimony.

STATEMENT OF HENRY AARON, SENIOR FELLOW, THE BROOKINGS
INSTITUTION, AND PROFESSOR OF ECONOMICS, UNIVERSITY OF
MARYLAND, COLLEGE PARK, MD.

Mr. Aaron. I thank you very much, Congressman.

I would like to start with three commonly accepted facts about
the social security system.

The first fact is the social security system is running a large deficit
and soon it’s going to run out of money. The second fact is that taxes
are going to have to be increased immediately and continuously
to cover a growing aged population. And the third fact is that when
the baby-boom generation retires, starting about 2005, enormous
increases in taxes will be necessary to pay for the benefits promised
under current law.

Each of these three commonly believed assertions is false. I would
like to use my time to explain why they are false and to try to put
the present financing issues relating to social security in a somewhat
clearer perspective than has been done in a number of public
statements.
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When I’m done, I shall advocate some reductions in social securit;
benefits, but I believe we should undertake any changesin a meabsuredY
sober manner, unafflicted by calls to hysteria regarding the financial
condition of the system.

First, the social security system, including retirement and survivors,
dlsablhty, and hospital insurance in 1981 is in surplus, not deﬁmt
by about $1.8 million, based on the administration’s assumptions;
by $200 million based on CBO’s projections. Going forward to the
succeeding 3 years, the surplus will accumulate to $20 billion if you
accept the administration’s projection; under CBO’s projection
there will be a deficit in the next 3 years of about $7 billion.

Representative HamiLTon. Excuse me. You've got $1.8 million
in the assumptions used in the administration’s review and only
$200 million if you use CBO’s?

Mr. Aaron. That is correct for 1981,

Representative Hamirron. The admmlstrauon has more optlmlstlc
projections?

Mr. Aaron. That is correct, and that is what creates the greater
surplus in 1981.

Representative HamiLTon. I see. OK.

Mr. AaroN. Now under both CBO and the administration’s fore-
cast, surpluses begin in 1985, larger ones if you accept the administra-
tion’s scenario, smaller ones under CBO. That means that the current
problems of social security result from two things. The first is a mis-
allocation of revenues among the three funds, with the OASI fund
shortchanged, and the DI and HI funds in sizeable shortrun surplus;
and the second is the depletion of past social security reserves, be-
cause of past recessions and the inflation-producing price increases
of OPEC. If reserves were higher, we would not be concerned about
the present situation. With adequate reserves and with the projected
surpluses of $76.9 billion between now and the end of 1986 under
the administration’s assumptions and a surplus of $20 billion between
now and the end of 1990 under CBQ’s assumptions, anyone who
cried jeremiads about the threat of the biggest bankruptcy in history
would properly be ignored.

Concerning the second so-called fact about social security, the cost
of social security benefits, measured as a percent of covered wages,
will not rise for nearly 30 years. Even people who hold responsible

ositions seem to be unaware of the fact that for the next three decades,

avorable demographic events will hold the cost of current social
security benefits at or below the level they have reached this year.
Taking the projections II-A and II-B of the recently released trustees’
reports, the cost of social security benefits will be 11.3 percent of
payroll in 1981 and about 11.45 percent in 1982. Under projection
II-A, these levels will not be reached again until about 2010, and
under projection II-B the cost will oscillate between 11.1 and 11.88
percent of payroll until after 2010.

The reason for this 30-year respite is the one to which Alice Rivlin
alluded earlier; the baby boom generation is going to be in the labor
force and WOI‘klng full time during this period and the much smaller
cohorts born during the 1920’s and 1930’s—and, along with Ms. Rivlin,
I had the sense to be born in one of those as well—will be retiring and
keeping costs relatively low.
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The final point is that if presently legislated OASDI benefits—I’m
not speaking of health benefits—are not modified, the tax increases
necessary to pay for those benefits are significant, but easily support-
able by a growing economy. According to the 1981 trustees’ report,
retirement, survivors, and disability insurance will cost two percentage
points of GNP more in the year 2030 than they cost this year. That
means that if we were willing over the next 50 years to permit taxes
to rise by 1 percent of GNP we would pay for existing benefits. This
change is not minor—1 percent of GN g 1s a lot of money—but it is
half of the increase in the share of gross national Government repre-
sented by Federal expenditures that occurred between 1970 and 1975
or the decrease that is projected to occur between 1981 and 1984.

My own view is that some long-term reductions in benefits should
be enacted now, but no one should doubt the financial capacity of this
country to meet its obligations under current law. The tax increases
necessary to meet them, which we can spread over 50 years, are no
larger than those which in fact occur over very brief periods of time.

Were it not for the depletion of social security reserves, the economic
projections of the administration and CBO would not be a cause
for any concern about social security.

But reserves have been depleted. Congress for good reasons regards
separate financial accounting for social security as important. As a
result, the system could run into problems if economic events turn
out less favorably than the administration or CBO projects. The
question is what we should do about it.

The first thing Congress should do is straighten out the misalloca-
tion of reserves among the three funds by interfund borrowing or by
reallocating revenues. The present distribution is based on past
projections by the actuaries tgat they take great care not to call fore-
casts. Their projections turned out not to be accurate. Decisions based
on them should be corrected immediately.

Beyond this essential step, Congress faces three broad alternatives:
One, 1t can raise payroll taxes, a course that has no appeal in the pres-
ent political climate and that I am not recommending.

Two, it can make permanent and immediately effective cuts in bene-
fits, as the administration has urged. This course has several draw-
backs. It would violate the important principle that people should be
given ample warning before cuts in benefits are put into effect. The

articular benefits proposed by the administration are hard to defend,
or reasons that I indicated in remarks made before the Select Com-
mittee on Aging of the House of Representatives on May 20, 1981.
I attach a copy of those remarks for inclusion in the record. Finally,
they will be unnecessary on financial grounds if economic events are
?30 Sss favorable than those foreseen by either the administration or
BO.

Three, the third course is either to adopt structural changes in the
financing of social security, desirable on other grounds, that would
improve the ability of social security to withstand bad economic news,
or to put in place safety valves that would come into play only, if
reserves drop to an unacceptably low level. In the first category
the past two advisory councils on social security, one appointed under
President Ford, one under President Carter, and the National Com-
mission on Social Security all have advocated that general revenues be
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used to pay for part or all of medicare. Medicare benefits are unrelated
to earnings; the rationale for using an earnings-related tax to pay for
hospital insurance, therefore, is much weaker than it is for earnings-
related retirement, survivors, and disability insurance. If general
revenues were allocated to medicare, an equivalent amount of pay-
roll taxes could be shifted to the cash benefits programs. This ste
would have no effect on the deficit of the Federal Government.
decision to replace as little as one-fifth to one-fourth of the medicare
roll tax with general revenues would be sufficient to protect social se-
curity against serious economic adversity.

In the category of safety valves there are at least two possible
measures. The most effective would be to authorize the social security
trust funds to borrow from the Treasury if revenues dropped to un-
acceptably low levels, subject to strict conditions for repayment and, if
necessary, for either tax increases or benefit cuts to make repayment
possible. Less powerful, but nonetheless desirable, would be to stipulate
that annual adjustments in currently payable benefits be limited to
the lesser of the rate of increase in prices or in wages. This measure
would provide protection against the kinds of recessions we have
experienced in the 1970’s caused by supply shocks external to the
United States from OPEC and draught; but it would not provide
protection against ordinary recessions when, typically, wages continue
to rise faster than prices.

The present benefit formula guarantees higher benefits for workers
who retire at later dates with the same earnings history than for
workers who retire at earlier dates. This pattern arises because new
benefits not only rise with prices, but also reflect increasing pro-
ductivity. For reasons set forth in the attached statement appended
to the report of the last advisory council, joined by former CEA
Chairman Gardner Ackley and the three business representatives on
the council, I urge that after a suitable period of warning, the formula
used in computing initial benefits be increased automatically only
for prices. I believe that such a change would enable Congress to
respond to changing priorities in social security benefits—such as an
improvement in the relative benefits for two-earner families—without
boosting costs as much as would be necessary if such changes were
piled on top of present law.

I’'m wondering if I ought to leave my last paragraph out in view
of the reception I received when I advocated this position in the past,
but I really can’t resist expressing

Representative Hamivron. It’s enormously popular among some
people, Mr Aaron.

Mr. AaroN. Yes, I know. Perhaps I'll simply leave the proposal
to include a portion of social security benefits in taxable income
in my prepared statement.

Representative Hamivron. Thank you, Mr. Aaron.

[The prepared statement of Mr. Aaron, together with an outline
and an attachment, follow:)
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Preparep STATEMENT oF HEXRY AArRON¥

As everyone “"knows™, 1) the social security system is running a
large deficit and will soon run out of money, 2) taxes are going to have
to be increased immediately and continuously to cover a growing aged
population, and 3) when the baby-boom generation retires starting about
2005, enormous increases in taxes are ncessary to pay for the benefits
promised under current law.

Each of the three commonly believed assertions in the preceeding

paragraphs is false. I want to use my time before this committee to

explain vhy they are false. Understanding the facts is important
because inflated rhetoric bordering on hysteria is misleading and
frightening the American public into believing that the social security
system must be cut for financial reasons. My own view is that some
reductions in promised social security benefits are called for.

Congress should decide now what cuts it thinks desirable on programmatic
grounds and make these changes effective after beneficiaries have been
given suitable warning. But, neither Congress nor the American public
should believe that cuts in social security benefits are necessary
because we cannot afford them.

(1) The social security system —— including retirement and

survivors, disability, and hospital insurance -— is in surplus, not

deficit. Combined revenues of the three trust funds will exceed
expenditures in 1981 by $1.8 billion if the assumptions used in the
administration”s mid-session review turn out to be correct and by $200
million if CBO”s assumptions are correct. The picture for the
succeeding three years 1s less certain, a cumulative.surplus of more
than $20 billion if the administration”s projections turn out to be
*Henry Aaron was Chairman of the 1979 Advisory Council on Social Security

and is a Senior Fellow at the Brookings Institution and Professor of
Economics at the University of Maryland.
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correct, a deficit of just over §7 billion if CBO"s projections are
correct. Under either set of assumptions, surpluses begin in 1985,
large ones given the administration”s forecasts, smaller ones under
CBO 8.

The current financing problems are a result of 1) a misallocation
of revenues among the three funds, with the‘OASI fund shortchanged, and
the DI and HI funds in sizeable short-run surplus; and 2) the depletion
of past social security reserves, because of past recessions and the
inflatfon-producing price increases of OPEC. If reserves were higher,
we would not be concerned about the present'31Cuation. With adequate
reserves and with the projected surpluses of $76.9 billion between néw
and the end of 1986 under the administration”s assumptions and a surplus
of $20 billion between now and the end of 1990 undef CBO"s assumptions,
anyone who cried jeremiads about the threat of the biggest bankruptcy in

history would properly be ignored.

(2) The cost of social security benefits (measured as a percent of

covered wages) will not rise for nearly 30 years. Even people who hold

responsible positions are unaware of the fact that for the next three
decades, favorable demographic events will hold the cost of current
social security benefits at or below the level they have reached this
year. As always, the brojections depend on assumptions. But, if we
focus on the central two projections of the 1981 Trustees Report
(projections II-A and 1I-B), the cost of social security benefits will
be 11.3 percent of payroll in 1981 and about 11.45 percent in 1982.

Under projection II-A, these levels will not be reached again until
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after 2010, and under projectionslI-B the cost will oscillate between
11.1 and 11.88 percent of payroll until after 2010.

The reason for this thirty-year respite is that the children of
the baby-boom generation will be in the labor force and the much smaller
cohorts born during the years between 1915 and 1945 will be retiring.

It is true that when the baby-boom generation retires, costs will
increase sharply and we may wish to cut promised benefits or to permit
already legislated tax increases go into effect to build up reserves in
anticipation of that event. But the bottom line 1is that the cost of
social security benefits will not rise perceptibly and perhaps not at

all, for thirty years.

(3) 1f presently legislated OASDI benefits are not modified, the tax

increases necessary to pay for those benefits are significant, but

easily supportable by a growing economy. According to the 1981 trustees

report, retirement, survivors, and disabilityAinsutance will cost two
percentage points of GNP more in the year 2030 than they cost this year.
That means that if we were willing over the next fifty years to permit
taxes to rise by two percent of GNP we could pay for existing benefits.
This change is not minor -- two percent of GNP is a lot of money —- but
it 1s no larger than the increase in the ghare of gross national
government represented by federal expenditures that occurred between
1970 and 1975 or the decrease that is projected to occur between 1981

and 1984,
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My own view is that some long-term reductions in benefits should
be enacted now, but no one should doubt the financial capacity of this
country to meet its obligations under curreant law. The tax increases
necessary to meet them, which we can spread over fifty years are no

larger than those which in fact occur over very brief periods of time.

Implications for Action: Short Run

Were it not for the depletion of social secur1t§‘feserves, the economic
projections of the administration and CBO would not be a cause for any
concern about social security.

But reserves have been depleted. Congress for good reasons
regards separate financial accounting for social security as important.
As a result, the system could run into problems if economic events turn
out less favgtably than the administration or CBO projects. The
question is what we should do about 1it.

The first thing Congress should do 1s straighten out the
misallocation of reserves among the three funds by interfund borrowing
or by reallocating revenues. The present distribution is based on past
projections by the actuaries that they take great care not to call
forecasts. Their projections turned out not to be accurate. Decision
based on them should be corrected immediately.

Beyond this essential step, Congress faces three broad
alternatives. 1) It can raise payroll taxes, a course that has no
appeal in the present political climate and that I am not recommending.
2) It can make permanent and immediately effective cuts in benefits, as

the administration has urged. This course has several drawbacks. It
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would violate the important principle that people should be given ample
warning before cuts in benefits are put into effect. The particular
benefits proposed by the administration are hard to defend, for reasons
that I indicated in remarks made before the Select Committee on Aging of‘
the House of Representatives on May 20, 1981; I attach a copy of those
remarks for inclusion in the record. Finally, they will be unnecessary
on financial grounds if economic events are no less favorable than those
foreseen by either the administration or CBO.

3) The third course is either to adopt structural changes in the
financing of social security, desirable on other grounds, that would
improve the ability of social security to withstand bad economic news,
or to put in place safety valves that would come into play only 1if
reserves drop to an unaceeptably low level. 1In the first category, the
past two advisory councils on social security, one appointed under
President Ford, one under President Carter, and the National Commission
on Social Security all have advocated that general revenues be used to
pay for part or all of medicare. Medicare benefits are unrelated to
earnings; the rationale for using an earnings-related tax to pay for
hospital insurance, therefore, is much weaker than it is for
earnings-related retirement, survivors, and disability insurance. If
general revenues were allocated to medicare, an equivaleant amount of
payroll taxes could be shifted to the cash benefits programs. This step
would have no effect on the deficit of the federal govermment. A
decision to replace as little as one-fifth to one-fourth of the medicare
payroll tax with general revenues would be sufficient to protect social

security against serious economic adversity.

88-829 0 - 82 - &
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In the category-of safety valves are at least two possible
measures. The most effective would be to authorize the social security
trust funds to borrow from the Treasury 1f revenues dropped to
unacceptably low levels, subject to strict condifions for repayment and,
i1f necessary, for either tax increases or benefit cuts to make repayment
possible. Less powerful, but nonetheless desirable, would be to
stipulate that annual adjustments in currently payble benefits be
limited to the lesser of the rate of increase in prices or in wages.
This measure would provide protection against the kinds of recessions we
have experienced in the 1970s caused by supply shocks external to the
United States from OPEC and draught; but it would not provide protection
against ordinary recessions when, typically, wages continue to rise

faster than prices.

Implications for Action: Long Run

The present benefit formula guarantees higher benefits for
workers who retire at later dates with the same earnings history than
for workers who retire at earlier dates. This pattern arises because
nevw benefits not only rise with prices, but also reflect increasing
productivity. For reasons set forth in the attached statement appended
to the report of the last advisory council, joined by former CEA
chairman Gardner Ackley and the three business representatives on the
council, I urge that after a suitable period of warning, the formula
used in computing initial benefits be increased automatically only for
prices. I believe that such a change would enable Congress to respond

to changing priorities in social security benefits -=- such as an



79

improvement in the relative benefits for two—earner families —— without
boosting costs as much as would be necessary if such changes were piled
on top of present law.

Finally, I‘canuot close without expressing regret at continued
congressional unwillingness to subject even part of social gecurity
benefits to tax. Taxing half of benefits would affect no age-65 retiree
dependent exclusively on social security. The revenues from taxing half
of social security benmefits, if returned to the trust funds, would go
far toward protecting social security reserves against stormy economic
weather. Rather than making the Draconian cuts in social security that
the administration has proposed, would it not be preferable to treat
social security the same way we treat private pensions, allow
beneficiaries to recover tax free the portion of thelr benefits that
they have paid for out of after—tax dollars and include the rest in
aajus:ed gross incomes, and return the proceeds to the soclal security

trust funds?
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Outline of Testimony
of
Henry Aaron

Before the Select Committee on Aging
U.S. House of Representatives

May 20, 1981

*Henry Aaron was Chairman of the 1979 Advisory Council on Social
Security and- is a Senior Fellow at the Brookings Institution and
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Mr. Chairman, 1 should like to make the following six points regarding the

President’s proposed reductions in social security benefits:

e The reduction in social security benefits sought by the Administration
in its budget amendments and May 12 announcement would reduce benefits
by more than twenty-three percent. These cuts are more than twice as
large as necessary to close the long-run deficit under current law.

If one agrees with the Administration's short-run economic forecast,
nothing other than interfund borrowing is necessary to deal with the
short-run financing problem.

e The reduction in benefits for early retirees would leave those who
retire at age 62 in 1987 with benefits 43 percent smaller than those
payable under current law. No age 62 retiree in 1982, single or
couple, would receive a benefit as high as the official poverty threshold.
Moreover, the abruptness of the proposed implementation of the cuts
would reduce benefits for millions of persons on the eve of their re-
tirement.

o The Administration proposes to eliminate age, education, and experience
as criteria for determining disability. Of those who apply for disability,
more than seventy percent are now refused -- up from fifty-three percent
six years ago. Of those refused, eighty percent never work regularly
again. Disability insurance is not unduly soft. On the basis of recent

experience, there is no need to tighten the eligibility criteria.
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@ The proposed increase in the required proportion of recent quarters
applicants for disability insurance must have worked to be eligible
for benefits would have major effects on the eligibility of women.

For example, a woman who quits work to have a baby and returns to work
on her child's third birthdaf never loses eligibility under current
law. Under the new proposals, this woman would lose eligibility

when the child is two years old and would not regain it until seven
years after she returned to work.

¢ The Administration proposes to reduce replacement rates because they
are higher today than they were in 1972. However, the average $359.25
benefit paid at the end of 1980 does not seem to be too generous to
many people. Moreover, the size of the cut depends on the actual
rate of inflation and wage growth; if prices and wages rise 3 percentage
points more per year than the Administration assumes, replacement rates
will be cut fifteen percent on the average.

e Other methods of dealing with the short- and long-run problems of
social security are at hand -- correction of the overindexing of
benefits in the recent past, use of general revenues to pay for part
of Medicare as urged by the last two advisory councils and the National
Commission on Social Security, a gradual, increase in the age at which
unreduced benefits are paid starting in the year 2000, and taxation of
part of benefits -- and the time has come to extend social gecurity
coverage to all workers. These steps would improve the structure of
social security, give beneficiaries fair warning of planned changes,
and put the system on sound financial footing for the next seventy-five

years.
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Supplementary Statement
On the Future Courss of the Replacement Rate

By Mr. Aaron, Mr. Ackley, Ms. Falvey,
Mr. Porter and Mr. Van Gorkom

In 1877 Congress enacted a system for adjusting social security
benefits over time which assures that workers with any given level
of real earnings, who reach retirement In successively later years,
will receive progressively higher real benefits. it chose this
method of adjustment because it concluded that the ratio of
soclal security benefits to wages—l.e., the “replacement rate”
—for workers at any given relative position in the earnings dis-
tribution should remain the same in the future as.it is today. An
implication of this method of adjustment is that workers at any
given level of real earnings will receive progressively higher
benefits, through operation of the weighted benefit formula.

Based on the projections of the Social Security Administration,
under present law, a single worker with average monthly eatn-
ings of $1,000 who retires in 1980 will receive a basic monthly
benefit of $433 in 1980 dollars; a worker with the same real
earnings history who retires in 1895 would receive $471, one
who retires in 2025 would receive $570, and one who retires in
in 2045 would receive $670 (all of the above expressed in 1880
doltars).* The Justification advanced for such increasing bene-
fits Is that a worker who earns $1,000 per month is better off in
1980, relative to other workers, than would be a worker with the
same real earnings in 2000, and much better off than a worker
with the same real earnings would be in 2025 or 2045. We
understand this argument, and it has some merit.

Our proposal would retain the present method of adjustment
for the riext 15 years, 8o that all workers approaching retirement
age would have ample notice about the change in the benefit
formula that we propose. But we recommend the enactment now
of an alternative adjustment mechanism that would come into
effect in 1995, and that would automatically assure successive
generations of retirees who have the same real earnings history
the same real benefit. Thus, retirees with average earnings of
$1,000 a month in all years after 1935 would receive a benefit of
$469 (in 1980 dollars). Enactment of this proposal would leave to
successive Congresses the opportunity to decide whether work-
ers with a given real earnings history should receive increased
real benefits, and to Impose the taxes necessary to pay for
them. We support this modiication in the benefit formula for two
reasons.

Our first reason is based on our judgment that future Con-
gresses will be better equipped than today's Congress to deter-
mine the appropriate leve! and composition of benefits for future
generations, Beginning early In the 21st century, the ratio of
social security beneficlaries to active workers Is projected to
increase sharply. The cost of OASDI benefits under present law
will rise from 10.3 percent of covered payroll in 1980 to 12 per-
cent In 2010 and 16.8 percent in 2030, and would average 16.3
percent over the period 2029 to 2053. The cost of benefits under
the alternative formula we are here proposing would remain vir-
tually unchanged at an average of 12.2 percent of payroll over
the period 2029 to 2053. if this formula were adopted, we fully

* For single work with ge res! Ings of $1,500 (In 1980 dollars),
the basic benefit would be $538 In 1982, $631 In 1995, $730 in 2025, and
$828 in 2048,
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anticipate that later Congresses would indeed elect to increase
real benefits as real wage levels rise over time. We doubt, how-
ever, that they would choose to do 8o in the precise way implied
by the present method of automatic adjustment, nor that the
average percentage increase would necessarily be the same as
present law prescribes. Congress might elect to give more to
certain groups of beneficiaries than to others, or to provide pro-
tection against new risks that now are uncovered. But precisely
because we cannot now forecast what form those desirable
adjustments might take, we feel that the commitment to large
increases in benefits and taxes implied under current law will
deprive subsequent Congresses, who will be better informed
about future needs and preferences, of needed flexibility to
tailor socia! security to the needs and tastes of the generations
to come.

Our second reason is that, as per capita income rises, the
case for increasing the amount of mandatory “saving” for retire-
ment and disability through social security is far weaker than
was the rationale for establishing a basic floor of retirement and
disability protection at about the levels that exist today. .

At levels of rea! income prevailing in the 1930s (or perhaps
even the 1950s), it can we!ll be argued that it was appropriate,
indeed, highly desirable—perhaps even necessary for the pres-
ervation of our society—that government should, by law, have
guaranteed to the aged and disabled and their dependents re-
placement incomes sufficient to avoid severe hardship, and to
have required workers (and their employers) to finance this sys-
tem with a kind of “forced saving" through payroll tax contribu-
tions. But as real incomes continue to rise, it is not so easy to
justify the requirement that workers and their employers “save”
through payroll tax contributions to finance ever higher replace-
ment incomes, far above those needed to avoid severe hardship.
Perhaps not all workers will want to save that much, or to save
in the particular time pattern and form detailed by present law;
some may preter to save in quite different time patterns, or in
forms involving quite different tradeoffs between risk and prob-
able return. The case for government compulsion is not easily
justified when it requires, as does present law, a maximum
earner retiring in 2045 to guarantee himself an annual social
security retirement income of $18,950 in 1978 prices, and to sup-
port, through a redistributive tax and benefit system, a retire-
ment benefit for a minimum wage earner of $7,750 a year (in
1978 prices). The purchasing power of the benefit paid the
minimum wage worker In 2045 is roughly what the maximum
earner retiring in 1979 is guaranteed. This compulsion is espe-
cially questionable when we recall that, by that time, a com-
bined payroll tax rate of around 16.5 percent on workers and
employers will probably be required to support such benefits.

Some may argue that this generation need not make such
a decision for its descendants. When the time comes, if the
benetit level begins to seem unnecessarily high, it can be low-
ered. However, given the appropriate reluctance to alter benefit
levels downward, except with a very long lead time, there is an
obligation to act now, even though the first (extremely modest)
difference in retirement benefits would only begin to occur for
persons retiring after 1995. If, as 1995 approaches, people shou!d
decide to allow payroll tax rates to increase substantially after
about 2005, so as to provide benefit levels close to those now
in the law, it will be little problem to amend the law to provide
income replacement at the now-scheduled levels.
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Representative Hamirron. What’s the margin of safety that we
ought to have in the social security system?

Mr. Aaron. The answer is enough of & margin of safety to guarantee
the payments that you think are desirable on social grounds get made.
That principle has different implications depending on the state of
the trust funds.

At the present time, trust funds are depleted and as a practical
matter you can’t build them up very fast. That means that some
margin of safety has to come from sources other than the trust fund
if present benefit obligations are going to be met. That is why I recom-
mended one of the two broad approaches described in my testimony;
either borrowing authority or some infusion of general revenues into
medicare. Over the longer haul, I believe it would be desirable to
build up the trust funds. As a steady state, long-term goal I would aim
for a reserve of & minimum of 75 percent of 1 year’s outlays, but as
a practical matter, it’s going to take a long while to get there.

Representative Haminton. If you were sitting in the Congress now,
what set of economic projections would you use to shape the social
security system?

Mr. Aaron. I would base my design of the program on the tax
rates that I think will be necessary against the background of the
economic projections I think most likely, and that would be something
in the vicinity of the CBO forecasts.

Now I believe Mr. Niskanen is correct in suggesting that just doing
that would be imprudent, even with interfund borrowing. The question
is what you do to become prudent. The administration has said let’s
cut benefits permanently by over 20 percent, which is what the May
proposals cumulated to. I think Congress should take a look at the
social security system, decide whether 1t thinks the benefits are overly
generous—and 1n doing that calculation I would point out that the
new benefits for newly entitled beneficiaries, retirees, are about $360
a month. If, as I think you should, you conclude that they are not
excessively generous, then I think you have to look for safety valves
other than cutting benefits. The provisions for borrowing from the
Treasury with repayment arrangements stipulated or the use of
general revenues in a limited fashion to pay for a portion of medicare
benefits would be the preferred ways to go.

Representative Hamiuron. Your short-run solutions are interfund
borrowing, borrowing from the Treasury, and some adjustment in
the benefits limiting those benefit adjustments to the increase in
prices—or the lesser of the increases in price or wages?

Mr. Aaron. My short-run adjustments would not include the
latter conditions.

Representative Hamiuron. You're saying that with the borrowing
from the Treasury and the interfund borrowing alone we would be
able to get through?

Mr. Aaron. That is correct.

Iiﬁpresentative HamivTon. And what do you do about the long-run
problem?

Mr. AaroN. The long-run problem is one I believe should be dealt
with through adjustment in the provisions for automatically in-
creasing the formula used in computing initial benefits.

Representative Hamiuron. And that would be sufficient?
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Mr. Aaron. That would be sufficient to take care of the long-run
problem.

Representative Hamiuton. Even with that baby boom becoming
a senior boom at the turn of the century?

Mr. Aarown. That is correct. The result would be almost no in-
crease in the cost of social security measured as a percent of payroll
over most of the planning horizon.

Representative Hamintion. You don’t accept business of prudence
and the worst case scenario that we have heard about previously
this morning?

Mr. AaroN. I don’t think it is the basis for cutting benefits, but
I feel very deeply that if, through failure to enact sufficient safety
valves at the present time, this issue is back on your agenda in 2 or
3 years, the fate of the social security system will be put in jeopardy.
For that reason, I believe it would be a grave error to rely exclusively
on interfund borrowing. There is a nontrivial chance that economic
events will turn out worse than CBO is projecting and assuredly
nontrivial chance that they will turn out worse than the administration
is projecting. If that happens, interfund borrowing may not be enough.
The damage to public confidence that would arise from the dashing
of a second round of assurances about the financial integrity of
social security that I’m sure will accompany the next round of leg-
islation could be fatal to the system.

Representative HamiLton. Congressman Long.

Representative Liong. Thank you, Congressman.

Mr. Aaron, I want to compliment you on having the political
courage to go a different direction than most everybody else is going
with respect to this problem. I think your analysis of it—I’m not
expert in this—it seems to me confirms a suspicion that I had in the
back if my mind which I was talking to Mr. Niskanen about, and
that is that perhaps the administration really wants to reduce benefits
as a political choice in order to meet their other objectives, and that
the appearance by the Budget Director hollering, to the extent
that he does, ‘“Chicken Little, the sky is falling; the sky is falling’’;
is a common political technique that is used for doing such things
as that. I’'m not asking you to comment on that, but I’'m suggesting
that it does to some extent confirm my suspicions in that regard.

Thank you, Congressman, and thank you, Mr. Aaron.

Representative HamivroN. Thank you very much, Mr. Aaron.

The committee stands adjourned.

[Whereupon, at 12:05 p.m., the committee adjourned, subject to
the call of the Chair.] :
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for administration; Francis McGrath, Douglas N. Ross, Mary E.
Eccles, and Chris Frenze, professional staff members.

OPENING STATEMENT OF SENATOR JEPSEN, CHAIRMAN

Senator JEPSEN. The subcommittee will please come to order.

This morning the Subcommittee on Monetary and Fiscal Policy
meets to examine the economics of social security and its relation-
ship to employment, saving, and retirement. I am pleased to welcome
Secretary Schweiker and other distinguished witnesses. I look for-
ward to a stimulating discussion of an issue which is of great concern
to millions of Americans.

One point I am especially interested in discussing is the relation-
ship between social security and interest rates. As we all know, the
administration has suggested delaying the inflation adjustment for
social security recipients next year in order to reduce the budget
deficit, and, hopefully, restore some stability to financial markets.
Needless to say, this suggestion has not been greeted enthusiastically
by the millions of Americans receiving social security benefits or
looking forward to retirement.

Perhaps if we knew with certainty that the projected budget
deficit was the only factor causing our high interest rates, and social
security was the only place in the budget to make cuts, I would
feel better about the administration’s proposal. Despite what some
on Wall Street tell us, the budget deficit is not the only cause of
high interest rates, and there are certainly other areas of the budget
to cut besides social security.

If we are truly interestec{ in bringing interest rates down again we
should be looking at the whole range of options, and not just focusing
exclusively on cutting social spending. We need to look at monetary
policy, off-budget spending, and we must expedite the reform that's
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taking place in regard to Government regulation. We must also
consider the effects of inflation and the dismal rate of saving in this
country.

I fully agree with the need to reduce Government’s slice of our
Nation’s economic pie. I feel we have already made an important
start in this direction and we should press forward with the President’s
economic program in a balanced and thoughtful way. Furthermore,
I agree with the necessity of strengthening the social security system
to 1nsure its financial soundness. However, I am not convinced that
this requires benefit reductions for those people currently receiving
social security. This is particularly true when we are talking about
cutting social security as a sop to the ‘“Chicken Littles” on Wall
Street and the “Nervous Nellies” right here in Washington, rather
than discussing the issue of strengthening the social security system.

I would remind everyone that interest rates hit current record levels
last December and have been virtually unchanged since May. In
the interim the budget has been cut by $35 billion without having any
noticeable impact on interest rates. So, what reason do we have to
believe that a few billion dollars worth of social security cuts next
year will necessarily produce lower interest rates? I, for one, do not.

Some are now suggesting that we renege on the tax cut to reduce
interest rates. But again, what reason have we to believe that this will
produce positive results? For one thing, the tax cut hasn’t even gone
mto effect yet. Furthermore, the tax cut may be the only thing we
have going for us right now. By increasing the aftertax return to
saving the recently enacted tax bill will produce lower interest rates
rather than higher.

Since our Nation’s retirement income system—pensions, insurance
and annuities—are the major source of saving in our economy, and
because social security is such a major part of the retirement income
system, I would hope that today’s witnesses will be able to comment
on some of the points I have just raised.

The individuals scheduled to testify this morning represent a wide
range of backgrounds. We have Secretary Schweiker, representing
the administration. We have three individuals who will give us some
insights as to how the academic community views social security;
and we have two witnesses who will give us the private sector
viewpoint.

It 1s fitting that Secretary Schweiker is here with us today to present
the administration’s position on this vital issue. As a U.S. Senator,
Secretary Schweiker was one of the foremost champions of the working
men and women in this country. Although I had the honor of working
with you for a very short period of time, Mr. Secretary, I want you
to know that your dedication to improving the quality of life for
working men and women, as well as the sick and the infirmed, has
earned my respect and the respect of all your colleagues.

In the relatively short time that you have served as Secretary of
Health and Human Services, this concern for your fellow man has
been most evident. It's a pleasure to have you with us this morning
Secretary Schweiker, and T look forward to hearing your testimony.

Before we proceed, Mr, Secretary, I would ask if there are any
opening statements?
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OPENING STATEMENT OF REPRESENTATIVE RIcHMOND

Representative Ricamonp. Thank you, Senator.

Yesterday, the full committee held a hearing on social security
examining the relationship between the system’s financing needs and
overall economic conditions. The hearing clearly established the
groundless nature of claims that the social security system will go
bankrupt—or that it even faces a serious crisis over the next several

ears.
v All of the witnesses—Alice Rivlin of the Congressional Budget
Office, William Niskanen of the Council of Economic Advisers, and
Henry Aaron of Brookings—agreed on the dimensions of the problem.
If the economy performs as well as the administration and the CBO
project that it will, the combined balances of the three trust funds
will show surpluses, not deficits. There are risks under more pes-
simistic conditions. If inflation and unemployment remain high,
trust fund reserves—already strained by the stagflation of the recent
past—will fall below acceptable levels {)y the middle of the decade.

Preparing the social security system for less favorable economic
events requires some action, some action beyond a relatively simply
shift of revenues among the trust funds. But the short-term problems
are manageable without radical cuts in benefits, as this administration
proposed in May.

At yesterday’s hearing, Council Member Niskanen acknowledged
that the siashes aren’t needed as a short-term solution. Instead, he
argued, they provide a “headstart” in dealing with social security’s
longer term problems. But these strains won’t materialize for three
decades, when the baby boom generation reaches retirement age.
Since its support will depend on less numerous generations of working
age people, some changes in social security will be needed. But we
have a range of options, and the time to consider them thoroughly.
The long-range arithmetic should not be an excuse for precipitous
cuts in benefits.

Lacking either & short-term or long-term justification for major
immediate cuts in social security, we are left with the real issue of
political choice: Should benefits be reduced to accommodate other
objectives of this administration; namely, higher spending for defense
and a smaller Federal sector?

If we regard current social security benefit levels as desirable, we
should look at changes in financing that would protect the system
against the effects of bad economic news. Why not consider a safety
valve that allows the trust funds to borrow from the Treasury when
reserves are too low and repay the loans when reserves are replenished?
This step, together with the provision for interfund borrowing, would
remove the risks to the system in the short run without hastily
dictating the future shape of the programs.

Senator JEPSEN. I have an opening statement from Senator Paula
Hawkins welcoming Secretary Schweiker as well as an opening state-
ment from Representative Rousselot, and I would ask that these
be entered into the record without objection.

[The written opening statements of Senator Hawkins and Rep-
resentative Rousselot follow:]
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WRITTEN OPENING STATEMENT OF SENATOR HAWKINS

Mr. Schweiker, it is a pleasure to welcome you today. Less than four years ago
then-President Jimmy Carter assured Congress and America that, with the pas-
sage of his 1977 amendments to the Social Security Act, the social security fund
would be solvent and sound ‘““for the next seventy-five years.” Obviously, the fund
is not sound.

The 97th Congress has given close attention to the social security issue. This
year the Senate Finance Committee, the House Ways and Means Committee and
the Joint Economic Committee are all conducting extensive hearings on the
financial integrity of the system.

We are here today to examine the key to a financially secure social security
system—a strong economy. No individual retiree is secure without a healthy
economy. Yet every retiree must receive adequate retirement income.

We are well aware that the social security system faces both short and long term
financing problems. We stress that everything will be done to insure the integrity
of social security. The financial integrity of the Social Security system means that
benefits that people count on will be paid. '

This subcommittee can play an important role in determining the causes of a
healthy economy. And it can also seek out where other ccuntries have gone astray
as a way to prevent us from doing the same. Together, these actions will help
establish for all time a sound retirement system.

Secretary Schweiker, I look forward to your testimony.

WRITTEN OPENING STATEMENT OF REPRESENTATIVE ROUSSELOT

Mr. Chairman, inflation is a cruel tax on growing incomes, new jobs and economic
security. Inflation discourages saving for future benefits. Inflation encourages
high interest rates as lenders set financing charges above the expected inflation
level. Increasing the price of production prices our goods and services out of
national and international markets, until, after depression, capital deficits and
foreign exchange dollar devaluations make the sale of domestic production prof-
itable again,

Inflation is a drain on the Nation’s productive potential by expanding entitle-
ment outlays for each increase in the CPI. Presently, the Federal Government
operates 38 major retirement programs of which most are indexed to inflation.
Stabilizing our currency is a concern not only for workers interested in sound
retirements, but other hard-working citizens interested in stable and sound returns
for their work and their company.

Only the debtor is benefited by inflation.

Inflation can be reduced by expanding the Nation’s money supply no faster
than the growth of the Nation’s production. Fortunately, the Reagan Admin-
istration is dedicated to non-inflationary money growth, and, since January, the
12.4 percent consumer price inflation of calender year 1980 has fallen to an annual
rate of 9.5 percent. As was developed in yesterday’s hearing on Social Security,
reductions in inflation can substantially reduce entitlement program outlays.
In addition, free entry will enable competition to lower prices and make our pro-
duction more marketable. Tax and spending reductions will lower business costs.

Mr. Chairman, this subcommittee has a mandate to advance policies for stable
prices, and I hope this hearing will serve as a forum for a wide range of views
on the economy.

Senator JEpsEN. All right. Secretary Schweiker, welcome, and
you may proceed.

STATEMENT OF HON. RICHARD S. SCHWEIKER, SECRETARY,
DEPARTMENT OF HEALTH AND HUMAN SERVICES

Secretary ScuwEIKER. Thank you.

Mr. Chairman and members of the subcommittee, I welcome the
opportunity to appear before you and this subcommittee today to
discuss our Nation’s retirement system, both private and public,
and the relationships between that system and the national
economy.
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Perhaps the most fundamental question in this area is what should
be the respective roles of the public and private sectors in provid-
ing retirement income—the extent to which Government programs
should be expected to provide for retirement income needs, and
conversely, the extent to which people should be encouraged to
make provisions, through their pensions, personal savings, continued
work, or other means, for their own retirement income needs. The
choices made on their questions have a profound effect on the economy,
and on how retirement income is affected by changes in the
economy.

The retirement income system that we have built in this country
consists of three major elements: first, social security; second, private
pension programs and individual asset accumulation; and third, -
programs of means-tested income assistance for the needy aged.
Each of the elements has its own unique structiire, and each has
its own particular role to play. To be effective, each must comple-
ment the others so that, taken together, the three elements will
produce a rational and equitable retirement income system that
assures adequate retirement income for the Nation’s aged.

In recent years, an increase in the role of private investment has
been advocated as a way of promoting economic growth and avoid-
ing any need for further expansion of the role of social security.

We recognize that the United States suffers from a lack of capital
formation and that this is due in large part to the present extremely
low rate of private savings and investment. Indeed, as you know,
the President’s economic recovery program is explicitly designed
to provide incentives for increased private savings and investment.

The social security benefit structure has been overexpanded in
recent years. It has too many built-in incentives to claim benefits
before age 65. It unduly penalizes continued work efforts, and it
overemphasizes the social adequacy or welfare aspects of the system.
Our social security financial reform proposals are designed not only
to insure the financial stability of social security, but also to restore
the program to its proper role in the national retirement income
system.

What we are proposing does not, by any means, amount to reducing
social security to a minor role in the refirement income system. On
the contrary, once it is restored to a proper balance of social adequacy
and individual equity, social security will once again serve effectively
as the basic retirement income maintenance program for the United
States, providing the base upon which individuals and groups can,
and will, build other retirement income.

Social security affects virtually every American—either by pro-
viding benefits today or by providing protection against possible loss
of income tomorrow. No other Government program reaches so many

eople. Currently, about 115 million workers are building protection
or themselves and their families. This month, some 36 million bene-
ficiaries will receive social security cash benefits payable at an annusl
rate of about $145 billion. About 95 percent of those who currently
turn age 65 are eligible for social security benefits, either as retired
workers or their spouses or as survivors of deceased workers.

Social security, however, is not structured to meet the total income
needs of all bepeficiaries. On the contrary, social security benefits are
designed, for most workers, to be augmented by other income.
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As President Franklin Delano Roosevelt said on January 16, 1939:

We shall make the most lasting progress if we recognize that Social Security
can furnish only a base upon which each one of our citizens may build his indi-
vidual security through his own individual efforts.

In assessing the extent to which social security benefits are reason-
able and meet the income needs of the elderly, it is important to
keep in mind the two goals—social adequacy and individual equity—
that social security combines. Neither of these two concepts can be
defined with precision, but it is clear that each has a different em-
phasis. If all the emphasis in social security were on the goal of indi-
vidual equity, we would have a strictly proportional benefit formual,
related entirely to social security contributions paid. That procedure
would, depending on the level of the contribution rates, either produce
benefits that are inadequate for low-wage earners or benefits which
are much larger than present-law benefits for high-wage workers.

On the other hand, putting too much emphasis on the social ade-
quacy goal would weaken the link between benefits and earnings and
also the taxes paid. Instead, social security should strike a reasonable
balance between the two objectives of social adequacy and individual
equity. The private sector is a more appropriate vehicle for providing
retirement benefits based on pure equity principles. Means-tested pro-
grams are the proper approach for meeting current needs without
regard to past work effort.

The supplemental security income program performs this function
by providing income to aged people, as well as the blind and disabled,
who have limited income and resources. SSI benefits serve as a
nationally uniform floor of income that can be supplemented by
State benefits to take care of regional variations in the cost of meeting
basic needs and can also be augmented by recipients’ earnings and
other income.

No single retirement income vehicle is able or intended to satisfy all
retirement income needs and desires. Public programs such as social
security and SSI attempt to satisfy social needs and provide a floor
or protection, but they cannot provide everyone with desired retire-
ment income levels.

We believe that private investment should increase substantially
and that private pensions should be encouraged. With social security
being returned to its proper role, and with the revitalization of the
economy that will occur under the President’s economic recovery
program additional discretionary income will be available for indi-
viduals to invest in the private sector. The flow of some of these funds
into private pension plans would be healthy, both for the economy
and for the well-being and security of future retirees.

Individuals always have provided, and still do provide, a significant
amount of economic security for themselves and their families. One of
the principal means has been through equity growth in real estate
holdings, primarily homeownership. Also significant are life insurance
and various forms of individual savings.

The opportunity for individual savings for retirement has been
enhanced in recent years by the creation of individual retirement
accounts—IRA’s and Keogh plans—which encourage individuals to
save by allowing them to defer taxes on the income they invest in
these plans, and the interest it earns, until after they reach retirement
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age. By expanding eligibility for IRA’s to all workers, the recently
enacted Economic Recovery Tax Act of 1981 will provide a major
boost to individual savings for retirement.

It should be noted that a return to healthy economic conditions will
not only benefit private pensions plans, but it will also have a signifi-
cant and beneficial effect on social security financing.

A healthy economy—one in which expanding production of goods
and services produces additional jobs and in which productivity gains
allow noninflationary wage growth—provides an expanding base upon
which social security contributions are collected. A stagnant or shrink-
Ing economy, however, such as the one we have experienced in the last
4 or 5 years, has a large negative impact on social security financing.

High unemployment, for example, means that fewer workers
contribute to the system. However, the economic factor with the
greatest effect is the growth in real wages—that is, the excess of
the increase in wages over the increase in prices. When wages do
not keep up with price inflation, increases in social security tax
revenues do not keep pace with the increase in expenditures arising
from the automatic adjustment of benefits to increases in prices.
The decline in real wages—by an average 1.5 percent per year from
1977 to 1980—has had a devastating effect on the social security
trust funds.

Mr. Chairman, in addition to issues which I have discussed al-
ready, you asked that 1 address two specific topics. The first of
these is how the social security earnings test affects work incentives.

1t is clear that the present earnings test is a work disincentive.
The earnings test tends to discourage work because it reduces social
security benefits by $1 for every $2 of earnings, over an annual
exempt amount—=85,500 for people aged 65 and over in 1981. In
many cases, older workers have marginal tax rates of 70 percent or
more because the earnings test operates as a 50-percent tax on earn-
ings above the annual exempt amount and the earnings are further
reduced by Federal, State, and local income taxes and social security
taxes. In addition, the workers have expenses of going to work.

For these reasons, as part of our package of social security re-
forms, we propose that the earnings test be gradually eliminated
for those aged 65 and over.

The elimination of the earnings test will fulfill & commitment
of President Reagan which is in concert with legislative initiatives
that Senator Goldwater and you, the distinguished chairman of
this subcommittee, have advocated for several years.

Our proposal will stop penalizing senior citizens aged 65 and over
because they choose to remain in or reenter the work force. Rather,
1t will encourage them to continue to contribute their valuable skills
to our Nation’s productive effort, while supplementing their social
security benefits.

Finally, Mr. Chairman, you asked that 1 discuss the implications
of taxing social security benefits. We all are aware, of course, that
the Senate has approved a resolution opposing the taxation of social
security benefits. At the outset, I want to say that the administration
also is opposed to taxing these benefits.

President Reagan is committed as part of his economic recovery
program to lowering taxes, rather than raising them. Our approach
to spurring economic growth and productivity is to provide incen-
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tives for people to work harder and to save and invest their money.
It was to this end that the Congress last month enacted the Economic
Recovery Tax Act of 1981, which is designed to remove disincentives
for work, savings, and investment contained previously in the tax
system. To make social security benefits taxable would result in a
new economic disincentive by lowering discretionary income and by

lacing beneficiaries who have other retirement income, from a
ifetime of work and savings, in higher tax brackets where addi-
tional work or investment effort is poorly rewarded.

Social security is the foundation of our retirement income system—
it is a foundation which this administration is committed to strengthen.
We believe social security should remain the cornerstone of our
Nation’s retirement system, but individuals should be encouraged
to accept an increased role in preparing for their retirement security.

Therefore, we must encourage the continuing development and
use of private means, such as private pensions and savings, to augment
social security. Individuals who are financially able to do so should
take responsibility for financing part of their retirement. In addition
to reducing dependence on social security and pressure on social
security financing, increased private savings and pensions will provide
the capital which 1s essential to economic growth,

The administration’s economic program includes provisions designed
to make the necessary changes in social security ang to expand private
savings. When these changes are in place, there will be a balance be-
tween social security and private forms of retirement protection,
both of which have a vital role in meeting the overall retirement needs
of this country.

Mr. Chairman, that concludes my testimony. I will be glad to
answer any questions which you may have.

Senator JEPsEN. Thank you, Secretary Schweiker.

[The prepared statement of Secretary Schweiker follows:]
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PREPARED STATEMENT oF Hox. RicHarD S. SCHWEIKER

Mr. Chairman, I welcome the opportunity to appear before
you and this committee today to discuss our Nation's retirement
system, both private and public, and the relationships between

that system and the national economy.

Perhaps the most fundamental question in this area is what
should be the respective roles of the public and private sectors
in providing retirement income--the extent to which government
programs should be expected to provide for retirement income
needs, and, conversely, the extent to which people should be
encouraged to make provisions, through their pensions, personal
savings, continued work, or other means, for their own
retirement income needs. The choices made on their questions
have a profound effect on the economy, and on how retirement

income is affected by changes in the economy.

Background

The retirement income system that we have.built in this
country consists of three major elements: (1) Social Security,
(2) private pension programs and individual asset accumulation
and (3) programs of means-tested income assistance for the
heedy aged. Each of the elements has its own unique structure,

and each has its own particular role to play. To be effective,
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each must complement the others so that, taken together,
the three elements will produce a rational and equitable
retirement income system that assures adequate retirement

income for the Nation's aged.

The Old-Age, Survivors, and Disability Insurance program,
together with the Medicare program, are the Social Security
element of our retirement income system. The Supplemental
Security Income piogram, enacted in 1972, is this Nation's
,most important program of income assistance for the needy aged.
Both Social Security and Supplemental Security Income are

administered by the Department of Health and Human Services.

Regpective Roles of Social Security and Private Pensions

In recent years, an increase in the role of private
investment has been advocated as a way of promoting
economic growth and avoiding any need for further expansion
of the role of Social Security. ‘Because private savings
and private pension plans accumulate substantial réserve
funds, whereas Social Security does not, it is argued that
greater reliance on the private sector will increase the
amount of monéy available for productive investment and will

~ help spur economic growth.



We recognize that the United States suffers from a lack
of capital formation and that this is due in large part to
the present extremely low rate of private savings and invest-
ment. Indeed, as you know, the President's Economic Recovery
Program is explicitly designed to provide incentives for

increased private savings and investment.

The Social Security benefit structure has been overexpanded
in recent years, it has too many built-in incentives to
claim benefits before age 65, it unduly penalizes continued
work efforts, and it over-emphasizes the social adequacy
or welfare aspects of the system. Our Social Security financial
reform proposals are designed not only to ensure the financial
stability of Social Security, but also to restore the program

to its proper role in the national retirement income system.

In developing the Social Security financial reform pro-
posals, we rejected the idea of raising taxes to finance the
present Social Security program, because we recognized that
higher taxes would be a serious drag on the ecomomy. Moreover,
we believe that it would be unfair to current taxpayers to
pass along to them the burden ofvpaying for the excessive

welfare elements and benefit over-expansions that have been
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built .into the present system. We have therefore proposed
that certain nonessential, welfare-related benefits that havg
been added over the years be phased out or curtailed. We
have also proposed that the over-expansion of the general

benefit level in the early 1970's be corrected.

The Role of Social Security

What we are proposing does not, by any means, amount to
reducing Social Security to a minor role in the retirement
income system. On the contrary, once it is restored to a
proper balance of social adequacy and individual equity,
Social Security will once again serve effectively as the basic
retirement income maintenance program for the United States,
providing the base upon which individuals and groups can, and

will, build other retirement income.

Social Security has many advantages that have long been
recognized by both business and labor, Republicans and
Democrats, taxpayers and recipients. It applies to nearly
everyone. The benefits are paid without a means test. Its
financial stability is ultimately guaranteed by the Federal
Government. It is administered with great efficiency--the
administrative expenses in recent years have been only 1 1/2

'percent of benefit payments.
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Social Security affects virtually every Americdan--either
by providing benefits today or by providing protection against
possible loss of income tomorrow. No other government program
reaches so many people. vCurrently, about 115 million workers
are building protection for themselves and their families.
This month, some 36 million beneficiaries will receive Social
Security cash benefits payable at an annual rate of about
$145 billion. About 95 percent of those who currently turn
age 65 are eligible for Social Security benefits, either as
retired workers or their spouses or as survivors of deceased

workers.

social Security, however, is not structured to meet
the total income needs of all beneficiaries. On the contrary,
Social Security benefits are designed, for most workers,

to be augmented by other income.

From Social Security's beginning, the benefit formula
has been designed to provide retirement benefits at an
appreciably higher replacement rate for lower-wage workers
than for higher-wage workers. This deliberate design--
a balancing of social adequacy and individual equity--provides,
for the same overall cost of the program, higher benefits and ‘a
higher standard of living to lower earners than they would

have if benefits were strictly proportional to earnings.
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Social Security explicitly recognizes that lower-paid
workers are less likely to be able to substantially supplement
their Social Security benefits, while higher-paid workers are
more able to save for retirement and are mofe likely to have
worked in employment that provides them with private pension

income.

Studies have verified that this is, in fact, what
happens--workers at lower earnings levels have consistently
lower savings and less in the way of pension income than do
higher-paid workers. Higher-paid workers tend to supplement
their Social Security benefits with income from such private
resources. For example, 80 percent of all individuals
earning $20,000 to $50,000 a year are covered by a private
pension plan. In turn, the design, funding, and operation of
private pension plans generally take into accounf the Social

Security benefits to which workers will be entitled.

In assessing the extent to which Social Security benefits
are reasonable and meet the income needs of the elderly, it is
important to keep in mind the two goals--social adequacy and

. individual equity--that Social Security combines. Neither of
these two concepts can be defined with precision, but it is
clear that each has a different eﬁphgsis. If all the emphasis

in Social Security were on the goal of individual equity, we
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would have a strictly proportional benefit formula, related
entirely to Social Security contributions paid. That procedure
would, depending on the level of the contribution rates, either
proFuce benefits that are inadequate for low-wage earners or
benefits whicﬁ are much larger than present-law benefits

for high-wage workers.

On the other hand, putting too much emphasis on the
social adeqguacy goal would weaken the link between benefits
and earnings and also the taxes paid. Instead, Social Security
should strike a reasonable balance between the two objectives
of social adequacy and individual equity. The private
sector is a more appropriate vehicle for providing retirement
benefits based on pure equity principles. Means-tested programs
are the proper approach for meeting current needs without regard

to past work effort.

The Supplemental Security Income program performs this
function by providing income to aged people, as well as the
blind and disabled, who have limited income and resources.

SSI benefits serve as a nationally uniform floor of income
that can be supplemented by State benefits to take care of
regional variations in the cost of meeting basic needs and can
also be augmented by recipients' earnings and other income.
Currently, about 4 million people receive SSI benefits or

federally-administered State supplementary payments.



102

The Role of Private Pensions

No sinéle retirement income vehicle is able or intended
td satisfy all retirement income needs and desires. Public
programs such as Social Security and SSI attempt to satisfy
social needs and provide a floor of protection, but they
cannot provide everyone with desired retirement income
levels. Employer pensions, private savings and investments
should assume an expanded role in providing retirement income

security.

Private pensions are an increasingly important source
of private retirement income. About 55 percent of married
workers and about 45 percent of single workers now aged
45-64 already have rights to a private pension, and this
proportion will be much higher for thosé who retire in

the future.

This rising proportion reflects the expansion of the
private pension system over the past 40 years. Today, about
54 percent of private sector workers aged 25-64 are in jobs
covered by private pensions. Coverage rises with increases
in length of service with the same employer--for example,

82 percent of workers with 20 or more years of service

with the same employer are covered by a pension plan.
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The percentage of workers with vested pension
rights will increase in the future as those in jobs covered by
pension.plans work longer. The Employee Retirement Income
Security Act of 1974 requires certain vesting in private
pension plans. Although only about one-fourth of currently
retired workers actually receive private pension income,
as a result of the growth of coverage in private plans and
the extent of vesting, the proportion of retired workers
who will receive private pensions can be expected to increase

significantly in the future.

We believe that private investment should increase
substantially and that private pensions should be encouraged.
With Social Security being returned to its proper role, and
with the revitalization of the economy that will occur under
the President's Economic Recovery Program, additional discre-
tionary income will be ava;lable for individuals to invest
in the private sector. The flow of some of these funds
into private pension plans would be healthy, both for the
economy and for the well-being and security of future retirees.
We are philosophically attuned to the wish of many individuals
toluse their own initiative in financing a substantial part

of their retirement.
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The Role of Individual Efforts

Individuals always have provided, and still do provide,
a significant amount of economic security for themselves and
their families. One of the principal means has been through
equity growth in real estate holdings, primarily home
ownership. Also significant are life insurance and various

forms of individual savings.

The opportunity for individual savings for retirement
has been enhanced in recent years by the creation of Individual
Retirement Accounts (IRA's) and Keough plans which encourage
individuals to save by allowing them to defer taxes on the
income they invest in these plans, and the interest it earns
until after they reach retirement age. By expanding eligi-
bility for IRA's to all workers, the recently enacted Economic
Recovery Tax Act of 1981 will provide a major boost to

individual savings for retirement.

Also, many individuals generate income by continuing to
work past age 65. As I will discuss later, we believe the
Administration's proposal to eliminate the Social Security
earnings test will remove a major disincentive for retirees to

work to supplement their pension income.



Role of the Economy o

It should be noted that a return to hehlthy economic
conditions will not only benefit private pension plans,
but it will also have a significant and beneficial effect

on Social Security financing.

A healthy economy--one in which expanding production
of goods and services produces additional jobs and in which
productivity gains allow non-inflationary wage growth—-
provides an expanding base upon which Social Security
contributions are collected. A stagnant or shrinking
economy, however, such as the one we have experienced in
the last 4 or 5 years, has a large negative impact on Social

Security financing.

High unemployment, for example, means that fewér workers
contribute to the systeﬁ. However, the economic factor with
the greatest effect is the érowth in real wages--i.e., the
excess of the increase in wages over the increase in prices.
When wages do not keep up with price inflation, increases in
Social Security tax revenues do not keep pace with the

increase in expenditures arising from the automatic adjust-
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ment of benefits to increases in prices. .The decline in
real wages--by an average of 1.5 percent per year from 1977
to 1980--has had a devastating effect on the Social Security

Trust Funds.

The fact that the performance of the economy has such
a broad effect on Social Security is reflected in the
actuarial cost estimates in the 1981 Social Security
Trustees Report. As you know, this report shows estimates
based on five sets of economic assumptions, ranging from
optimistic to pessimistic. These estimates clearly indicate
that the Social Security cash-benefit trust funds will have

financing difficulties in the next few years.

Of course, these estimates did not include the effect
of the recently enacted legislation, P.L. 97-35, which reduces
costs by $23 billion over the next 5 years. Taking
account of these savings does not change the basic forecast.
The Social Security program will still have financing difficulties

in the next few yeéars.

In the long range, P.L. 97-35 reduces Social Security

costs by 0.17 bercent of taxable payroll. Since the long-
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range deficit under intermediate II-B assumptions in the
1981 Trustees Report is 1.82 percent of taxable payroll,
the effect of P.L. 97-35 is obviously only a small beginning

toward solving the long-range financing problem.

"Elimination of the Earnings Test

Mr. Chairman, in addition to issues which I have
discussed already, you asked that I address two specific
topics. The first of these is how the Social Security

earnings test affects work incentives.

It is clear that the present earnings test is a work
disincentive. The earnings test tends to discourage work
because it reduces Social Security benefits by $1 for
every $2 of earnings, over an annual exempt amount ($5,500
for. people aged 65 and over in 1981). In many cases older
workers have marginal tax rates of 70 percent or more because
the earnings test operates as a 50 percent tax on earnings above
the annual exempt amount and the earnings are further reduced
by Federal, State and local income taxes and Social Security
taxes. In addition, the workers have expenses of going to

work.

The earnings test currently affects about 900,000 retired

workers aged 65 and over who earn over the exempt amount and
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200,000 aux;liary beneficiaries 6f such workers. But these
numbers underestimate the total number of peoéle affected.
There are many retirees who want to work more ghan they
actually do, but who hold down their earnings so that they
will not lose benefits. For exampie, many workers hold down
their earnings to just below the énnuél exempt amount so as

to avoid triggering the earnings test.

The number of people aged 65 and over who would continue
to work (or return to work) if there were no earnings test is
difficult to estimate. Those who have examined this question

differ fairly widely in their results.

We do, however, have some indication of how many people
want to continue working from a 1979 study performed by

Harris and Associates. Their Study of American Attitudes

Toward Pensions and Retirement found that nearly half (46 percent

of today's retirees would prefer to be working and that
51 percent of current employees would prefer, as an alternative
to retirement, to work either full-time or part-time. Clearly,

many senior citizens want to work.

For these reasons, as part of our package of Social
Security reforms, we propose that the earnings test be

gradually eliminated for those aged 65 and over.
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The Administration's proposal would raise the exempt amount for
persbns aged 65 and over to $10,000 for 1983, $15,000 for

1984, and $20,000 for 1985. Aftef 1985, the test would be
eliminaéed altogether for those aged 65 and over. The
elimination of the earnings test will fulfill a commitment of
President Reagan which is in concert with legislative initiatives
that Senator Goldwater and the distinguished Chairman of

this Subcommittee have advocated for several years.

Our proposal will stop penalizing senior citizens aged
65 and over because they choose to remain in or re-enter the
work force. Rather, it will encourage them to continue to
contribute their valuable skills to our Nation's productive

effort, while supplementing their Social Security benefits.

Taxing Social Security Benefits

Finally, Mr. Chairman, you asked that I discuss the
implications of taxing éocial Security benefits. We all are
aware, of course, that the Senate has approved a resolution
opposing the taxation of Social Security benefits. At the
outset, I want to say that the Administration also is opposed

to taxing these benefits.
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President Reagan is committed as part of his Economic
Recovery Program to lowering taxes, rather than raising them.
Our approach to spurring economic growth and productivity is to
provide incentives for people to work harder and to save and
invest their money. It was to this end that the Congress
last month enacted the Economic Recovery Tax Act of 1981,
which is designed to remove disincentives for work, savings,
and investment contained previously in the tax system. To
make Social Security benefits taxable would result in a new
economic disincentive by lowering discretionary income and
by placing beneficiaries who have other retirement income,
from a lifetime of work and savings, in higher tax brackets

where additional work or investment effort is poorly rewarded.

Conclusion

Social Security is the foundation of our retirement income
system--it is a foundation which this Administration is committed
to strengthen. We believe Social Security should remain the
cornerstone of our Nation's retirement system, but individuals
should be encouraged to accept an increased role in preparing for

their retirement security.

Therefore, we must encourage the continuing development
and use of private means, such as private pensions and savings,

to augment Social Security. 1Individuals, who are financially able
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to do so, should take responsibility for financing part of their
retirement. In addition to reducing dependence on Social
Security and pressureion Social Security financing, increased
private savings and pensions will provide the capital which

is essential to economic growth.

The Administration's economic program includes provisions
designed to make the necessary changes in Social Security and to
expand private savings. When these changes are in place, there
will be a balance between Social Security and private forms
of retirement protection, both of which have a vital role
in meeting the overall retirement needs of this country.

Mr. Chairman, that concludes my testimony. I will be glad

to answer any questions which you may have.
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Senator JEPSEN. I would remind the members of the subcommittee
that the jurisdiction of this subcommittee is policy and not legislation.
The emphasis of the hearing will be on how social security affects
the ;lgmtional economy rather than on the administration’s legislative
specifics.

I also suggest to the panel members that we follow a 6-minute rule
this morning rather than 5 or 10. I promised the Secretary he would
be out by 10 a.m. so he could make an important appointment. I
we have other members join us we will be safe by having 6 minutes,
and should we not, we will simply go around a second time. Does
that meet with your approval?

Representative RicEmMonp. Anything you say, Mr. Chairman.

Representative WyLiE. Fine.

Senator JepsEx. With that, I will recognize Congressman Wylie
to begin the questioning.

Representative WyLie. Thank you, Mr. Chairman; and welcome
to the panel this morning, Mr. Secretary, and again, many thanks
for your recent appearance on the television show which was well
received. It's good to see you here.

At your press conference this spring you suggested that the social
security trust fund was in some difficulty from a financial standpoint
and threw out as a possible suggestion a reduction of benefits for
early retirement at age 62 from 80 percent to 55 percent, and I might
say that I was deluged with mail and telephone calls in protest after
that, and it’s my understanding that the administration has rather
backed off of that proposal at the present time. Is that a fair statement?

Secretary Scaweiker. Well, I think, Congressman, the proposals
that we put forth were at the request of Congressman Pickle, who
was at that time marking up a bill, and we made some suggestions
about how we thought the funds could get in balance. We put them
forth on the basis that they would hopefully provide a foundation for
some bipartisan approach to solving the problem.

I think, in retrospect, the one aspect of those proposals that I
would change if I were doing it again would be to take the one proposal
that received the most criticism and phase it in on a gradual basis
over a long time frame, because I think that the immediate impact
would have difficult consequences. i

But at this point we are pretty much where we were before, which
is that we believe there’s & problem; the problem ought to be met; we
ought to try to join hands politically to try to solve this jointly; and
we have at this point only two principles that are guiding us. We are
strongly oppose(s) to a tax increase because social security taxes have
gone up horrendously anyway, and we are opposed to using money
from the general Treasury because we feel the Government balance is
enough in the red now without making it a lot worse in the long run.
Within those two principles we are willing to look at any reasonable
proposal to solve this problem.

Representative WyLik. I think it’s also fair to say that the reduc-
tion in the minimum provision was not very well received and since
then the House has gone on record in opposition to that. There was
something like 14 votes in favor of it. So I think we’re going to have
to solve the problem at least in the short run, Mr. Secretary, without
reducing benefits. Would you agree with that?
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Secretary Scawriker. Well, I think, Congressman, that some reduc-
tion of benefits is needed in the proposal. Whether you gradually
phase in something over a long period of time is something that we’re
willing to negotiate and consider at the time we get a package. We do
think there should not be an arbitrary reduction that sets people
back, and the President feels very strongly that he didn’t want to
cut the present benefits of people who are now receiving them. He
held to that in our proposals.

Representative WyLie. I might say that I approve enthusiastically
your outside earnings limitation suggestion and I've suggested that
over the years. That brings us back to the problem. You suggested
there is a lot more money going out of the trust fund than is coming
in and so we have to decide some way to solve that problem in the
short run. I might say that Alice Rivlin was before another sub-
committee of this Joint Economic Committee yesterday and came up
with the suggestion for the relatively—well, long or short term, until
about 1990, of having interfund borrowing. There are three trust
funds, as I understand it, and she suggested that the largest of these
is the social security trust fund and that’s declined rapidly over the
years, but that the health insurance fund and the disability insurance
fund may have some money in them which could be transferred.

Is that a possible solution in the short term?

Secretary ScHwEIKER. Congressman, it all depends on which group
of economic assumptions comes true. I noticed that Ms. Rivlin had
two sets of economic assumptions; what I would call an optimistic
and a pessimistic set; and I think her statement that was picked up
in the paper this morning was based on the assumption that the most
optimistic set of assumptions would come true.

So it gets back to exactly which assumptions will ultimately prevail.
Social security trustees have had the job to promulgate an optimistic
set, an intermediate set, and a pessimistic set of assumptions. We
have to look at all three sets. That'’s exactly what we did and I think,
depending on which set comes true, certain things are needed. We do
not believe that it’s financially secure to go on the basis that interfund
borrowing alone will do the job. If everything worked hunky-dory and
everything was functioning 100 percent and everything came out
exactly the way we hope and pray it will, then, yes, that would get
us by. But historically, that has not been the case.

In fact, the reason we are in the bind today is because we went on
overly optimistic assumptions when Carter signed the last bill in 1977
and said that this change would make social security secure to the
middle of the next century. We are only 50 years off. That’s the
problerﬁl when you always assume the optimistic assumption is going
to work.

So we don’t feel we can afford to do that. We are for interfund
borrowing. We think it will help, but we really believe we probably
need more than that.

Representative WyLie. I would agree. I think we need more than
that, but is there money—1I should go back a step. Based on present
ngouts and the projection of the amount of money coming into the
old age and survivors’ insurance fund, how soon will it go broke?

Secretary Scawriker. Congressman, under our pessimistic assump-
tions, if we changed nothing beyond the changes made in the Recon-
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ciliation Act, we estimate that the OASI fund will run out of money
by some time next year, probably late next year. If we interfund
borrow, that probably will push it back about a year and a half under
those assumptions.

Two things need to be said. There are three funds. The biggest
fund is the old age and survivors fund, and that fund and the dis-
ability insurance fund together have been losing money since
1974. They have been putting out more money than is coming in and
we have lost billions ofp dollars from those two funds since then. Pres-
ently those two funds are losing about $13,000 a minute.

Although the assets of the hospital insurance fund are growing,
medicare costs will be more than triple in the next decade and our
projections show that by the end of this decade the HI fund could
be bankrupt. : :

So it’s true that interfund borrowing will buy some time, but we
don’t think, unless everything goes rosy perfect, hunky-dory, that
it will do the job. _

Representative WyLIE. I’'m sorry to say that my time has expired.
I do have a couple more questions and maybe I’ll have some more time.

Senator JEPsEN. Congressman Richmond. -

Representative Ricamonp. Thank you, Mr. Secretary.

Mr. Secretary, I listened to your testimony carefull?;r and appar-
ently you agree with the Congressional Budget Office and other
administration officials that the social security fund in general is
really not in jeopardy. Is that true?

Secretary Scuwriksr. No, I certainly don’t agree.

Representative Ricamonb. I think you seemed to say that we're
not in imminent danger of having the fund go bankrupt if indeed
we can have a certain amount of interfund borrowing.

Secretary Scuwriker. No. I just said we expect the fund to go
bankrupt about the end of next year and the interfund borrowing
might push it off for some months. ‘ k

epresentative Ricamoyp. Wouldn’t you say, Mr. Secretary,
that the reason you're suggesting cuts in the social security fund would
be to reduce the Federal budget in order to get to President, Reagan'’s
hoped for $42 billion deficit in 1982? Wouldn’t you say perhaps that
the poor people of the United States have taken enough of a cut
and perhaps we ought to look to the defense area to look for some
reasonable and substantial cuts?

Secretary ScHwEIkER. First of all, I don’t agree that we're going
to balance the budget through the social security trust fund. The law
is very specific, Congressman. It says not a dollar of that money can
be used for any other purpose but for social security. That’s why we
have the trust fund. That’s my duty as a trustee. So any money we
take into the trust fund has to be used to pay out a benefit. To say
it is used any other way is not only inaccurate, it’s illegal. I couldn’t
possibly use the money for any other purpose. )

Representative RicumMonp. Mr. Secretary, with several very minor
elements of interfund borrowing, we can keep the f::nds solvent for
the next couple years and we could also address ourselves to some of
the major expenses of the United States where we know there’s enor-
mous waste. The Secretary of Defense himself, when he first took
office, admitted there’s an $8 billion added-on waste. Suddenly there’s
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only a projected $2 billion cut in the defense budget. Don’t you think
maybe your agency has made enough cuts in all the welfare programs
together and all of its education programs, in all the health programs,
all the programs that you yourself administer and many that you
administer so well? Don’t you think it’s about time the defense sector
took its share of the necessary cuts in order to hit that $42 billion
deficit that we all want so desperately in 19827

Secretary ScHwEIKER. There’s no question we made significant
and substantial cuts. I certainly think we have to look at the overall
picture. I'm not in the position to comment on anybody else’s budget.
That’s the President’s and the OMB’s job, but I certainly think we
have made some significant cuts in our social programs.

Representative Ricamonp. Don’t you think perhaps we ought to
look to interfund borrowing, more efficient operation of everything
we have, and perhaps make the cuts in defense where the Secretary of
Defense said there’s $8 billion worth of waste, before we look to
cutting your social security funds any more?

Secretary ScaweikeRr. Well, I do concur that we should interfund

- borrow. That’s been one of our premises all along.

Representative Ricamonp. If we can interfund borrow, that means
the social security funds are safe for the next couple years. Why
can’t we look to other areas of the administration for the necessary
cuts in order to keep our deficit at $42 billion?

Secretary Scawriker. Well, frankly, I just don’t believe that the
interfund borrowing alone will solve tﬂe problem.

Representative RicaMonD. You said it will for 2 years.

Secretary ScuwEeIKER. What's that?

Representative Ricamonp. You said the interfund borrowing
could solve the problem for the next 2 years and these are the 2 years
where President Reagan has said, due to these great, wonderful
individual tax cuts that I voted against, that that stimulation of the
economy will put everything just in great shape.

Now if we’re going to back the President and we'’re going to back
Reaganomics, shouldn’t we use the vehicle of interfund borrowing
for the next 2 years and see if, indeed, the President’s wonderful tax
cut is going to change the general economy of the United States?

Secretary ScuwEIKER. Well, we still believe that our economy is
going to pick up and we still believe that it’s going to pick up sig-
nificantly, but we would be derelict in our duties if we just looked at
the most optimistic assumption, Congressman. That’s exactly why
we went through the same exercise last time when we all voted for
a big tax increase in social security in 1977 on the sole premise that
it would make everything solvent until the year 2010, and that's
what Carter said when he signed the bill and that’s what Chairman
Ullman of the Committee on Ways and Means said in 1977 when the
House passed the bill, and that’s what I assumed as a Senator when
1 voted for it, and we were all dead wrong, and now we're in a mess;
and I just hate to see us repeat and repeat those same mistakes and
that’s why we're trying to get a positive, constructive approach so we
won’t repeat the mistakes of the last 4 years. )

Representative Ricamonp. Mr. Secretary, I’m not an expert in
social security, as you are. It seems to me what we should be doing
right now is putting our attention on running the program more
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efficiently, improving our work incentives, both in social security
and {)ublic assistance fields, in order to make it more attractive for
" people who work and less attractive for people to take Government
money.

~ Then, on the other hand, it seems to me we should do whatever
1s necessary to keep our funds solvent and reduce other expenditures
in the administrative area. Apparently that would be a reasonable,
sensible way to run this country with this Reagan tax cut, which as
I'said I have been so much against. :

Secretary Scuweiker. Of course, keep in mind we made some 13
proposals and certainly some of those proposals could be combined
with interfund borrowing, not only to get us over the next 2 or 3 years,
but also over a longer timeframe. You could pick up some of those
proposals without going all the way and reach the middle ground.
The point we'’re trying to make is that we are willing to make some
compromises, but we honestly don’t believe just interfund borrowing
alone will do it. But some combination of interfund borrowing and
some of the other proposals that didn’t quite draw the attention
that changes to early retirement benefits drew could well do that.

Representative Ricamonp. If we don’t do that we will have to
start cutting social security benefits right now?

Secretary ScHWEIKER. We have to pick up some changes in the
social security system. For example, in the disability program, GAO
reported that, as of about a year or so ago, one out of five people
getting disability shouldn’t have been awarded benefits and that
we are wasting about $2 billion a year there. My point is that there
are & number of the 13 things that we proposed that we could pick
and get the package through. But I still think it has to be more than
interfund borrowing.

Representative RicaMonp. What you're saying is through better
administration of the social security plan, which you control, you
believe you can pick up some savings without materially reducing
all sociarsecurity benefits; is that correct?

Secretary ScHwEIKER. Through changing some of our welfare
concepts in the fund and through making some adjustments. These
are negotiable. By the same token, we just don’t believe it can be
done on a one-shot basis with interfund borrowing.

Senator JEPSEN. Senator Symms.

Senator Symms. Thank you, Mr. Chairman, and welcome, Mr.
Secretary. It’s always nice to have you back in your old stomping
grounds here on the Senate side of the Hill, and I guess you spent
some time in the House side too before I got here.

I was interested in looking at some numbers that you sent, and 1
asked the staff to come up with that if the COLA was set over from
July over to October for the increase that it would save some $15
billion in the fund over a future of 6 years. Does that match what
your figures are?

Secretary ScHWEIKER. I think that’s approximately correct, yes,
but the savings can vary greatly depending on future levels of inflation.

Senator Symms. So how much is the COLA increase this year and
what would your projections be next year for the July increase for
the entire year? How much will be cut?
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Secretary ScHWEIKER. You mean the total COLA amount for
the year or for the month?

Senator Symms. On an annualized basis, how much is it?

Secretary ScEWEIKER. I think the answer to your question, if I
understand it correctly, is about $16 billion.

Senator Symms. $16 billion?

Secretary ScHwEIKER. The COLA increase for the year.

Senator Symms. How much of that goes to the higher end of the
scale? Do you have those kinds of figures? In other words, there are
some people in the system who have a lower benefit basis and have a
bigger need for an increase than the ones that are higher.

Secretary ScHwEIKER. We would have to break that down for you.

Senator Symums. I'd like to get those figures of what it would cost
for each category from 1 percent through 25 percent, 25 percent
through 50 percent, 50 percent through 75 percent, and the top
75 percent.

Secretary ScHwEIKER. By quarter of population? !

Senator Symms. By quarter of population on the basis of what
they receive, who's getting the increases. And the reason I ask that
question is in the month when we were in recess I came across several
people at home who came up to me and volunteered that they are
people who are receiving in excess of $1,000 a month on the basis of a
married couple from the Social Security Administration and then they
read in the paper that the budget is out of balance in Washington
and interest rates are up and then they come up to me and say:

My own grandson can’t borrow the money to buy a home and he and his wife
have a combined income of $28,000 and they can’t borrow the money to buy a

home because of the high interest rates, and yet we're getting an increase in
social security.

So the next question I want to ask you, are the recipients—and this
goes to the higher income. I wanted to keep this separated. The reason
I’d like those figures is to know where this money goes. When we do
have a COLA, who gets it? And then, if you have any figures of any
polls or any actuarial tables of what the average of each one of those
categories would be of their other income, it would be interesting
also I think to the committee.

I think you may have answered this to Congressman Wylie, but I
didn’t quite get the answer. What would happen in the case of inter-
fund borrowing to the other funds? For example, what would the im-
pact be on the health insurance money?

Secretary ScHwEerkER. Right now, if we keep paying benefits the
way we are and make no changes in current services in medicare, we’ll
just about triple the payment by the end of this decade and at that
point the fund is broke, under pessimistic assumptions. The point is,
we are living on borrowed time. We have known about this problem
since 1974. The OASI and OI funds on a combined basis have been
operating at a loss since 1974. The only reason we got by with it was
that back at the end of 1974 we had enough assets in the combined
funds to pay about 8 months of benefits in the absence of any income.
So we could use that to get us over the last 7 years of red ink, and
now the chicken is coming home to roost and we don’t have that

1 Information will be supplied to the subcommittee when necessary data are available
from the Department.
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reserve any more. So as soon as you start doing the same thing on
the medicare fund you're kidding yourself. It's just a matter of time
before you're going to have to face up to this. You're going to have
to face up to this problem in some way. We can borrow and put off
and borrow, but that isn’t very reassuring to the people that want to
know we're going to solve the problem.

Senator Symms. What's the actuarial tables that Social Security
Administration has today of the present recipients of what they get
back and what they and their employer, including the interest, was
that they put in? Is the recipient, say, that 75-year-old today that’s
been drawing it for 10 years, on the average getting back 80 percent
more than they invested in or 20 percent or getting back equal?

Secretary ScHwEIKER. First of all, the first figure is that for the
worker with average earnings you only have to be drawing on the
fund for around 15 months and you get back all the money you put
in. People don’t understand that.

Senator Symms. You get all the money back you put in and your
employer put in, plus interest?

Secretary ScHwEIKER. Fifteen months would not include interest
on the employer’s share of the taxes. You have to factor interest in.

Senator Symms. My point is, I personally believe that the suggestions
you made to the Congress, although I wouldn’t agree with them in
entirety, I think it’s good that you have made them in spite of the
fact that I'm sure you’ve taken a lot of criticism from different quarters
of the press and so forth and the news media and your critics, but
it has to be addressed. It’s a national problem. It’s not a Republican
or Democrat problem and I'm very disa pointed frankly that the
Speaker of the House has chosen to make this a partisan issue because
I believe it’s a problem that has to be faced as Americans, not as
Republicans and Democrats, and I think if we get this into politics
we are going to compound the problem.

We are looking at a lot of ways in the Senate Finance Committee
to try to approach this from a rational way and what I'm trying to
get atis different examples of whether or not the wealthy social security
recipient who has other means of income and who is on the top part
of the receiving end—if it would be unreasonable to try to consider
some kind of a means test after they’ve gotten back everything they’ve
invested in the program.

I think those are questions we'’re talking about and that’s why I
asked that question. I would like to have those figures as to where these
COLA’s go, who gets them, and whether they really need them or
not, and then there are two other questions—if I could just indulge
the committee for one more question—I know my time has expired,
but there are some suggestions that have come to the Senate Finance
Committee.

One is the NFIB proposal to phase in over a 36-year period a sound
annuity program with 10-year transition costs being financed by
general revenues. There’s another insurance proposal, INA, to allow
increasing IRA accounts to a maximum of $6,000 in exchange for
one-half of 1 percent decrease in the individual social security benefits
while keeping social security taxes at the present level.

It's my understanding the Social Security Administration is running
some actuarial estimates and it may be premature to ask you this,
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but do you have any opinion of either of these plans or do you have a
preferred plan for a long-range solution that would have a great deal
of appeal to the American public going in this direction, to make this
an actuarially sound program for the long haul?

Secretary ScHwEIKER. I think the answer, Senator, to your question
is that we are aware of proposals. In fact, we met with some of the
people involved and they presented them to us and we are having
our actuaries study them and the long-range implications of them.

Frankly, we are obviously willing to look at any constructive
idea. I think that the one from INA particularly was constructive,
but we haven’t formed any conclusion as to what our recommenda-
tion would be.

Senator Symms. Well, thank you, and I know I have gone past
my time, Mr. Chairman, and I would just say in closing, don’t be
feint-hearted by the first round of this struggle that you've gotten
involved in. I know it may be somewhat discouraging to you, but
I personally believe this has to be addressed by the American people
and I do believe, knowing the Speaker as I do know him, and .]£1)m
Wright and others, that sooner or later partisanship will be set aside
in this issue and we will have to get together as Americans and solve
this problem or else we have no hope to resolve the present economic
dilemma that the country is in because this, after all, will consume
some 60 percent of the budget by the middle 1980’s and we have
to recognize that that’s where most of the budget is going.

Senator JEPSEN. The Chair would advise the subcommittee and
the distinguished chairman of the Joint Economic Committee, Con-
gressman Reuss, that we are using a 6-minute rule here toda.g, 1
have not taken my 6 minutes yet but I would be very pleased to
yield to you.

Representative Reuss. Thank you very kindly. Please take yours
and then I'll come after.

Senator JEpsEN. Well, I will try to shorten mine. We did promise
the Secretary that he would be out of here at 10 a.m. and I would
advise the subcommittee now, regardless of who is speaking at that
time, I will adjourn the subcommittee for about 3 minutes to permit
the Secretary to leave.

Representative REuss. Five and five then. It's 10 until 10.

Senator JEpsEN. I will just try to summarize some of the things
that have been said for the record rather than questioning, so if
};ou have questions, would you please proceed, and then I will wind
1t up.

Representative Reuss. Thank you very much, Mr. Chairman;
and welcome, Secretary Schweiker.

Your statement acknowledges that the administration’s social
security proposals go far beyond what’s necessary to Insure the
short-run financial integrity of social security. That could be done
by a combination of interfund borrowing and some safety valve
measures such as borrowing from general revenues in the event that
the economy in the days ahead doesn’t go as well as the projections.

Isn’t the administration’s social security program just another
example of the general supply-side thesis of cutting people’s benefits
in order to validate some Eind of a preconceived economic theory?
In short, why do all this?
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Secretary ScEwEIKER. Well, I'm not particularly a supply-side

e}:ofnortmst, Congressman, and as a trustee, I came upon a couple
of facts.
. No. 11is that the old-age and survivors trust fund and the disability
msurance trust fund together have been paying out more money than
they receive each year since 1974. So for 7 years the two funds have
been running in the red to the point where it’s getting to be a sig-
nificant factor. We have to deal with that fact and the reason we
have that fact. You're a good economist and you know we have had
a negative real wage growth in the last few years. That caused Presi-
dent Carter to be totally in error when he said in signing the 1977 bill
that we have taken care of the trust fund problem until the next
century. Negative real growth in wages causes us to have to pay
benefits for escalating cost-of-living adjustments at the same time the
wage base for revenues is shrinking in real terms. That’s caused the
problem and that’s exactly why we'’re in the mess we are.

Representative Reuss. Well, why not do interfund borrowing and, if
the projections don’t work out as planned, use general revenues until
we can pass legislation taking care of the long-term situation? Why cut
benefits now when it may not be necessary?

Secretary ScHWEIKER. Well, we do agree that there should be
interfund borrowing. I certainly agree with that. We should have
interfund borrowing and we support that. We just don’t think honestly
that’s going to be sufficient to insure the integrity of the fund and we
do believe that as soon as you go into general revenues you're going
to open up a Pandora’s box and make the thing subject totally to
our budgetary red ink.

We have been unable to balance a budget for I guess 19 of the
past 20 years, Congressman. I have been here, so I can’t believe that
our record is going to be any better on the budget with this program
than any other program.

Representative Reuss. My point, Mr. Secretary, was why balance
the budget on the backs of the present generation of social security
recipients? Why not take a precautionary safety valve measure now
and then, if the worst hypothesis develops, we may have to do these
terrible things to the old folks? Why do 1t before you have to?

Secretary ScHwEIKER. The point I was making was that by bor-
rowing from the fund all we are doing basically 1s assuring that we
are going to be taxing our younger people more. So you're borrowing
today’s benefits on the backs of our kids and I just think that’s
morally wrong. Why kid everybody and say we don’t have the money
so we're going to borrow from my kids’ payroll in the future to pay
the reciplents because we don’t have the guts to face up to the problem
now? I just think that’s morally and fiscally wrong.

Representative Reuss. Well, we can’t seem to get our projections
on the same level. I'm against doing things that are morally wrong.
I don’t see why you have to take it now out of the hides of the old
folks when it 18 not presently necessary. I guess that’s a difference
between us, and my 5 minutes seem to be up, Mr. Chairman.

Secretary ScHWEIKER. Well, does it become presently necessary
when there’s no money in the fund to pay a check? Is 1t necessary
when the checks can’t be mailed because there are no funds? Is that
when it’s necessary or should we, in all prudence, Congressman, do
something before that occurs?
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Representative REuss. Well, I think you can set up in effect
an insurance fund out of the general revenues so that that situation
where you can’t send out the checks doesn’t happen. Then if that
worst scenario turns out to be true, you make whatever permanent
decision you have to.

Senator JEPsEN. Thank you, Congressman.

Just to briefly recap, Mr. Secretary, your knowledge of this has'
been most refreshing and most helpful. It’s characteristic of your
usual preparedness and general ability to express things and I believe
everybody can understand what the problem is.

You have said time and time again what the facts are and they
have been well known to everybody across the board—that the
social security fund has been losing money since 1974.

Secretary ScewEeiker. Exactly. Senator, we have been losing
money for 7 years, and everybody closes their eyes to it.

Senator JEPSEN. In a poll conducted earlier this year by Lance
& Associates, a national public opinion research firm, it was found
that 68 percent of the American people believed that social security
was in financial trouble and most of these people are also worried
about the adequacy of their own retirement income. I think the record
should show that the Reagan administration, to its credit, has at-
tempted to draw attention to the seriousness of this problem and
the President and yourself, Mr. Secretary, have had the courage
and the honesty to present this issue to the American people in a
manner unlike previous administrations.

When the social security program was started over 40 years ago,
a promise was made to the working men and women of this country
that when they retired social security would be there to provide a
basic retirement benefit, and I want the record to be clear that neither
Congress nor President Reagan intends to let that promise be broken.

Now there are those who would have us believe that the problems
facing the social security system can be solved by a quick fix solution.
Allowing interfund borrowing will not solve the problem. You have
evidenced here a willingness to consider that as one of a number of
options to proceed with while you are shoring up and doing whatever
is necessary to strengthen social security. I congratulate you on that,
but allowing interfund borrowing is a quick fix solution and is only go-
ing to postpone the day of reckoning if that is what we use as an
answer. Is that correct, Mr. Secretary?

Secretary ScuweIkER. That’s exactly correct.

Senator JersEN. It is like putting a band-aid on a gunshot wound,
it only covers up the problem, it does not cure it. The fact of the
matter is—and let us make this perfectly clear for the record for now,
for tomorrow, for next month and next year while we are working on
this problem—that more money is being paid out of the social security
system than is going into it. You do not need to be an economist to
understand this and it can only go on for so long before the funds’
money runs out, and rest assured that the American people under-
stand that. Do you agree with that, Mr. Secretary?

Secretary Scaweiker. I strongly concur.

Senator JEPSEN. I have been advised that Congresswoman Heckler
has arrived and we are running out of time. I promised the Secretary he
would be out of here at 10 a.m. and we have 2 minutes. The Chair
recognizes Congresswoman Heckler for questioning.
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Representative HEckLEr. Thank you very much, Mr. Chairman.

Mr. Secretary, I think that the problems in the social security
system, as Senator Jepsen has mentioned, are quite well known and
they are becoming better recognized, but my concern is about the
level of social stress that is being created while Congress ponders the
options.

There are temporary answers that are not real answers and there’s
no doubt the Band-Aid approach is not going to solve the basic under-
lying problems. But really, isn’t there a question about how deeply
this society can undergo vast comprehensive changes? The level of
stress created by the issue of social security alone, in addition to other
changes in the society, creates a tension that is almost reaching, in my
district among the older people, a level that’s unbearable. Isn’t there
a way to resolve the problem thoughtfully and rationally but on a
basis that allays the fears of the elderly and is fair to everybody?

Secretary ScHWEIKER. I think that you're exactly right. There
is a stress coming along and I think that we should try to resolve it
and that’s exactly what we had in mind when we suggested some kind
of bipartisan approach. As I mentioned to Chairman Jepsen here
today, we are perfectly willing to look at interfund borrowing as one
of the bases on which to add some other things in a package, and if
we were willing on both sides of the aisle to meet this head-on, I think
we could find a solution that wouldn’t be that far off from either point
of view because there is some middle ground. It’s unfortunate that
we don’t want to strive to do that.

Senator JepsEN. This subcommittee will stand in recess for 3
minutes.

[A short recess was taken.]

Senator JEpSEN. The Chair will advise the subcommittee that we
will now hear from Alan Blinder from Princeton; Martin Feldstein
from Harvard; and Anthony Pellechio, Acting Deputy Assistant
Secretary, Office of Income Security Policy, Department of Health
and Human Services. .

Can you decide among yourselves in what order you wish to pro-
ceed? We will hear all of your testimony individually before the panel
submits questions so you may proceed.

STATEMENT OF ALAN S. BLINDER, PROFESSOR OF ECONOMICS,
PRINCETON UNIVERSITY, PRINCETON, N.J.

Mr. Brinper. Thank you, Senator.

I’d like to especially thank you and the subcommittee for the
privilege of speaking here today at what is quite clearly, based on
what’s just gone on, a very critical juncture in the social security
system’s future. .

It seems to me that it’s a foregone conclusion that social security
benefits will be cut in one way or another. That may not come this
year but it will have to come. So I think it’s a good idea to ask why.

I believe that the fundamental reasons why we are coming up
against the absolute necessity to cut social security are budgetary
and/or political ones and not fundamentally economic in nature. An
economic case for cutting social security benefits would arise if the



123

system were not achieving the goals for which it were designed, or if
1t were achieving those goals but having very harmful side effects
elsewhere in the economy. In my view, neither of those is the case.

The major goal of social security is to enable social security re-
cipients who might not otherwise adequately provide for their own
retirement to retire on a decent income; and I think the system has
met this goal extremely well. More people are retiring today and
living better than retired people ever did.

A secondary objective of the system, I think, is to redistribute
income in a lifetime sense from the people who are better off to the
people who are not as well off. Senator Symms a while ago alluded
to the fact that people at the lower end of the income spectrum get
a better deal through social security than people at the upper end.
‘This has been true for a very long time. I think that’s a good idea.
It’s a little out of fashion these days, but nonetheless, I think that’s
a proper role of government; and social security is a very good vehicle
for achieving that goal. I'll come back to that in a second.

That leaves a question of whether social security has had ill effects
elsewhere; so that despite the good effects it’s had in helping people
retire, it’s doing harm elsewhere. The written statement which I
submitted to the committee concentrates on the ill effects that social
security has allegedly had on economic incentives. In particular,
social security has been accused of inducing people to retire earlier
than they otherwise would, and it’s also been accused of inducing
people to save less than they otherwise would.

The main conclusion, which is dealt with in some detail in the
written statement, is that while the second charge—that social
security reduces private savings—makes good theoretical sense,
there’s really very little evidence in support of it; and that the first
charge—that social security encourages early retirement—does not
make basic theoretical sense but nonetheless may be true, at least
there is circumstantial evidence that it is true. I won’t try to go
over the written statement here, though I would be happy to answer
any questions you have on it. Instead, I would like to call attention
to a couple points in the statement.

The first is to explain why I say that social security does not really
encourage early retirement, even though most people claim the
opposite. Let me try to explain that a little bit.

Think of a case of a married 62-year-old man deciding whether
or not to retire now at age 62 or wait until 65, and ask what does
he gain or lose. Obviously, he loses the benefits he could otherwise
draw today, his current social security benefits. One thing he gains
is his annual salary minus payroll taxes. Another thing he gains is
an increase in his future social security benefits.

This happens for two reasons. The first is that benefits at age 62
are only 80 percent as large as at age 65. So, for example, if a typical
person would be entitled to $4,000 a year in benefits today, if he
- were to wait 3 years—until 65—he would be able to draw $5,000
in benefits: and that’s in terms of today’s money, because social
security benefits are indexed for inflation.

So he faces the following calculation: He can give up $4,000 for
3 years and in return can get an extra $1,000 a year in real benefits
for the rest of his life.
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Now it turns out, for people with an average life expectancy,
that this is a very good investment. Put differently, the actuarial
adjustment now offered by social security for postponement of
retirement from 62 to 65 i1s more than fair for the average man.
For example, in a study that I did with two colleagues cited in the
testimony, we calculated that for a typical married man of age
62 in 1973—that happened to be the year we did this calculation—the
law offered $1.54 in future benefits for every $1 he gave up in current
benefits. That's for a married man. For a single man, the corresponding
figure was $1.14 for giving up $1. That is to say, there is a financial
inducement as the law now reads to postpone retirement.

But there’s a second effect that I want to explain also, which
encourages work and can be just as strong as the one I just mentioned.
This effect derives from the fact that the person’s entitlement to
social security benefits depends on his earning history. A vast majority
of workers at age 62 are earning much more than they did during
the worst years that are included in their social security earnings
history. So by continuing to work at age 62, the worker could in
some years in the past replace a bad year in his earnings history
by a good year, and thereby raise the whole base, the so-called AIME,
upon which his future social security benefits are based.

This effect is also well known, but most people mistakenly believe
it’s unimportant. In fact, it’s very important. In our study we looked
at men who turned 65 in the year 1975. It turned out that the vast
majority of these people were potentially eligible for the recomputation
of benefits to which I have just alluded. If you asked how large was
this recomputation on the average, the astonishing fact that we
discovered was that for the average married man the increase in
future social security benefits was equivalent to 54 cents for every
$1 of earnings.

I'd like to rephrase that because it's very poorly understood.
What this means, in effect, is that the Social Security Administration
is kicking in an extra 54 cents of additional wages for every $1 that
a typical married, 62-year-old man earned. And I think that poten-
tially provides a strong incentive to stay at work, if indeed that
provision is understood by people as they turn 62 or 65, which I
think is another question entirely.

So if you put those two effects together—the actuarial adjustment
and this recomputation of benefits, and take it up to the year 1981
instead of the year in which we did the study the conclusion seems
to be that for workers between the age of 62 and 65, there’s an actu-
arial bonus for postponing the receipt of social security benefits.

In addition, for the vast majority of 65-year-olds who are earning
more today than they did in the worst year included in their earnings
base, there’s an additional incentive to stay at work. Because of the
1977 amendments, this incentive is not as strong now as it was when
we did our study in 1975, but we estimated that if those same people—
the married men who reached 65 in the year 1975—had been subject
to the 1977 amendments—which they weren’t—then their added
social security benefits would still have averaged 36 cents for every $1
of earnings—instead of 54 cents. So the effect was reduced by the 1977
legislation, but not by any means eliminated.
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When you put these two effects together, the actuarial adjustment
and the benefit recomputation, the conclusion is that a married, 62-
year-old man may give up almost $2 in future social security benefits
for every $1 of benefits he collects by retiring now.

That’s why I say that on a priori, theoretical grounds it would seem
odd that a system like that seems to encourage people to retire early.
That does not mean it does not, but that it should not if the people
understand how the law functions.

Let me turn to the effect on savings. I explain in the statement what
I found in my own research with my two colleagues, and I also explain
why I think the well-known work of Professor Feldstein on my left
does not really establish a strong case for a strong negative effect of
social security on savings. I won’t try to repeat all that here now, but
once again, 1 would answer questions if there are any. I would like,
instead, to call your attention to the only graph in my prepared
statement.

What it shows is the rate of personal savings as a fraction of dis-
posable income roughly from the beginning of the 20th century to now.
It shows that, on average, the savings rate of individuals in the period
since social security has been about the same as it was before we had a
social security system. That is, people have saved in the postwar
period roughly the same fraction of their disposable income that they
did before there was a social security system—not exactly the same,
but roughly the same.

This means, if we are really to believe that social security has
strongly reduced savings—for example, halved private savings, as
has sometimes been claimed—we have to believe that had Congress
never created the social security system back in the 1930’s that
savings in the United States today would be twice as high as they
are now, which is to say also twice as high as they were in_the first
third of the 20th century. That’s not totally impossible, but I frankly
find it hard to believe when you look at this evidence over a long
period of time. In fact, you could take this graph back further and
conclude that for a period of about 120 years, marked by great social
upheavals, migrations, and demographic changes, the rate of personal
savings relative to disposable income has been more or less constant
once you corrected for the business cycle—for about 120 years or so.
So I think that really makes you wonder about how it could be the
social security has halved private savings.

Now let me just take a few minutes to talk about potential prin-
ciples for truly reforming the social security system instead of applying
a Band-Aid approach, as you correctly put it.

Taking a longer term view, how would we get benefits down, if
that is the route taken, rather than raising taxes, which I think is
likely. Cutting social security means changing some aspect of the
benefit formula. And I think it’s useful to think of a social security
system as a bank account that is locked in until retirement. But 1t
has at least three rather odd features that distinguish it from a bank
account. All three are critical.

The first is that it’s indexed by act of Congress.

The second is that how much you get out depends on the pattern
of your work effort late in life, which is not true for your own bank

88-829 0 - 82 - 9
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account. I think it would be useful to make total lifetime benefits
depend on all earnings for your whole lifetime up to some age, say 62,
and not depend at all on your pattern of work effort after that. Then
whether or not you work at 62, 64, or 68 would not affect the total
lifetime benefits that you draw from the system. This could be done
by, first of all, using fair actuarial corrections at all ages past the
initial age when you first become eligible for benefits, and then match-
ing the 1ncreases in whatever benefits were earned after the age of 62,
if that’s the age, to the payroll taxes that you pay after that age.
For example, if the computation of social security benefits stopped
at age 62, you could suspend the payroll tax for people after age 62.
That’s just one example of the general principle.

I think it’s also worth saying that there’s nothing wrong with
letting people retire on social security early, say at 62, if they want to,
if by so doing they don’t actually increase the lifetime benefits they
draw from the system.

Now I have essentially argued that the current benefit reductions
made for early retirement at age 62—80 percent of the amount of
65—are already too large. That is to say, you get more lifetime
benefits by waiting until 65. The administration proposal made in
May would make it even lower, and personally I find that a bad idea.

Problems arise in making fair actuarial adjustments because dif-
ferent groups in our society have different mortality tables. For
example, bﬁmcks have a worse mortality experience than whites.
And that leads to the third aspect of the system that I alluded to
before, that it’s a redistributive system. It does pay more to people
at the lower end of the income spectrum relative to what they put
in.
The current social security system, once it’s fully mature—and
it’s not fully mature because it takes a few generations after you
make a change for the system to reach maturity—this current system
will give people with low lifetime income more if they live long enough.
Those are the important words here—if they live long enough. It
will give high-income people less. The problem, however, is that
many of these low-income people will not in fact live long enough.

As T said in the beginning of the testimony, I personally find the
social security system a very sensible way to redistribute income
for a variety of reasons, of which I think the most important is that
it’s the only feature of our tax and transfer system that basically
uses the lifetime as the unit. So what we are doing is redistributing
income to people who are lifetime poor, not to people who have a
bad year or something, but to people who are poor for a lifetime,
from people who are lifetime rich. And I think that’s a good way
to redistribute income.

Even if you don’t agree with that argument, and don’t view social
security as the proper way to redistribute income, you must realize
that the poor, the black, et cetera, generally have worse survival
experience than those who are better off. Since they won’t, on average,
live as long as the people who are better off, the social security system
must be redistributive simply to compensate them for the fact that
they have a worse life expectancy. If it doesn’t do that, the system
will in fact play a reverse Robin Hood role of robbing from the poor
to give to the rich.
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And T’d like to point out in that respect also that the adminis-
tration’s proposals in May would have sharply reduced the
redistributive aspect of the social security law, and I would view
that as a mistake as well.

What does that lead me to? It doesn’t lead me to a piece of leg-
islation which I’'m going to suggest. That was not my charge and
it's not my intent. It leads to a couple of general principles which
I will mention very briefly and then conclude.

In considering the long-term problem—not the Band-Aid approach—
of what to do about the system, first, I think we should preserve
the redistributive aspects, and not take the cuts out of the hides
of the people that have the worst mortality experience—as would
be done, for example, by drastically cutting early retirement benefits.

Second, we should try to make the system neutral with respect
to the retirement age. It is not at the present time. It encourages
the 62-year-old to stay at work. It may discourage the 66-year-old
from working. It should be neutral in that respect. We should not
try to change people’s retirement decisions on the basis of their
social security benefits.

Third, we should fix the indexing formula but maintain indexing.
We don’t want to leave old people who are relying on social security
open to the vagaries of inflation. The Bureau of Labor Statistics 1s
going to reform the CPI in the next couple years. Everybody knows
by now the problems with the housing component, which is the
main issue here as well, and is the main reason why older people
have been overindexed in the last couple of years. The BLS will fix
that, and could go even further.

The BLS is very good at computing price indexes. It’s a marvelous
statistical agency, the best we have in the United States probably.
They could very easily design an index directed speciﬁcal?y at the
consumption basket purchased by older people. It would be an easy
job for BLS. They could do it very well, and I think it would be a -
good idea to have an index constructed specifically for that purpose.

And there’s one last principle which I think is very important and
which was also violated by the administration’s proposal in May. The
principle has only three words: Do it slowly. Retirement is a long-range
1ssue, something that people plan for and build quite a few other
decisions around. It’s essentially a lifetime decision. If we’re going
to make large changes in the nature of the social security system, 1
think it’s terribly important that we give very long, advanced notice
of these changes so that people within 5, 10, or even 20 years of retire-
ment have some inkling about what things are going to be like when
they in fact retire.

Thank you, sir.

[The prepared statement of Mr. Blinder follows:]
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PRrREPARED STATEMENT oF Arnan S. BLiNDER
1. _Introduction : ~

The short-run financing problem of the social security
system,which makes it imperative that either benefits be reduced
or receipts increased, makes this an opportune time to reexamine
the nature and effects of the system. Research on social security
by economists has centered around two questions:

(1) Has the existence of social security benefits led to
a_reduction in private saving by individuals?

(2) Has the structure of socialjéecurity benefits and
taxes encouraged older»émericans to rétire earlier than they
wo&ld have otherwise? - '

These ére important questions. If answered in the
affirmative, they constitute a powerful indictment against the
system. Because promised social security benefits are not
fucded, if social security leads to a reduction in privete
saving by individuals, then the nation Ss a2 whole winds up saving
less. Thié, in turn, means less capital formation, lowexr
productivity, and so on. If people are retiring earlier because ’
of social security even though they are living longer, then .

t?e nation's total supply of labor is less than it might be,
with corresponding deleterious effects on potential output,
inflation, and so on.

Though I certainly think our present social security
system could stand improvement, my role here today is that of

the defense attorney. My claim is that one charge 'is probably
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false, although it should be true, while the other charge might
possibly be true, although it should be false! Specifically,
the first indictment--that social security discourages private
@ving--makes perfectly good sense. But there is precious little
supporting evidence. The other indictment--that social security
encourages earlier retirement--flies in the face of the actual
work incentives set up by the law. But there is nonetheless
of least circumstantial evidence suggesting that it may be true.
The rest of my testimony backs up these claims. In the
course of the testimony I will rely heavily on the rgsults of
a research project conducted jointly by myself, Dr. Roger Gordon
of Bell Telephone Laboratories, and Dr. Donald Wise, of Mathematica,

Inc., @although they are in no way implicated in the conclusions X
draw,l Because the committee staff requested that I do so, I

will concentrate on the first charge.
ial S i 1 ive Reti
I begin by dealing briefly with the second charge--that

social secufity has led to earlier retirement--because it is

here that I think I may have something to say which you have
not already heard. '

lsee A. s. Blinder, R. H. Gordon and D. E. Wise, An Empirical
Study of the Effects of Pensions on_the Saving and_Labor Supply
Decisions of Older Men, report submitted to the U.S. Department
of Labor, March 30, 1981:; A. S. Blinder, R. H., Gordon, ané D. E.

Wise, "Reconsidering the Work Disincentive Effects of Social
Security," Natiopal Tax Journal, December 1980, pp. 431-hiz; .
R, H. Gordon and A. S, Blinder, "Market Wages, Reservation Wages,
and Retirement Decisions," Journal of Public_ Ecodomigs, October
1980, pp. 277-303; A. S. Blinder, R. H. Gordcn, and D. E. Wise.
"Social Security, Beguests, and the Life Cycle Theory of Saving:
Cross-Sectional Tests," National Bureau of Economic Research
Working Paper No. 619, January 1981,
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My point is that, contrary to popular belief, the
structure of the social security law, if properlv understood,
actually provides strong incentives for most 62-64 year olds
to stay at work rather than to retire. Since so many people
believe the opposite, let me try to explain the reasoning
behind my statement.

Consider the case of 2 married 62-year-old man deciding on
whether or not to retire and claim early social security benefits.
Everyone knows that, if he waits until 65, he will get a basic
benefit that is 25% higher than what he can collect at age 62.
(This is usually stated by saying that the benefit at age 62 is
80% of the benefit at age 65.) What does he gain and lose by
waiting? 'One thing he obviously gains is his annual salary,
net of any taxes he must pay. Another thing he gains is higher
social security benefits in the future. This happens for two
reasons.

(1) The first resson was just mentioned. Suppose.he is
entitled to pLO00/year right now. If he waits until age 65, he
will be able to draw $5000 in_terms of today's mopey (because
benefits are indexed for inflation). Thus, by giving up 54000
per year for three years, he can obtain an extra $1000 real
dollars in benefits, for the rest of his life. For people
with average life expectancy, this is & good investment. Put
diffe;ently, this means that the "actuarial adjustment” offered
by social security for postponing retirement is more than fair

. for the averzge man. For example, ‘Gordon; Wisé and I calculated.
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that, for a typical married man reaching age 62 in 1973, the
law offered him $1.5h in future benefits for each $l in current

benefits he gave up. For a single man, the corresponding figure
was ﬁl.lh.l Thus there is @ financial inducement to defer

benefits, even if you actually retire.
(2) But there is a second effect which encourages work

and which can, in many cases, be just as strong. This effect
derives from the fact that 2 person's entitlement to social
security benefit depends on his earnings history. The vast
majority of workers are earning much more late in life than they
were during the worst years that are_-included in their socizl
security earnings histories. By continuing to work at age 62
(or even at age 65), a worker can throw a "bad year" out of
his earnings base and replace it by a "good year," thereby
increasing his entitlement to social security benefits.

This effect is also well known; but most people mistakenly believe
that is is unimportant. It is not. Let me illustrate, using
as my example 2 married man who turned 65 in 1975, because this
was the group considered in our study. For people of th;s age,
social security benefits were based on the best 19 of their
last 24 years of covered earnings.. Thus, as long 2s earnings at
age 65 exceeded the worst earnings in any of these 19 years, staving
at work would raise future benefits. It turned out that over 90%
of the men we studied were potentially eligible for this increase
in benefits. How large was the increase?
The astonishing fact we discovered was that, on average, the increase
i E . ] < E- - : ] =hs E i:h

; lThese are based on a 17 real interest rate. At a 3%
interest rate, the corresponding figures are $1.22 for a married
man and 50.94 for a single man.
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Bl of earnings! I'd like to rephrese this because it is so poorly
understood. Our finding was that, in effect, the social seéurity
administration kicked in 54¢ of additional wages for each dollar
that a typical 65-year-old earned. This is 2 strong incentive
to stay at work.
While this number was obtained by considering the detailed
earnings history of each of 907 men, I can show quite simply
why 5h¢ was the average figure. Each dollar of additional
" earnings at age 65 added $1/19 = 5.3¢ to average annual earnings.
For a typical worker, this in turn raised his Primary Insurance
Amount (PIA) by 2.4¢ on an annual basis. For a married men,
this‘increase in PIA raised annual social security benefits by
sbout 3.6¢ per year for life, which after allowing for discount-
ing, survival probabilities, and the likelihood that the wife
will outlive the husband, was equivalent to about 54¢ in additional
social security benefits.
Let me now try to bring these two provisions together and
illustrate how they work in 1981. )
' For workers between 62 and 65, there is an actuarial
bonus for postponing the receipt of social sgcurity benefits.
Even if they want to retire anyway, it pays many people to
postpone claiming benefits. This is just as true today as it
was in 1973.1
In addition, for the vast majority of 62-year-olds who are
earning more today than they did in the worst year included
in their esrnings base, thero 1s an sdditional incentive to.stay at work
It was not true between 1974 and 1977 when, through a quirk

in the law that has since been corre i adj
e ek hat b cted, the actuarial adjustment
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Because of the 1977 amendments, this incentive is not as strong now
as it was in 1975. But Gordon, Wise 2nd I estimated that if

our sample of men who reached 65 in 1975 had been subject to the
1977 esmendments, their added social security benefits would

still have averaged 36¢ (rather than 5ki¢) for each dollar of
additional earnings. Thus, on balance, a2 married 62-year-old

man may give up almost $2 in future social security benefits for
each Al of benefits he collects by retiring now.

The story is not quite as strong for a 65 -year-old because
the law does not offer full actuarial compensation for deferring
benefits past age 65. But the other half of the story--the
effect of current earnings on the earnings history--remains in
force.

Why, then, are more workers taking early retirement today
than was true 20 or 30 years ago? This is a good question, about
which I have thought a good deal since doing the study. Though
I do not know the answer, I can offer a few possibilities:

(1) It may well be that few workers understand the way
the law actually works, and think (mistakenly) that it is in
their best financial interest to retire at 62. Though some
scénomists refuse to entertain the notion ‘that pecple make
systematic errors, I do not find it totally outlandish to
suppose that people do not understand a terribly complex law--
especially since hardly any social security "experts" understand

it either!



134

(2) 1In contrast to social security, most private pension
plans offer strong inducements to take early retirement. And
these plans have expanded greatly, both in coverage and generosity,
during the past few-decades.

(3) The effect of current earnings on future social
security benefits that I have discussed was actually far stronger
in the 1950s, when earnings histories included only a few years,
than it was in the 1970s. Hence the incentive to continue at
work has grown weaker over the years.

(4) The average worker reaching retirement age in the
1970s was richer, in a lifetime sense, than the average worker
reaching retirement age in the 19503, One way to spend this
greater wealth is to "buy” a longer retirement period.

I am not sure which of these factors was most important.

And there are others that I have Aot mentioned. But this short
list should illustrate that there are suspects besides social
security. Just because retirement rates have increased does
not imply that social security is the culprit. We should not

rush to convict the system on circumstantial evidence.

Common _Sense

Let me now examine why many people believe that social

security discourages private saving. As indicated earlier,

their reasoning seems theoretically sound and makes good common



135

sense. However, Section 4 will show that there is very little
evidence to support their case.

The basic argument is simple. While people save for @
variety of reasons, one obviously important one is saving for
retirement. If the government, through the social security
system, forces them to set aside 2 portion of their earnings
for their retirement, it seems natural to suspect that people
w%ll do less retirement saving on their own. But how much less?

_A_Simple Case

let's start with a simple case, and then consider some
qualifications. Suppose that (a) John Doe saves only to -
finéncé.retirement spending, (b) social security does not
induce Doe to change his planned age of retirement, (c).the
social security program providés lesg income for retirement
than John Doe wants. Under these circumstances, each dollar of
accumulated social security benefits will displace exactly one
dollar of private wealth. For example, suppose that John Doe
wants to retire at age 65 with $50,000 in assets. If the
government provides him with $35,000 in entitlements to social

for a2 |

_se;ur%ty"bgngf}tsahg‘wi}l ac;umq;ape“ﬁls{poo,og“his own,
eotal of p50,000. T

Now suppose legislation raises his social security benefits

to p40,000. His natural reaction is to reduce his private wealth

accumulation a2t age 65 to $10,000, so as to keep the total at
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$50,000. 1In this case, an increase of 55,000 in social security

wealth displaces £5,000 in private wealth. This is the
£ull displacement effect emphasized by Feldstein.!
alificati : e aving

Now let's consider some qualifications to this argument.
The first qualification is obvious. What if John Doe only wanted
to accumulate $30,000 by age 65?7 Then the social security system
forces him to accumulate more (f35,000) than he wants. If his
social security benefits are then raised to $40,000, he cannot
reduce his private saving for retirement, because he has not
dong any. .There is, in this case, a zero displacement effect.

Is this case realistic? One naive argument against it goes
as follows. If people are forced to oversave for their retirement,

they should enter retirement with no assets other than social

security. But they do not. Therefore, they are not being forced
to oversave. This argument would be valid if
people saved only to finance retirement. But there are other

motives for saving. For example, people hold small amounts of
liquid assets to protect themselves against unforeseen emergencies.
‘People may also hold assets late in life because they want to

leave bequests There may also be a pure "x;ng Mldas effect"-- )

people derzve happxness from holdxng wealth. For these ‘reasons
and others, people who are forced to save too much for their
retirement by social security may nonetheless have some assets

of their own.

’ ) ly. s. PFeldstein. "Social Security, Induced Retirement and
Aggregate Capital Accumulation,” . Jour u_l_gi_ﬂQlL&LC_l__SQanx
Sept./Oct. 197k, pp. 905-326.
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Besides, the vast majority of people enter their retirement
years with very little in the way of assets, apart from their
homes, consumer durables, and claims to (private and public)
pensions. In our study of the assets accumulated by a random
sample of white mén aged 60-65 in 1971, Gordon, Wise and I found
that financial assets averaged less than L% of lifetime earnings--
and this 4% included life insurance! Similarly, Diamond ard
Housman found that 50% of men aged 45-59 in 1966 held less than
$£1500 in wealth, excluding their homes.} With private wealth-
holding this low for most people, it is easy to imagine that
social security may represent forced oversaving for reiirement
for.many households.

Finally, it is worth remembering one of the basic rationales
for having 2 gompulsory public pension system in the first place.
Before social security, people apparently were not providing
enough gor their old age. V

All of these facts suggest that the first gualification is
probably very important. )

Segon alification: T Retirement

3 A second possibility,which was raised by Feldstein in his
fofiginéi”paper;'is:ihétrsaéigi'Eéédfiéy:ﬁigh%'Iﬂéﬁéé”peoﬁié’56 
retire earlier. If so, they will need to accumulate more wealth

to finance their longer retirement periods.

1P. Diamond and J. Hausman, "Individual Savings Behavior,”
mimeo, September 1960. .
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This argument seems quite plausible. But I have just shown
that the social security law--if properly understood-- might
actually encourage postponement of retirement. If social security
really induces people to stay at work longer, then they will
need to do less saviné for retirement.

Third Qualification: _The Nature of Social Security Wealth

The third qualification is really a laundry list of reasons
why John Doe‘may not view Sl of accrued social security benefits
as eqguivalent to Sl in his own bank account. Among the reasons
why "social security wealth" is not as good as Sl of private
wealth are:

(1) Social sécurity wealth cannot be spent until age 62
or age 65. -

(2) To start spending it, it is necessary to retire almost
completely from the labor force--something that John Doe may not
be anxious to do.

(3) Even if he gets access to these funds by retiring, it
is the government, not John Doe, that decides how quickly "social
'security wealth" can be spent.

7 k). Social security wealth cannot be used 2s.collateral.

on a8 loan.
(5) Social security wealth cannot be used as a2 bequest to
one's children (except where there are minor children, and even then

only a fraction can be "bequeathed").
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(6) Receipt of social security benefits is subject to ‘the
uncertainties of future legislation.

For 211 these reasons, and more, John Doe may reduce his
private saving by less than $1 (or not at all) when the government
raises hi®social security wealth by £l. On the other hend,
there are factors pointing in the other direction--reasons why
£l in social security wealth may be better than $l in private
wealth:

(1) Social security benefits are protected from
inflation by-indexing.

(2) 1Individuals can éurchase annuities only on very
unfavorable terms. The social security system provides annuities
cheaply.

(3) Income from social security wealth is not taxable,
even though half of the original contributions (the employer's
share) were not taxed when earned.

Fourth Qualification: Desired Beqguests R

The next qualification is based on the bequest motive for

" saving. When the government raises John Doe's social security

. benefxts, 1t does so by pledglng to ralse the taxes of the youngerA

‘generatxon. Thus the government transfers ‘income from chlldren'
to parents. If John and Jane Does all over America want to leave
bequests to their children, they may react to this forced
transfer by raising their saving for begquest purposes, thereby
compensating their children. .Thus while John Does saving .

for retirement may decline, his saving for peﬁggggg may

simultaneously rise.
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Fifth Qualification; Demongtration Effects

The f£fifth, and fineal, qualification is contrary to the
economist's way of thinking about human behavior, but may
nevertheless be quite important. Social security may have a
"demonstration effect" which reminds people that it is "appropriate”
to save for their retirement years--aAsubject most people want
to ignore ("I'll never retire!"). It is a fascinating fact, I
think, that private pension plans were almost nonexistent
before the social security system began. This fact hardly
suggests that social security has supplanted private savings
for retirement.

Where do all these qualifications leave us? Not with
anything very concrete, I am afraid. On balance, I think we
would be very surprised if social security wealth actuall&
displaced private wealth on a dollar-for-dollar basis, as some

- have claimed. But we would probably also be surprised if there
were no displacement at 2ll. Apart from these rather weak
predictions, theory will tell us little. We must look to the,
evidence.

A defendant may be found innocent either because there is
insufficient evidence to convict, or because there is powerful
evidence that he is not guilty. My claim is that there is

virtually no evidence to make the saving indictment against
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social security stick. Even though the system may be guilty,
we do not have enough evidence to warrant 2 conviction.

1'11 organize my case as follows. First, I'll describe
what we have found in our own ;eseafch. Then I will consider
some of the important work of Martin Feldstein, which provides
most of the evidence on the prosecuéion side. I will argue that
our results are not that different from Feldstein's and that
Feldstein's evidence is really not very strong. )

The question is: does social security wealth displace
private wealth, and therefore reduce national saving? There are
two ways to look for answers to this guestion. First, we can
study different individuals at the same point in time and ask:
have people with more social security wealth accumulated less
private wealth? Of course, before we do this, we will want to
control--in a statistical sense--for other influences on wealth.
This is difficult, but not impossible, to do.

Second, we can look at the private savings of the whole
economy in different years. Since the structure of social
security benefits has changed from time to time, we can try
. to, learn whether private savings went down when social security .
bénéfité becamé”mo¥e generbus,Aand 56.66..-6£'56Q£§é, wéuhﬁgéuh .
once again try to control for other influences on national saving.
Only here the problem is much harder because the potential "other

influences"” are numerous, and the amcunt of data we have is

.quite limited.

88-829 0 - 82 - 10
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Cross Sectional Evidence

Let me start with the evidence obtained by studying
individual behavior. Gordon, Wise, and I looked at the accumulated
assets of white men>nearing retiremgnt age. Cur sample included
4,130 men aged 60-65 in 1971 who were not self-employed. We
found that, on average, these men held financial assets amounting

2
mortgage indebtedness) amounting to about 3%% of lifetime .earnings,

to only 51% of their lifetime earnings, real estate (net of

and private pensions averaging about 1%% of lifeﬁime earnings.
These are rather small amouﬁts; By contrast, their "social
security wealth,” that is, the present value of their claim to
futqre'soéial security benefits, averaged about 7% of lifetime earn-
‘ings ~--almost as much as all private assets cbmbined. Those
who claim . that social security wealth has displaced
private wealth on a dollar-for-doilar basis must then be asserting
that private wealth would be almost twice as large as it now is
in the absence of social security. This is a2 bit hard to believe.
To address the question direcily, we estimated an économetric
model which sought to explain the accumulatedAsavings of
‘individuals by a variety of variables, including their social
:-Eépurityum@a&therGurQbes;.gueséyfbas§d§0pfindigidpél-qe;ltﬁmgf3-3
holdings, was that each $l of additional social security wealth
reduced private wealthholding by 39¢. Put differently, this
means that if John Doe has f1 more in social security benefits

than John Smith, and the two men are identical in all other
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respects, we estimate that Doe will have 39¢ less in private
wealth than Smith. Hence Doe will have 61¢ more in total
retirement wealth (private plus social security) than Smith.

The arguments presented in Section 3 make this estimate
seem perfectly plausible. But I do not want to defend it.
Instead, I want ﬁo explain why I have very little confidence in
this, or any other, estimate. ‘

The reason is that estimates like these, derived from

-statistical procedures, have a degree of imprecision associated
with them. The most common measure of this imprecision is what
statisticians call the gtandsrd error of the estimate. Aand in
this case, the standard error is large, meaning that the estimate
is very imprecise. The standard error in our study Wwas 45§,
which means that, for example, we can be only 68% sure that the
true displacement effect lies between -6¢ and +84¢ on the dollar.
This is @ very wide range of uncertainty.

Now I realize that members of Congress are not statisticians;
nor should they be. So I hesitate to bring up something as
technical as the standard error. But I do so for a very good

| reason. jE;qnomisﬁsjwhq:adhergts;rdﬁglthpﬁ;hgﬁvigH,qux,quig;”;
security retards private saving will emphasize the best guess.
And ours, 2s I have just stated, is that each dollar of social
security wealth displaces 39¢ of private wealth. But there is

- a world of difference between an estimate of 39¢ with a2 standard



144

error of 5¢ and the same 39¢ estimate with 2 standard error of
45¢. BAnd there is aléo a world of difference between & situation
in which different researchers, using different models and
different sources of data, all come up with similar "best
guesses” and a world-in which the "best guesses” of different
researchers are all over the map.
My point is that the situstion with respect to research on

social security and saving is more like the latter than the
- former. Let me try to illustrate the difference with two
familiar examples.

" As an example of what it means €6 Kavé & big Standard erxer,
consider the performance of a .250 hitter in a game in which he
gets four at bats. Since he averages 1 hit per four at bats,
our "best guess" will be that he will get exactly 1 hit. But
would you want to bet on it? Probably not, because there is a
lot of imprecision surrounding this best guess. It is not an
estimate in which we can have much confidence. In statisticians language,
the standard error of this estimate is 0.9 hits per game--wﬁich is
almost as large as the best guess itself. Because the

standard error ls 50 1arge relatlve to the best guess

the best . B
'"guess xtself is not terrlbly ugeful lnformatxon.
By contrast, consider the problem of predicting the high

temperature in Washington on a day in early August. The best



145

guess may be 88°. But its standard error is far less than 88°.
It may be only 5° or so. This means, for example, that you can
be 687 sure that the high temperature will be between 83°

950. Information like this is worth acting on. I1f I come to
Washington in BRugust, I wear lightweight clothes; if I come

in January, I wear woollens. This is quite a contrast to the
ball park, where it is not terribly informativeé to be told
that 2 batter is 2 .250 hitter.

This is why I stress that economists' (or anyone else's)
best guess should be taken seriously if the standard error is
fairly small (as in the case of Washington's summer weather),
but not taken seriously if the standard error is very large
(as in the case of the baseball player). My point is that the
evidence on social security is more like the basebali player than
the weather.

In the light of this discussion, it is interesting to
consider the evidence turned up by Feldstein'in a recent study
of individual behavior. ﬁhile his statistical model was quite
different from our own, the two studies are worth comparing
because they utilized the same basic source'of data--the
) Retxrement Hlstory Survey of the Soc131 Securxty Admlnxstratxon.
4Feldsteln cencluded that hls evxdence provxded ﬂé&zlé strong o
support" for the notion that social security displaces private
saving. On the surface, his conclusion seems quite different
from our own. But I will show now that our resulté were really
quite similar. It is just that Feldstein judged the bottle’

to be half full, while we judged it to be half empty.
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Let me be more specific. Feldstein estimated his equation 12
different ways, and hence obtained 12 different estimates of the
degree of displacement. His two preferred estimates were
72¢ on the dollar (with standard error 58¢) and 35¢ on the
dollar (with standard error 27¢), which are reasonably consistent
with our estimate. However, inclﬁded among his other 10
estimates is one as high as £1.3L4 and another as low as -16g.

Specialists can argue whether 39¢ or 72¢ or -1l6¢ is really
thelsest estimate. The basic point is that widely divergent
estimates like these are precisely what we expect to happen when
the "best guess" is so unreliable, just as a .250 hitter can
easily go D-for-4 or 2-for-h.

Time Seri Evidence

I turn next to evidence obtained by studying the behavior
of the whole economy over time. Feldstein's famous original
paper estimated that each fl1 of social security wealth reduced
private saving by 2.1¢ per year (with standard error 0.6¢).

If you follow through the logic of this estimate, it ag;in
implies that social security has virtually halved private saving.

But, once again, I don't think we can accept this estimate at

‘face value. - 7 »
The least important reason for this skepticism is the famous

computer error pointed out by Leimer and Lesnoy.1 Even though

1See Dean leimer and Selig Lesnoy, "Social Security and
Private Saving: A Reexamination of the Time Series Evidence
Using Alternative Social Security Wealth Variables,™ Working
Paper No. 19, Social Security Administration, Office of
Research and Statistics, November 1980.
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they pointed out that correcting this error reduced the 2.1f¢
estimate in Feldstein's original equation to only 1l.1¢, Feldstein
has recently offered a new version of his equation, with the
er?or corrected, in which the estimate is that each Sl of
social security wealth depresses private saving by 1.8¢ (with
standard error 0.9¢).1 If we accept this estimate at face
value, we can be 68% sure that the true number is between 0.9¢
and 2.7¢. v

But I think we must not accept it at face value. .
There are several reasons why the true uncertainty surrouﬂding
this estimate is far greater than the standard error of 0.9¢
suggests.

(1) The first reason was really the main point of the
leimer-lesnoy critique, but seems to have gotten lost in all
the fuss about the computer error. To estimate the kind of
equation Feldstein estimated, it is necessary to decide how
"social security wealth” has changed over time. To do this, -
it is necessary to make some suppositions about how people at
verious points in time projected the future evclution of social
éecurity benefits. Feldstein did this in one particular way, -
ana';t,leéatquhisgqrigipaliéhlﬁfgstima;é.g,aqtpnobodyf:gallygkzﬂ

knows the "right" answer, aﬁd there are many other'methodé

lsee M. s. Feldstein, "Social Security, Induced Retirement
and Aggregate Capital Accumulation: A Correction and Update,” -
National Buresu of Economic Research Working Paper No. 579,
November 1980.
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which are just as reasonable. In fact, Leimer and Lesnoy
displayed 20 such methods, and obtained estimated effects

of social security wealth on privete savings as high as 1.8¢

per dollar and as low as -0.2¢ per dollar. This is 3 very wide
range. Thus even if we accept Feldstein's version of the "best
guess” instead of Leimer and Lesnoy's, the true "standerd error"--
once one accounts for the uncertainty involved in estimating
social security wealth--must be far greater than the 0.9¢

standard error reported in Feldstein's paper.

(2) The second reason is a purely technical one, which I
will state, but not attempt to develop, for I am guite sure that
Prafesébr Feldstein will agree with it. The equation in Feldstein's
latest paper suffers from a technical defect that statisticians
call "sutocorrelation.” I mention this only because the main
effect of autocorrelation is to cause standard computer programs
to report estimated standard errors that are too small. A
correction for autocorrelation would surely razise the
standard erxor.

(3) The third point is more important. No one, not even
_ Feldsteln, has purported to have found a- systematxc negatxve
erffect of socxal securlty on sav1ng‘for the Qos r‘g_gxod. T;t:
get the effect Feldstein finds, it is necessary to include the
depression years, when the social security system first started,
and personal savings were abnormally low. This point is

significant because we would expect, on basic theoretical grounds,
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that the effect of social securitf on private saving should be
much larger when the system is just starting up than when the
system is mature. It could well be that the negative effects
of social security on saving are a2 thing of the past.

let me now sum up my argument so it is not misunderstood.

I am got claiming that economic research has definitively

established that social security has not harmed national savings.

Nor am I claiming that Feldstein's theoretical argument is implausible.
I am claiming that a fair assessment of all the available evidence
does not give any strong reason to believe that social security

has seriously depressed private saving. The best guess may be

that social security has had some negative effect on saving,

though some economists would dispute even this. But the impre-

cision surrounding this "best guess" makes it hazardous to use

it as a basis for policymaking.

And finally, we should remember that the effect on saving
that Feldstein claims to have found is not a2 small one. His
estimates imply that personal saving in the United States today
‘'would be running anywhere from 50% to 100% higher in the absence
fof the soc181 securlty system._ It may therefore be of Lnterest
.to ask what savings rates were typlcal before the advent of
social security. The figure below gives the answer. Savings
rates during the postwar period have averaged just about the same

as in the period from 1898 to the Great Depression. This
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means that Feldstein is implicitly claiming that national
saving wculd have increased dramatically above historical norms
were it not for social security. Before we believe a claim like

this, we should require strong evidence indeed. The evidence

is not there.
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Averages over Business Cycles, 1898-1979

SOURCE ; R. J. Gordon, Macroecopomics, Second Edition,
Little Brown, 1980, p. 396. .
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Co psions

‘lj-ne charge that social security reduces private savings makes
perfectly good sense. As an edonomic theorist, I would not be at
all surprised if there were reams of evidence suggesting that the
system is guilty as charged. However, as an empirical economist,

I am forced to conclude that the evidence is lacking. Savings rates
are no lower in the postwar period than they were prior to the inception
of social secuxiéy. No one has claimed to have found evidence in
economy-wide data for the postwar period that social security has
reduced saving. What little evidence economists have turned up in
support of this charge is about as ¢onvincing as 2 prediction that

a .250‘hitter will go one-for-four.

It is the best guess, but it is not a very good one.

The charge that social security has encouraged early retirement
does not make sense, once the nature of the social security law is
understood. In fact, for most men, social security should discourage
early retirement. However, it is a plain fact that labor force
participation rates among older men have been declining stéadily in
the postwar period. One possibility is that the operation of thé law
has been widely misunderstood, and that people have been retiring
early because they failed to .appreciate the financial benefits of
waiting. If this is so, then the "problem" can be easily cured by
explaining the nature of the law better to potential retirees. But
I think it more likely that people have retired despite the
financial inducement to remain at work provided by social security.
We may just have to entertain the noticn that the.reazson for the

trend toward early retirement lies elsewhere.
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Senator JEpsEN. Thank you, Mr. Blinder. Your prepared statement
will be entered into the record as if read, and I would also advise Mr.
Feldstein, if you choose to summarize your statement, it will be en-
tered into the hearing record as well.

I understand, Mr. Feldstein, you have to leave by 11:15. We can
try and hold to approximately 10-minute presentations and, Mr.
Feldstein, you may now proceed.

STATEMENT OF MARTIN FELDSTEIN, PRESIDENT, NATIONAL
BUREAU OF ECONOMIC RESEARCH, CAMBRIDGE, MASS.

Mr. FeLpsTEIN. Thank you very much, Mr. Chairman.

As you know, and as the Secretary said earlier this morning, the
social security program is in very serious financial trouble. The Gov-
ernment’s actuaries predict, we were told again today, the retirement
fund will run out of money next year if their is no reduction in benefits
or increase in revenue. And looking to the longer term, about which
we heard less this morning, the actuaries also warn that the changing
age distribution of the population means that the tax rates of more
than 20 percent and perhaps more than 30 percent would eventually
be required to finance the benefits implied by existing law. If such high
payroll taxes are piled on top of other Federal and State taxes, most
mdividuals would find themselves paying a tax of more than 50 cents
of every-extra dollar that they earn.

The primary reason for these financial problems is the unprecedented
explosion of social security benefits in the past decade. It’s not the
higher unemployment rates of recent months. It’s not the slowdown of
wage growth and productivity in the last 3 years. It’s the explosion of
benefits. Between 1970 and 1980, old age and survivor benefits per re-
cipient rose 55 percent when measured in dollars of constant purchas-
ing power. During the same period, average constant dollar gross
weekly earnings of private nonagricultural workers were essentially un-
changed, rising less than 2 percent over the entire decade. Thus, the
ratio of average benefits to the average earnings of those who pay
social security taxes rose by more than 50 percent. This rise that
occurred in the 1970’s marked a radical departure from the stable
ratio of that during the previous decade. By contrast, during the
previous decade, the ratio of benefits to earnings showed little change,
rising less than 10 percent.

If the ratio of average benefits to average wages had remained at its
traditional 1970 level, total benefits to retirees and survivors in 1981
would be $40 billion lower than the actual $120 billion outlay for the
current year. There would be no worry about the short-term solvency
of the program and the projected long-term tax increase would be
virtually unnecessary.

The rapid growth of social security benefits did not reflect a care-
fully considered decision to provide a sharp increase in transfer to
the aged at a time when other incomes were stagnating but was the
result of bad judgment and technical mistakes. The problem began
in 1972 when overly optimistic estimates were used to justify raising
benefits by 20 percent and indexing them to prevent their erosion
by inflation. To make matters worse, the fault in the indexing formula
which led to a double indexing in which each percentage point of
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inﬂill)i,ion caused benefits to rise by more than 1 percent added to the
problem.

Although that fault, the double indexing fault, was eventually
corrected, those who were granted the unwarranted benefit increases
will receive higher monthly benefits for life. To make matters worse,
all benefits are linked to the Consumer Price Index which, because
of a variety of technical problems of the sort Mr. Blinder referred to,
rose much faster than a better measure, the consumer price deflator.
In fact, between 1972 when indexing began and 1980, the CPI rose
23 percent more than the personal consumption expenditure deflator
that most economists generally regard to be a much more accurate
measure of changes in the cost of living. So benefits were pushed up
23 percent more than they would have been if they had used the
personal consumption deflator.

As a result of this series of mistakes, a married man who has had
median earnings all his life and retires now at age 65 receives social
security benefits for himself and his wife that equal 7.8 percent of
his peak pretax earnings. That’s for someone who’s had average
earnings. For someone with lower earnings, the replacement rate
is higher than that. It could easily exceed 100 percent. A decade ago,
before the benefit explosion began, a similar individual would have
received benefits that replaced about 60 percent of after-tax income.

REFORM PROPOSALS

Although there is increasing agreement that slowing the growth
of benefits must be part of any long-term solution of social security’s
financial problem, the proposals for doing so have generally been
far too timid. The most common suggestion is a gradual increase
in the age at which an individual can claim full benefits, from 65
years to 68 years. This would be a useful change but might do no

~more than balance the increasing life expectancy of the retired. At
most, it would offset only a fraction of the future shift in the age
structure of the population and would do nothing to offset the benefit
explosion of the 1970’s. Postponing retirement can be no substitute
for explicitly slowing the benefit growth in a way that can eventually
undo the unwarranted 50 percent rise in the ratio of benefits to
earnings that occurred in the past decade.

Unfortunately, there is powerful political pressure to allow the bene-
fits of existing retirees to continue their rapid growth while enacting
now a program of cuts in the benefits of those who will retire a decade
or more in the future. That strategy seems implicit in the administra-
tion’s position and much of the public’s discussion, which would mean
that most of those today in their 30s, 40s, and 50s would be forced
to pay even higher taxes for another decade or more only to see their
own benefits cut when they are ready to retire. If these younger families
paid as much attention to social security legislation as today’s retirees
do, such a financial double-whammy would be politically impossible.

A 2-PERCENT FLOOR

I favor an immediate start to slowing the growth of benefits. I
believe, however, that any such slowdown should be gradual. The
administration’s proposal to reduce the benefits of 62-year-old retirees
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by 30 percent in 1 year was widely criticized because it would have
meant a radical change in the plans and lifestyles of millions of Ameri-
cans. I agree with Congresswoman Heckler that there is a fear of
radical sharp changes of this sort that has made serious reform of the
social security system appear to be so difficult.

My own preference would be to introduce a 2-percent floor under the
indexation of social security benefits. Retirees’ benefits would continue
to be adjusted upwards annually but only by the excess of inflation
over 2 percent. Thus, if the inflation rate is 8 percent, retirees’ benefits
would rise by 6 percent. Of course, under no circumstance would re-
tirees’ benefits be reduced. And unlike proposals to increase benefits
by only a fixed fraction of each year’s price rise. The 2-percent floor
protects retirees from the uncertainties of changing inflation. I agree
again with what Alan Blinder said about wanting to use social security
to protect the retired from the vagaries of inflation. One can do that
consistent with having a small floor of this sort.

Although a 2-percent floor under benefit indexation would not cause
a sudden change in anyone’s lifestyle, it would gradually achieve a
significant saving in total social security outlays. In that sense, it
agrees with Alan Blinder’s final recommendation of ‘Do it slowly.”
Slowness I think is a substitute for postponement in this case. If the 2-
percent, floor begins with the 1982 benefit increase, by 1985 outlays
would be some $15 billion lower and the program’s deficit virtually
abolished. By 1992, the payroll tax rates required to finance benefits
would be one-fifth lower than under current law. The floor could be
eliminated whenever the ratio of benefits to wages has returned to
what Congress regards to be a satisfactory level.

INCREASING SAVING

Slowing the growth of benefits would encourage households to
provide for their own retirement income through private pensions
and direct saving. Individuals who now anticipate unindexed social
security benefits that replace 75 percent or more of their maximum
net earnings have virtually no incentive to accumulate additional
retirement income. The recently enacted changes in tax rules, par-
ticularly the changes with respect to IRA and Keoughs which I sup-
port strongly, will do little or nothing to encourage additional saving
among those who believe that, because of social security, they are
already postponing too much of their lifetime consumption until
their retirement years.

A high level of social security benefits thus acts to depress private
saving and therefore the Nation’s rate of capital accumulation.
The extent to which increases in social security benefits have de-
pressed private saving is difficult to estimate precisely. My reading
of the substantial body of statistical evidence that has been accumu-
lated in recent years is that each additional dollar of permanently
higher benefits reduces private wealth accumulation by more than
50 cents but less than $1.

As I have already noted, the rise in the ratio of benefits to income
since 1970 has increased real current benefits by about $40 billion
and promises even larger increases in future years. If each such dollar
of anticipated benefit depresses private accumulation by even 50
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cents, the $40 billion benefit rise corresponds to a $20 billion fall
In savings. A dollar-for-dollar displacement of private wealth by
social security would imply a roughly $40 billion fall in savings.
Since total personal savings this year will be about $110 billion,
a reduction of between $20 billion and $40 billion obviously rep-
resents a very significant decline.

Slowing the growth of social security benefits would provide an
immediate incentive for working individuals and pension funds to
increase the rate of private saving and therefore capital formation.
In the years ahead, instead of paying higher payroll taxes, individuals
and companies could devote those resources to real saving that
finances investment in plant and equipment. And in the short term,
slowing the growth of benefits with no change in the payroll tax
rate would contribute directly to a higher national saving rate by
reducing the federal deficit dollar for dollar with the reduction in
benefits.

In short, the gradual return of social security benefits to the role
that they played in the past would prevent the sharp rise in taxes
that will otherwise occur in the coming decades. And, equally impor-
tant, returning the social security replacement rate to an earlier level
would provide a substantial incentive for a higher rate of real savings
and capital formation.

Thank you, Mr. Chairman.

Senator JEPSEN. Thank you, Mr. Feldstein.

Mr. Pellechio, in the interest of making sure Mr. Feldstein catches
his plane and so the panel may question these two, would you mind
hol};ﬁng your testimony until we have a chance to ask some questions
of him?

Mr. PeLLEcHI0. That will be fine, Mr. Chairman.

VVSepator JEPSEN. Thank you. At this time I recognize Congressman
ylie.

Representative Wyvrie. Thank you, Mr. Chairman.

Mr. Feldstein, I was interested in your observation that our trou-
bles really began in 1972 when there was a huge increase in social
security benefits plus indexing, and I was here at that time and I
have since made the observation that it was probably a mistake
that we didn’t provide for funding of that huge increase. I might
say, maybe somewhat in defense, that the bill was brought out of
what was known as a closed rule from the House Ways and Means
Committee and the chairman of the Ways and Means Committee at
that time was former Congressman Wilbur Mills who was in the proc-
ess of throwing up a trial balloon to run for President. I don’t know
that there was any connection between the two, but I just make the
observation that that’s the factual situation.

But you said something about this system not being—I think
this was Mr. Blinder—the system not being fully matured. What
did you mean by that?

Mr. BLinpeR. I meant simply that any time a major change in
the system is made—for example, in 1972 and the few years after
that when indexing was brought in—a full generation of people has
to go through the system and operate under the new rules before
the system is mature. After 1972 we started rerunning what happened
after 1939 but from a higher level of benefits.
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Representative Wyvrie. I intended, if I had the opportunity, to
ask the question of the Secretary and have him make an observation
of a suggestion which was made by a person who has other means
of pension benefits or support in his retirement years—if any study
or assessment has been made—and the two of you have done a
considerable amount of work in this field—as to whether a significant
amount of money could be retained in the social security trust
fund by asking relatively large recipients to have their monthly
payments credited to their account in the social security fund for
possible future need if the need arose.

Mr. FeLpstEIN. You mean a voluntary propesal in which in-
dividuals would forgo these benefits now in exchange to getting
back some kind of interest? You would just be postponing and
compounding the problem. You would delude yourself into thinking
you had a small deficit in the short run because instead of borrowing
implicitly in the capital market you would be borrowing from the
potential recipient.

Representative WyLie. People of affluence or great wealth who
don’t necessarily need to borrow from it.

Mr. FeLpstEIN. The amount of money the social security system
would get as a voluntary, charitable contribution from an affluent
zflhge}‘ican I don’t believe would make a noticeable dent in the vast

eftcits.

Representative WyLie. Would you think that, too?

Mr. Buinper. I would. I would just add that I think a more direct
way to accomplish the kind of thing you have in mind would be to
make social security benefits, or maybe half of social security benefits,
taxable. The half that the employer contributed was not taxed
originally. People who are well-off would pay a lot back in income
tax, andy people who are not well off would not pay a lot back. As
Professor Feldstein said, by making these contributions voluntary
yoll)l dl(()n’t get very much. If you make it mandatory, then you get
1t back.

Representative WyLie. I’'m not sure I gathered from either of
you just exactly what you suggest we do to make the social security
fund solvent.

Mr. FeLpsTEIN, I would change the indexing rule so that benefits
rise in the future with inflation only be the excess of inflation over
2 percent.

) (?epresentative WryLie. You would have to change the cost-of-living
index.

Mr. FeupsteiN. We wouldn’t change the cost-of-living index.
It would be exactly as it is now. Only if next year’s inflation was 8
percent, then benefits would rise by 6 percent. If inflation was 10
percent, benefits would rise by 8 percent. As you may know, the
current law provides that if the inflation rate ever drops below 3
percent, there is no indexing at all. There’s a floor built in already,
but that floor is turned off completely as soon as the inflation rate
rises above 3 percent. What I'm suggesting is a permanent floor
of 2 percent, thus disregarding a minimal small amount of inflation.

Representative Wyuie. Have you done any projection of how
much that would save?
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Mr. FeLpsTEIN. Yes. In 1985 it would save about $15 billion in
that year alone. That’s a little bit less than the projected deficit for
that year, so that proposal alone would be almost sufficient to avoid
the deficit without any further tax increase.

Representative WyrLie. What do you think of that, Mr. Blinder?

Mr. Brixper. I think that’s a viable alternative, but my personal
preference has been for something like a plan that I think—I’'m not
sure who originated it, but it’s been suggested by Congressman
Pickle, for example, of raising the retirement age, which is now 65,
to 68 at the rate of 1 month a year for 36 years.

There are a couple reasons for that. The most obvious one is that
age 65 in terms of biology and life expectancy is just not what it was
in 1935, when that legislation was written. People live a lot longer
and are healthier in their 60’s and 70’s now than they were.

Another aspect is it wouldn’t cost current retirees anything. The
people who are already retired would be—if you’ll excuse the phrase—
grandfathered in. People nearing retirement, in thier late fifties, would
lose very, very little from this. They would have to wait a few months
The people who would be the big losers would be people like Professor
Feldstein and myself who are something like 30 years away from
retirement, but it comes back to what I said about going slowly.
In effect, it doesn’t look very large in the scheme of things to such
people. A 20-percent cut in all the social security benefits that I will
ever draw, for example, is probably 1 percent of my lifetime income
or something lide that. It’s not a major pill to swallow, That’s different
from a 20-percent cut in the social security benefits of somebody
who’s now retired, and basically living on social security.

Another thing I would say, another way to get at the same thing
about overindexing, is simply to replace the index; that is, to recognize
that the CPI has been overcompensating the retirees lately, as
Professor Feldstein said. It could soon turn around and start under-
compensating them. If mortgage rates start falling, it’s going to
undercompensate retirees for these years. It’s only gone one way so
far, but it could go both ways.

Representative WyLiE. Increasing it from 65 to 68 has been brought
up by the administration and you can’t do it for people who are
going to retire next year or the following year or the following year.
How long, 10 years?

Mr. BrinpERr. I mentioned starting—for example, one plan would
be to start immediately but raise the retirement age only 1 month
a year. So people who are retiring this year could retire when they're
65 plus 1 month.

epresentative WyLiE., So it would be 65 and 1 month this year

and

Mr. BuinpeR. Yes, and 65 and 2 months the next and 65 and
3 months the next year. These are very minor changes for anybody.

Mr. FeLpsTEIN. Of course, they also have a very small impact on
the cost of the program over the next 5 or 10 years. What you
really want to do is do something about bringing the high costs down
and avoiding tax increases but you have to do something in addition
that. I think that’s a good idea. I think 1 month a year may be too
slow, but that’s a side issue. I think that while it's a good idea in

88-829 0 - 82 - 11
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terms of the long-run, it doesn’t deal with the short run and doesn’t
deal adequately with the long run.

Rep;esentamve WyLik. I have been given a note that my time has
expired.

enator JEPSEN. Congressman Richmond.

Representative Ricamonp. Thank you, Mr. Chairman.

Mr. Feldstein, your 2-percent floor sounds like a way to save some
money, but don’t you think it’s discriminatory? Why should we
suddenly say that only people on social security should have to
take 2 percent less than inflation? Everybody else gets a proper
inflationary index.

Mr. FevpstEin. I don't.

Representative Ricamonp. I'm talking about everybody else
who’s tied into a cost-of-living index tied into inflation. We don’t,
either, Mr. Feldstein, but people with black lung disease veterans
and United Automobile Workers and everybody else gets the full

Mr. FeLpsTEIN. Most private employment provisions are not
indexed. This would be more generous than most private COLA
provisions. Most COLA provisions are in terms of cents per hour
or COLA provisions with a cap. Very, very few people have 100-
percent indexing. Social security recipients are by far the largest
part, but I agree with the thrust of your comment.

Representative Ricamonp. Other Government retirement plans
cost the same thing.

Mr. FerpsTEIN. And I would extend the same principle to them.

Representative Ricamonp. So you would extend the same prin-
ciple to all Government retirement plans?

Mr. FELDSTEIN. Yes.

Representative RicaMoxnp. So that would save $15 billion?

Mr. FELDSTEIN, We would save more if we did that. I just focused
on the OASI program in giving you that number, but obviously
if you extended it to include other Government indexed retirement
programs you would save more money. .

Representative Ricamonp. Let’s say all programs under the
Government jurisdiction. That would cut out at least the discrimi-
natory aspect of the thing.

Mr. FeLDSTEIN. Again, I have more concern about the——

Representative Ricamonp. I think what you are doing is waving
a red flag and saying we’re going to discriminate against those people
who are receiving social security.

Mr. FeLpsteiN. Well, first, if there's discrimination, it’s between
them and a small group of other Federal beneficiaries. Second, this is a
group that has seen a 55-percent increase in its real benefits over the
last decade because of the 1972 incident that Mr. Wylie described,
because of the use of the wrong index over that period, because of the
double indexing feature for social security. For all of these reasons, this
is a group that has seen a much larger increase in benefits, much more
than they ever anticipated getting.

Representative Ricumonp. Lord knows, they need it, too.

Mr. FeLpsTEIN. Some, yes. Some, no. It's not a needs-based
program.

Representative Ricamonp. Mr. Feldstein, if the people in my dis-
trict didn’t have social security, I don’t know what they would do.
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Mr. FeLpsTEIN. The point is, their real benefits have been increased
by 55 percent.

Representative Ricamonp. Because we’ve had inflation.

Mr. FeLpsteEIN. No, no, over and above inflation. The benefits
have gone up 50 percent more for the retirees than for the workers in
your district, if your district is typical of the Nation.

Representative Ricumonp. My district isn’t typical even in the
State of New York. What about changing the cost-of-living formula
to cut out cost of money and cost of housing? What would that do to
indexing?

Mr. FeLpstEIN, If it had been done in the 1970’s

Representative RicamMonp. Let’s say we did it now.

Mr. FeLpsTeIN. Then, we would have benefits are 23 percent lower
today than we have. What happens in the future depends on what
happens to interest rates and housing prices.

epresentative RicaMonD. Assuming that money will continue to
cost a lot.

Mr. FeLpsTEIN. Then the change wouldn’t matter, if you change
the indexing formula for the CPI.

Representative Ricumonp. And remove the housing portion?

Mr. FeLpsTEIN. Remove the housing only?

Representative Richimonp. And the cost of money.

Mr. FELpsTEIN. And the cost of money doesn’t change?

Representative RicaMonp. The senior citizens don’t build housing
or borrow too much money.

Mr. FeLpsTEIN. What matters for this issue is not the level but the
change. If the level of interest rates remains high, the CPI will not
show an increase because of that. If the interest rates rise even further,
the CPI will move up and if the interest rates drop the CPI will drop.

Representative Ricumonp. If interest rates drop

Mr. FeLpstein. Then the CPI will decline and will show a decrease
in inflation.

Representative Ricumonp. If we remove the entire interest and
housing factor out of the CPI——

Mr. FeLpsTEIN. Then a drop of interest rates would not be reflected
in the CPL

Representative Ricamonp. And if the cost of housing would
be removed?

Mr. FevLpsTeIN. It depends on how you modify it. If you leave
in the rental equivalent, then the CPI will come down. )

Representative Ricumonp. What would that give you for social
security benefits instead of using your 2-percent floor which I think
is certainly worth thinking about?

Mr. FeLpstEIN. If you use this other thing?

Representative Ricumoxp. Providing you’re willing to apply
it to all Government programs and labor applies it to some of their
programs.

Mr. FeLpstEIN. As far as labor goes, their programs are not nearly
as well indexed as social security. A typical COLA recipient in a
po(lllec_tive-bargaining situation does not have uncapped, 100 percent
indexing.

Representative Ricumonp. I believe the UAW does.

~
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Mr. FeLpsTEIN. Some, I’'m sure, do, but generally they don’t.
And you see what trouble the UAW has gotten into? It's not a
I(Ijllg%el for the social security system. If you switch the CPI to the

Representative Ricamonp. CPE meaning what?

Mr. FeupstEIiN. Consumer deflator, a better index which avoids
some of these housing problems. There’s not likely to be a significant
change and it might actually be worse for the social security recipient
if the interest rates come down.

Representative Ricamonp. Thank you. My time is up.

Senator JEPSEN. Congresswoman Heckler.

Representative HeckLER. First of all, I think that if one should
introduce a real proposal of reducing the benefits by 2 pzrcent below
inflation it wouldp be very difficult to go back to our districts and go to
our elderly housing facilities and explain why social security benefits
are not matching the increase in inflation. I think from a political
point of view one of the real problems of the whole social security
"question is that there is a perception on the part of the recipients
that they are totally entitled to the benefits that they have right now.
They have become accustomed to these; they have paid into the
system, therefore, they are entitled to be kept whole.

Mr. FeupsteIN. How do you explain to them that the money
they put in the bank and that they expected to be protected is not
at all protected against inflation? In the same sense, social security
is a much safer asset than the money in the bank and it really 1s
now fully protected—overprotected—against inflation; and with
the 2-percent floor it would be almost fully protected and it would
be protected against uncertain or unexpected increased rate~ of
inflation. It would just recognize that the first couple percent of
inflation the Government can’t guarantee.

Representative HEckLEr. I think that, frankly, the complexity
of the issue would be too great to really raise before a large audience
of beneficiaries. I think the point would simply be lost and I think
we have to deal with these perceptions of what is happening and
their rights as they sce them, which again makes it absolutely man-
datory that whatever we do be done very, very slowly and be intro-
duced with sufficient education to start to bring rationality to a
discussion of social security. Right now we have such an emotional
situation that very few people remember that it was a retirement
supplement and not a retirement plan. The average recipient in my
district doesn’t remember that at all, and I think there has to be a new
reeducation on social security in which if any reforms are made we
will also channel funds to education.

The question is, if you do it slowly, which you seem to be saying
and I personally feel 1s absolutely essential, what constitutes slowly?
From all the answers I've read and heard, the really crucial, really
difficult point in social security will occur in the year 2010 when there
will be an increase on the burden of the worker contributing to the
system, an increase that’s been quantified in the testimony at about
30 percent of the current rate of contribution.

Now in a year in which we are having as many social changes as
we are this year, there is a question of whether or not it is the time
to introduce a very, very essential new change. Would it be prudent




161

in this climate in which changes have not been absorbed in the society
yet from the current budget cuts? Would the introduction of future
changes in the social security system, the most significant social
benefit in America, be wise? How long can we wait and how can this
be dealt with, if the year 2010 is really the most severe year? Obvi-
ously, if that’s not the correct year, what is the turning point? How
long can we postpone dealing with the problem and what leadtime will
there be?

Mr. FeLDSTEIN. As the Secretary said, the interfund borrowing
can help you until about 1984 or 1985 and I think that while it’s
important to deal with the demographic change that will occur when
the postwar baby boom generation retires in 2010, that is not the
whole problem. The whole problem is that we have now put in place
the level of benefits that we can’t afford without a substantial tax
increase and if Congress is not of a mind to raise social security
taxes, then I think your explanation to your constituents has to be
if we don’t do something the system will collapse. They are going to
run out of money and what we’re doing is the least painful thing and
it’s going to be adequate to keep the system afloat. I think a lot of
people are not at all sure whether they’re going to get their checks
3 years from now or 5 years from now. If you can reassure them by
losing a little bit off the bottom of their indexing they will have
protected the viability of their benefit, that’s a good trade.

Representative HEcKLER. On another subject, in all the discussions
on social security reform in this current session, I have heard no
discussion of the growing role of women in society and the impact
of the system on women. Earlier, this committee on two different
occasions several years ago had extensive hearings in which the
Social Security Administrator, Mr. Ball, openly admitted the in-
equities built in the system with the changing role of women should
have been addressed earlier.

Now have you done any projections on this and should not this
be part of the consideration of a social security reform?

Mr. FeLpsTEIN. An omnibus social security reform dealing with
all of these issues should put the treatment of working women versus
nonworking women very centrally, but 1 think you have a separate
financial problem which can be dealt with without achieving at the
same time reform of the entire system.

Representative HECKLER. In view of the fact that a majority of
married women are now working, to reform the system and totally
ignore the changing role of women and their confributions and the
built-in inequities of the system to the working women, is to per-
petuate the inequities endlessly, if this is the moment of truth on
social security.

Mr. FeupsteIn. I agree with you. I'm not saying that. I'm saying
that when you do a serious reform of the structure of a benefit program,
that’s the time to make changes in that. But there is a virtual crisis
of a financial sort that you have to deal with now. Maybe Congress
is ready to write a major restructuring of the rules of social security
which goes away from our current differential tax treatment of the
families with two earners and one earner. I don’t think Congress
is ready to do that in the next session. I think you’re going to have
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to deal with the short-term problem and I think the way to do that
is to separate it off from the broad structural reform.

Representative HeckLer. Well, you're talking about indexing
proposals and changing the indexing. It would seem to me that if
Congress has the courage to do that, it will be the only time that it
will take a hard look at the other issues. If Congress can postpone
major difficult controversy, it will do so indefinitely, and it has done
so on the subject of the working woman. So I think the postponement
would mean the death of another opportunity. My time has expired.

Senator JEPsEN. Well, thank you. Do you have something else?

Representative HEckLER. I would ask, if I might, Mr. Chairman,
about this question of the postponement of retirement age. There’s
a real difference between our two witnesses on that subject. First
of all, I'd like to ask Mr. Feldstein how much would be saved if
we did postpone the retirement age to age 68 and why do you think
that—Mr. Blinder’s comment that the social security system
should be age neutral—why do you disagree with that?

Mr. FevrpstEIN. I don’t disagree with that and I don’t think
we basically disagree about the desirability of increasing the post-
.ponement age from 65 to 68. The only question is how much you
gain from doing that. In the long run, when the system is fully mature
out to the year 2010, you've taken 3 years off of retirement. That
might save roughly one-fifth or one-sixth of the total program costs
at that time. If the tax rate would otherwise be 30 percent, it might
be 24 percent instead. But it isn’t enough to prevent tax rates from
going up very substantially, and if you phase it in slowly, which I
think you have to, it would do virtually nothing in the short run
because it would do nothing for the current retirees as they reach
age 65 or 65 plus a month. So there’s no disagreement about the
fundamentals, but it doesn’t——

Representative Hrckrer. But if we delay the retirement age
to 68, what would be the impact in the next decade?

Mr. FerpstEIN. If you did it as Alan suggested, a month, a year,
you have pushed it ahead 10 months, less than a year, and you would
only have affected the new retirees, those that retire in the next
decade. It’s not very much.

Representative HECKLER. So this is not a realistic solution at all?

Mr. FELpsTEIN. It’s part of the long-run solution. I think it should
be done. I think it faces the reality of what’s happening to life ex-
pectancy. Life expectancy has gone up a great deal in the 65-years-plus
group in the last two decades. This would help offset the extra costs
that imposes, but it doesn’t really deal with the problems you have
for financing the system for the decades ahead. )

Representative HECKLER. No more questions, Mr. Chairman.

Senator JEpseEN. Mr. Feldstein and Mr. Blinder, you seem to
disagree strongly—I believe this is correct and I will ask the question
first—do you (i,isagree on the social security’s effect on savings?

Mr. FeLpstEIN. Well, Alan said it makes good theoretical sense
to imagine it but the evidence isn’t overwhelming. So we're going
to disagree as academic economists about the strength of the evidence,
about how precise we can be about it. Yes, there’s a disagreement.

Senator JEpsEN. I was interested in trying to probe into where

" your real disagreement lies and where does it begin to interact.

Mr. FeLpsTEIN. You could ask us each for a number and then

you could see the gap.
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Mr. Brinper. Had you asked that question, I would try to squirm
out of it on the grounds that what I tried to explain in some detail
in my testimony—in the written statement—is that the great un-
certainty surrounding this number—how many cents of private
wealth 1s squeezed out by every dollar of social security. The sta-
tistics that 1'd like to focus attention on is not the best guess—which
might be 35 cents, 65 cents, 62 cents, or something like that—but
the tremendous uncertainty as you look either at one person’s study
and the sort of statistical uncertainty that is there, or look across
different studies by different people of differrent samples or different
time periods. The estimates on this are all over the lot. There are
certain empirical magnitudes that you could get a panel of five econo-
mists up here on, and they would all more or less agree that this
is what the evidence says. But this is one issue -where you will not
be able to do that; and the reason is that our knowledge on this issue
is very, very uncertain. I should think the result of that is that as
Congress thinks about_towering the level of social security wealth,
as it’s called, I don’t think one would hold with any confidence the
view that that would raise national savings. That's not a reason to
do it. There may be other reasons to do 1t, but I don’t think you
will get much in terms of increasing national savings.

Mr. FeLpsTEIN. Well, there is a disagreement then. I agree with
what Mr. Blinder said about there being uncertainty and reasonable
people can say it’s as low as 35 cents and others can say it’s 65 cents
or even 100 cents of private wealth that’s squeezed out every time

ou promise a dollar of social security wealth. My own guess would

e tgat after looking at the evidence it’s somewhere between 50
and 100 percent, closer to two-thirds than one-third, but I don’t
think anybody thinking about the subject, looking at the insti-
tutions, looking at the statistics, could come away believing
that social security doesn’t depress savings and that slowing down
the growth of social security benefits won’t cause unions to press
for more private pensions and won’t cause individuals to take more
advantage of their IRA and so forth. Of course, it’s not going to
have much of an effect on the person who makes $50,000 or $100,000,
but it can have a big effect on the person who currently feels there’s
no point in forgoing wages to contribute to a private pension or
f)utting money aside into an IRA when social security, under current
aw, is replacing 90 percent of his lost income.

Senator JEPsEN. I'd ask both of you to respond to this question
and I think you already have, Mr. Feldstein. On the present formulas
and the history of the increase in social security, do you feel that
the method of computing the increase in social security is accurate
or realistic?

Mr. BLinDER. You're referring to the benefit formula that relates
an individual’s lifetime earnings to the benefits?

Senator J EPSEN. I am referring the CPI, the index you use to increase
the general retirement benefits automatically.

Mr. BuinDER. I think the Consumer Price Index is all wrong. It’s
wrong for this purpose, and it’s wrong for 13 other purposes, and I'd
like to see a new index introduced explicitly for older people which, as I
indicated before, would be an easy job that I'd be very happy to en-
trust to the Bureau of Labor Statistics which does a very good job at
these things.
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Senator JepseEN. Now you answered and said it is wrong, but is it
unrealistic?

Mr. BLinDER. It's been unrealistic in the upper direction, as Mr.
Feldstein suggested. Something like 23 percent higher real benefits
have been created as a kind of mirage by using a bad index. We made
people whole relative to the CPI rather than making them whole to a
truer measure of the cost of living. I'd like to point out that could go
the other way in the next 5 years if mortgage interest rates come down
“ilhich will badly expose these people and seriously undercompensate
them.

Mr. FeLpsTEIN. But the interesting implication of that, if we switch
over now to a good index, we will have permanently locked in that 23-
percent increase. So part of any package of switch over to a good index
ought to reconsider the appropriate level. In fact, you would be doing
that if you put a 2-percent floor in and said, well, 1t’s going to take us
10 years but 2 percent for 10 years will undo the mischief using the
CPI created in the 1970’s.

Senator JEpsEN. Mr. Pellechio, you did some early work with Profes-
sor Feldstein in savings and the report he has made will be here very
shortly. Would you care to comment on the present discussion in light
of your work?

Mr. PeELLECHIO. Yes, I can summarize that study. Martin Feldstein
and I examined the effect of social security on private capital accumu-
lation of households. Our study used individual household data and
estimated the effect of social security on the amount of wealth in-
dividuals accumulate by the end of a normal working life. Data were
collected in a Federal Reserve survey of financial characteristics of
consumers. The basic parameter estimates showed that social security
substantially reduced the accumulation of household wealth. More
specifically, the estimates indicated that each dollar of social security
wealth reduces household wealth by somewhat less than a dollar, We
tested the sensitivity of our results over a variety of different specifica-
tions and we found social security wealth replaces household
wealth. We concluded that social security depressed private capital
accumulation.

There have been several studies following ours that yield less
conclusive results.

Senator JEpsEN. In the remaining few minutes, Mr. Feldstein
and Mr. Blinder, I would like to ask you to make a one sentence
comment as to what you really feel is the basic problem of the social
security system today and then follow that up with why you think
it became that way.

Mr. BLinpER. 1 guess I can throw them both into one sentence.
The basic problem is you passed legislation in which Congress promised
more benefits than it is prepared to cover through tax receipts. That’s
both the problem and how it got to be the problem. )

So the choice is now either raise taxes, which seems to be unappetiz-
ing to almost everybody, or to reduce benefits.

Mr. FeLpstEin. I would agree with what Mr. Blinder said and only
add that it allowed benefits—well, I’ll say it slightly differently.
Congress made changes which had the unexpected effect of raising
benefits to levels that are too high in an absolute sense in terms of
their effect on savings and retirement behavior, and that to be financed
by future taxes would require taxes that are too high in terms of
their adverse effects on workers.
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Senator JEPsEN. Being a student of social security and its history,
briefly what do you believe to be the basic reason why social security
was brought into being?

Mr. BrinpER. I believe it to be two reasons. One was the desire
on the part of Congress to insure that people could retire in a decent
standard of living and the presumption that they were not doing
that before; they were not providing adequately for their own retire-
ment. The reason I think was basically paternalistic. That’s a term
that’s anathema to economists. According to economists, people
are rational but the Congress didn’t buy that and the President in the
thirties didn’t buy that and said that as a society we've got to
make sure that people are going to have enough. What is enough?
That’s a politicalpquestion. What is enough for retirement?

The second thing was the serious accident of the Great Depression
which faced a large segment of society, the older segment, with the
prospect of being destitute for the rest of their lives without the
Government kicking in a lot of money. Remember, the people who
retired early under the social security system just got a huge gift
from the Government which could be thought of as compensation
for suffering through the Great Depression. To me, those are the big
reasons. '

Senator JEPSEN. Retirement and the Great Depression.

Mr. FeupsTEIN. I think you can’t underestimate the importance
of the depression on the design of the program. I think it was a pro-
gram that responded to a current economic situation in the thirties
and that has been carried on without ever rethinking whether in a
different economic situation of the eighties and on into the next
century we really want to have a different system. Banks had col-
lapsed. Savings had been wiped out. People were permanently
unemployed. There was a sense that if- you could compensate them
for their financial losses, and provide an incentive for older members
to retire, that would help create jobs for younger workers. Those
are not the concerns of the eighties, yet we continue with the same
set of incentives, the same structure of the program we put in place
in the thirties.

Senator JEPsEN. Dependence on the State has been a problem
during the entire history of mankind. Social security basically was
put in place to provide for those people who lived too long or died
too soon. Their human life value was either diminished or dissipated
to the point where they could not provide and those were the two
basic reasons for social security. But since then, as you have both
very pointedly and capably stated, social security benefits have
been promised by the Congress without the Congress providing
the wherewithal to actuarily or otherwise provide for them. Another
way of putting that is that social security has been used as a poorly
lit Christmas tree for many years and each year you add a new orna-
ment on it and soon the branches begin to break. Is that another
way of stating it?

Mr. BLinDER. I guess so. But I wouldn’t phrase it that way.

Mr. FeLpsTEIN. I would add, though, the unexpected consequences
of some of the ornaments that were placed there. We didn’t realize
that inflation, indexing, and using the CPI would have anything like
the consequences that it did, just as the double indexing rule was
an error at the time.
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_Senator JepsEN. One last question for you. Do you believe in
light of the basic concepts that were embodied in the history of the
social security system when it first went into effect, that all the ad-
ditional things that it does now-—and there is a long laundry list,
such as providing the tuition benefits for sons and daughters
of millionaires, just to start the list—I could make it much longer—
do you believe all of those are proper for social security?

Mr. FeupsTEIN. I believe that probably some of them are, but
certainly all of them are not.

Mr. BLinDER. 1 agree.

Senator JErsEN. A whole laundry list of things that have gotten
far, far removed from what the basic reason for social security was
and those have been done without proper financing or any provision
for financing, which brings us back to the basic problem.

Mr. Feldstein, I know you have to leave. I appreciate your testi-
mony. And, Mr. Blinder, %rhope that you will be able to stay.

Now we will go to Mr. Pellechio.

STATEMENT OF HON. ANTHONY J. PELLECHIO0, ACTING DEPUTY
ASSISTANT SECRETARY FOR PLANNING AND EVALUATION FOR

INCOME SECURITY POLICY, DEPARTMENT OF HEALTH AND
HUMAN SERVICES

Mr. PELLECHIO, I want to thank you for this opportunity to discuss
the relationship between social security and the economy. I was
going to talk about how social security affected two things: One,
retirement decisions; and, two, the earnings of individuals who decide
not to retire fully. I could talk about the second issue briefly in 3 or
4 minutes or 1 can simply submit my prepared statement for the
record. Mr. Chairman, what would Ke appropriate at this point?

Senator JepsEN. Your prepared statement will be placed in full
in the hearing record and you may summarize it.

Mr. Perrecaio. I shall just state what my conclusions were.
The overall result of my studies is that social security has induced
retirement, both by increasing the rate at which people retire fully
and reducing the earnings of retirement-aged individuals who decide
not to retire fully.

The main reason for this is the amount an individual can expect to
receive from the system is not closely tied to the amount he paid
into the system. The administration’s proposals remove excessive
windfalls and strike a good balance between providing actuarially
fair benefits to the individual and socially adequate benefits to the
population as a whole. Although everyone enjoys a windfall, the
discipline of tying benefits more closely to what people pay into the
system through their covered earnings is something that everyone
understands and accepts as fair. People now are very concerned
about whether they will receive anything at all. People will be a lot
happier with the confidence that they will receive fair and adequate
benefits rather than a promise of higher benefits that cannot be
fulfilled.

That’s the conclusion of my testimony.

Senator JEpsEN. Thank you, Mr. Pellechio.

[The prepared statement of Mr. Pellechio follows:]
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PreEPARED STATEMENT oF Hox. ANxTHONY J. PELLECHIO

Mr. Chairman and members of the Cammittee, I want to thank you far this
opportunity to discuss the relatiaghip between social security and the
econany . Smialseamityisbyfarthemjorsmmeof’irmsupportfm
retirement in our country. Benefits for retired and disabled workers and
ﬂteirdependamsandsuwimarebejngpaid’atmammalnteofammxi-
mately $145 billion currently. Public transfers on this scale are large
enough to have profound effects on the behavior of the U. §. economy. My
discussion of the relationship between social security and the economy is
built up from a description of how the system affects the econcmic behavior
of individuals. To give save sense of the magnitude of _thése effects, 1
shall rely on my recent empirical studies of social security. My results
show how the present system induces precisely the behavior that is detri-
mental to its own financial status. These results provide the basis for
understanding how changes in the system will affect individual retirement
decisions and aggregate econcmic activity. The results give strong
empirical support to the Administration's proposals.

Social security can affect retirement in three ways. The first two effects
arise fram the way the system can change the compensation for work. The
first effect is given by benefits. More precisely, the level of benefits
relative to earnings influences the decision to work. The higher is the
benefit level, the less likely it is that earnings offer sufficient com-
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decisions and aggregate economic activity. The results give strong
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first effect is given by benefits. Mare precisely, the level of benefits
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benefit level, the less likely it is that earnings offer sufficient cam-
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pensation for work. In other words, the larger the benefit foregone
duetoworktheloueristhenetcawsaﬁmforwmkammemre
likely it is a person will retire. Thus, the first effect is a bemefit
effect and the expectation is that a higher benefit raises the likelihood
that a person retires. ’

The secand way in which social security can change the compensation

for work is more subtle. It arises because an average of an individual's
earnings is used to calculate benefits. Earnings in the current year can
raise this average and, as a result, raise benefits in future years. Any
increase in the value of future benefits becames part of the compensation
for work just like the money wages paid at the time of enployment. Such
additional compensation is a work incentive that reduces the likelihood
of retirement. Anexcellentdisaxssicnofthisvmkihcentivemi:g
through the benefit formula is given in an article by cne of the witnesses
today, Alan Blinder, and his coauthors, Roger Gordon and Donald Wise. My
empirical results include this work incentive ﬂmf. Blinder, Gordon, and
Wise have pointed out. For now my point is that the second effect of
social security on retirement is given by the value of any increase in
future benefits induced by earnings.

Finally, the third way in which social security can influence retire-
ment is through the change in lifetime income that the system can bring
about. In a recent study I showed that the total amount an individual
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canexpectmreceiveineocialsea’xritybenefitscanbemreorlesst}nn
the total value of the payroll taxes that that individual paid into the
system. (My calculation includes the employer's share of the payroll tax
as well.) Statedalittlemeprecisely,ﬂ;eacmarm value of the
benefits that an individual can expect to receive during retirement does
not necessarily equal the total value of payroll taxes plus interest
accumilated over his working life. 'Ihea.cu.\arialvalmofbmeﬂts:has
came to be known as “social security wealth" in the social security litera-
ture. Wwhen a person's social security wealth exceeds the accumilated
value of his payroll taxes, social security has increased his lifetime
income. For present and near-future beneficlaries, their social security
wealth is mxch more than the accumilated value of their payroll taxes.
Sametimes this gain in lifetime income is referred to as the “social
security windfall.” Such a windfall mekes it possible to spend less time
working and, as such, raises the likelihood of retirement. Thus, the
third effect is given by the change in lifetime income brought about by
social security. I want to note for the moment that when social security
wealth does equal the accumilated value of payroll taxes, then social
security is said to achieve individual equity or, in other words, is
actuarially fair on an individual basis.

Now that I listed effects and described variables, I want to turn to
enpirical measures of these effects and variables. I shall discuss
social security's influence on the following:
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(1) Retirement decisions
(2) Eamings of individuals who decide not to retire fully

I have just finished an enpirical study of retirement decisions. The
dansetusedmwsuﬂymamtdxofthewmhum&rveyﬁw
1972 and Social Security Administration records and was particularly
well-guited for the study. The data made it possible to calculate accurately
the social security variables just discussed. A few of the results pertinent
to our discussion today are given on Table 1. As the table shows, I
cbtained separate results for 62-64 and 65-70 year olds. SSW stands for
social security wealth and is used to measure the effect of an increase in
lifetime income an the retirement rate. As the table shows, a $10,000
increase in social security wealth raises the retirement rate by 10.3
percentage points for 62-64 year olds and 10.8 percentage points for 65-70
year olds. The effect of an increase in social security wealth is estimated
by holding the accumilated value of payroll taxes constant. Thus, the
resulting increases in the retirement rate are estimates of behavioral
responses to departures from actuarial fairness.

The effect of current benefits, denoted BEN, is shown in Table 1 as well.

As you can see, a $500 increase in current benefits raises the retirement
rate by approximately 5 percentage points for 62-64 year olds and 15
percentage points for 65-70 year olds. These estimates were cbtained holding
many variables and, in particular, social security wealth constant. It
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TABLE 1

ESTIMATED EFFECTS OF CHANGES IN VARIABLES

CHANGE IN THE PROBABILITY OF RETIREMENT

VARIABLE CHANGE 62 -. 64 YEAR OLDS ___ 65 - 70 YEAR OLDS
SSW + 10,000 0.103 0.108
BEN + 500" 0.049 0.149
DSSW + 500 -0.048 -0.061
WAGE + 500 -0.008 -0.021
ED + 1 " -0.013 ' -0.027

AGE + 1 0.042 0.030
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isi:tetesdngtomiderjustthe@osite—decreasingwrmtbe:eﬁts
by $500 holding social security wealth constant. In this case the retirement
ntewwldbereducedbythenagniu;de.sjustgiven.Sud\acbcreasem
currentbenefits—axeﬂ:at?nldssocialsemrityuealﬂ\mm—is
actuarially fair. As such, it would not result in lower total benefit
payments to the individual, it just defers them until later. However, it
\mldinproveﬂ\efmarmeofthesystanpeoause,aspeqaledelaymeir

retirement and work more, more payroll taxes are oollected.

Lastly, the magnitude of the work incentive that comes through the benefit
formila is reported in Table 1. The increase in the value of future
benefits that would be cbtained by working ancther year is given by DSSW.
Ifﬂevalueoffuﬂnebmefitpaynmfsgoesupbyssoo,ﬂxenﬂ\emirarent
mte-dropsbyammﬁnatelySperoentagepointsforGZMyearoldsarﬂS
percentage points for 65-70 year olds. This result corroborates the
results just obtained for current benefits. In other words, whether the
&angeisani:maseinthevalueofﬁxturebenefitsor,asbefore,a
decrease in current benefits holding social security wealth comstant, the

result is the same — retirement is postponed.

Finally and most importantly, I'd like to tring this analysis of retirement
decisions to the level of the aggrecate economy. Let's oconsider what
wwldhappmifbenefitpaymmswerereducedmxtyearmmirgsocial

88-829 0 - 82 - 12
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security wealth constant. In other words, benefit payments are deferred in
an actuarially fair way. Based on the results in my retirement study and
after making the appropriate adjustments to apply those results in 1982, a
$1,000 reduction in current benefits would keep approximately 3 million
potent.ialretireesa:ployed_aleyearla:ger. This would raise the labor
farce by about three percent With an cutput elasticity of labor at about
.7 at the aggregate level, the additional employment of three million
retirees would have the following effects:

(1) Before—tax wage rates would be lower by cane percent but after-
tax earnings or take-hame pay would be higher.

(2) Aggreqate output would increase by two percent,
or by over $40 billion in today's dollars.

A reduction of wages by ane percent would cost the working population
about §14 billion per year in gross wages. However, three million retired
households would cost workers over $25 billion per year. Thus, the employ-
ment of 3 million potential retirees will benefit the working population.
The incame of the potential retirees who work makes them at least as well
off as they would have been with benefits. Also, there is no loss in
lifetime income to anyone by the actuarially fair nature of the change.
Further, the system collects additional payroll tax revenue. In short,
an actuarially fair deferment of benefit payments produces gains for

society as a whole.
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Havingdisoxssedretimt,lrmwanttotumtomysecuﬂissuemﬂﬂnt
istodsocialseaxritymnaffectﬂ?eeammgsofirﬂivimnlsmaecide
not to retire fully. Atthispm,ﬂaesocinlsemrityeami:gstest
cames into the picture. thlytheeamh\gst.estforpersmsagedﬁ-?l
reducesba\efitpaymntsbyslforevéry%o'feammgsabweanexexpt
amxnt of $5,500. 'Ihisp:ovisimofﬂ:eluwasim.exﬂedtodirectbmeﬁt
paymntstohﬂividualsvknsetetiretEthasmidemeircmtmlandmd
reduced their income. However, the earnings test implicitly measures an
hxiividual'sretiratentbyhiseanﬂngswhid\aresubjecttohisantrol.
Therefore, rather than being outside individual control, retirement may
be influenced by the earnings test. In order to examine this the exercise
isainpleandthatistolodcateanﬁmsdistdhmiumﬁorretimneM-
aged individuals in different years and see whether they keep their
earnings just below the exempt amount. In other words, we look to see
ifpeople'seamings“ﬁollw“ﬂleexmptmmmtovertine. In order to
carryaxtﬂ\isexamimtimﬂnemridxfileofdatausedfortheretim-
ment results was used to construct earnings distributions for retirement-

aged«nrkersvtofaceﬂxeeamingstest.

Eamingsdist:ih:timsﬁorﬁS—71yearoldworkersarepresentedinTablez
for each year fram 1966 through 1974. The percentage of workers whose

eamin;sareinthebncketjustbelmtheexmptmmtineadmyearis
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Eerninas Distributions of Workers Age 65 = 71 in 1966 - 1974
Percenteage of Workers :

9.1

Earnings N
Brackets 1966 1967 1968 1969, 1970 1971 1972 1978 1978
100. 3.5 2.2 1.3 0.9 T 1.4 2.2 2.3 1.6 2.3
300, 3.1 2.6 2.5 2.4 4.1 1.9 3.0 2.4 3.1
500, 1.8 3.2 2.2 2.7 3.3 3.0 2.8 2.9 2.4
700. 9.3 3.4 u.6 3.3 4.3 8.7 4.3 3.6 3.3
900. 5.1 5.8 4.2 4.2 3.2 3.8 4.3 2.7 3.0
1100, 5.4 5.1 u.8 2.9 3.0 3.3 4,7 3.7 2.8
1300. 5.3 6.1 8.4 3.6 4.8 4.8 3.4 3.3 3.3'
1500. N L5 3.9 5.4 4.9 5.u 4.2 3.4 3.8
1700. 2,8 2.8 2.9 . P =11.8 3.6 5.2 5.5 3.9
1900, 1.9 1.6 1.6 3.2 2.9 3.4 2.2 5.8 4.3
2100. 1.1 0.9 1.3 4,2 2.3 1.8 1.1 2.4 4.1
2400, 1.5 1.6 2.3 1.6 1.7 1.6 2.0 3.0 0.3
2700. 2.9 2.7 1.2 .7 1.6 2.0 1.9 2,1 1.7
3000, 1.6 2.8 1.9 1.5 2.2 0.2 1.5 .7 2.8
3500, 2.3 2.7 2.6 3.5 3.5 2.2 1.9 1.9 1.7
k000, 4.2 4.8 "'2. 3.2 2.7 2.0 2.0 2.3 2.3
4500, 3.9 4.2 .2 4.2 5.0 .4 2.4 1.7 2.3
5000, ‘ 8.1 4.9 4.3 3.3 2.1 1.0 2. 3.4 2.4
L3
. {Percenteges in brackets above §5,000 up to the MTE In esch yesr lv‘ngo‘z.j percent. )
L]
¢ MIE® 22.6 22.6 20.9 21.9 19.8 24,4 20,7 21.71 24,4
FZEL‘,."..‘.,'S’.‘. 131 98 1,044 1.042 1,233 1.229 1,307 1,398 1.407

SMTEL denotes max!mum taxsble earnings under soclal security; these wers 86,600 .in 1966-67, 87,800 in 1968-T1,
89,000 In 1972, $10,800 In 1973, and 813,200 ¢n 1974,
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underlined. These percentages in all years are high relative to

the percentages in cother brackets. What is particularly significant

is how the concentrations of warkers drops going fram the bracket

just below the exempt amount to the bracket just above. The pattern

of changes in the distrihutions provides strong evidence that workers
keep their earnings below the exempt amount. The percentage of workers
earning just below the exempt amount of $1,500 in 1966 and 1967 was 8.9
and 8.5 percent, respectively. In 1968 the exempt amount was raised to
$1,680 and the cluster moved up to the bracket just below the new amount.
From 1968 through 1972 the exempt amount stayed at $1,680 and the earnings
distribution became more concentrated at that amount. The percentages in
the $1,501-$1,700 bracket rose steadily from about 10 percent to over

15 percent while the percentages in the bracket immediately above averaged
less than three percent. Although the distribution became more concentrated
at the $1,680 exenmpt amount, as soon as it was raised in 1973 to $2,100 the
cluster roved up with it. This happened again in 1974. Overall, the story
gotten fram Table 2 is that warkers keep their earnings low enough so that

they do not lose benefits through the earnings test.

Again results at an individual level can be brought up to the level of
aggregate econamic activity. The first thing to point out is that the

total earnings of workers below the exempt amount increased by the
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game percentage as the exempt amount when it went up in the years given in
Table 2. Secmdly,tctalearningsqf.ss-7lyearoldworkersbelowﬂ\eexerpt
amount in 1979 (the last year for which CPS data are available) are $1.85
billion. Basedmthisarmrtinmn,tom]:earrﬁngsbelwtheexmpt
amunt in 1983, the first year in which the Administration proposes an
increase in the exempt amount, can be projected to be at least $2 billion.
The Administration proposes raising the exempt amount in 1983 to $10,000
fram a level that will be around $6,500 under the current legislation.
This is about a 50 percent increase in the exempt amount. If total earmings
below the exempt amount go up by 50 percent, as the 1966-74 period indi-
catestheywmld,ﬂﬁsmeapsaSlhillimi:m‘easeint}wseeamings. At a
carbined enployer and employee payroll tax rate of 13.4 percent in 1983,
ﬂesoctalseaxritysystenm]dmuectmaddit.iml $134 million

fram workers earning below the exempt amount. As these workers increase
their earnings to follow the new exenpt amant, they still receive their
full benefit. In other words, there is a $134 million increase in reverue
fmnvmkersukosebenefitpay:mwiumtbeaffectedbythednnge.
mg,aocialsemritypaysmnpminbeneﬁtstomgsvtneammrein
response to an increase in the exenpt amount, but collects more payroll
taxes on their increased earnings. It is important to point out that my
calculation does not take into acocount the fully retired pecple or
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potential retirees who would decide to work if the exempt amount
is raised significantly.

The main points in summary are that the earnings test reduces the earnings
of retirement-aged workers and relaxation of the earnings test will bring
additional payroll tax reverue into the system.

OCONCLUSION

The overall result of ny studies is that social security has induced
retirement, both by increasing the rate at which people retire fully and
reducing the earnings of retirement-aged individuals who decide not to
retire fully. The main reason for this is that the anount an individual
can expect to receive from the system is not closely tied to the amount
he paid into the system. The Administration's proposals remove excessive
windfalls and strike a good balance between providing actuarially fair
benefits to the individual and socially adequate benefits to the popu-
lation as a whole. Al gh everyone enjoys a windfall, the discipline
of tying benefits more to what people pay into the system throuch
their covered earnings is samething that everyone understands and accepts
as fair. Peocple now are very concerned about whether they will receive
anything at all. People will be a lot happier with the confidence that
they will receive fair and adequate benefits rather than a promise of
higher benefits that cannot be fulfilled.
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Senator JEPsEN. Congressman Richmond.

Representative Ricamonp. Mr. Pellechio, how do you feel about
this concept of Mr. Feldstein of putting a 2-percent floor on social
security, 2 percent—or expand it to putfing 2 percent on all Federal
Ee];tlr]ggs as a means of putting every one of the systems back in the

ack?

Mr. PeLiEcHIo. It’'s a good idea. It may be better to base the
COLA adjustment on a price index that is more appropriate for
retired individuals.

Representative Ricamonp. I asked Mr. Feldstein and he said
unless interest rates continue to go up—and I don’t expect them
to go up beyond 20 percent—that that wouldn’t affect the retirement.

Mr. PeELLECHIO. Excuse me?

Representative Ricamonnp. When I asked Mr. Feldstein whether,
if we changed the cost-of-living index, it wouldn’t put the cost of
living of senior citizens into some of the more practical aspect, he
indicated unless interest rates continued to go up it wouldn’t have
any effect on their COLA. T don’t expect interest rates are going
to go much higher than they are right now.

Mr. PeLLecuIo. Well, it's a good suggestion for the subcommittee
to consider nonetheless.

Representative Ricamonp. Unless you feel we're going to have
further inflation in housing and interest rates, certainly it becomes
a very good suggestion to change your totals to something that’s
more practical for the people you’re addressing. They don’t borrow
money and don’t usually buy new houses.

Mr. PeLLECHIO. Yes, that is correct.

Representative RicumMonp. On the other hand, if you assume
our interest rates are at an all-time high and probably will go down,
adjusting the COLA as Mr. Feldstein said—and I probably agree
with him—won't affect the index rate.

Mr. PeLLEcHIo. The suggestion for the 2-percent floor is a good
one, but in the context of a long-run packagz, one that changes
the basic structure of the system. That should be considered along
with a change in the indexing itself so that it’s more appropriate
for the consumption needs of elderly Americans.

Representative RicuMonD. Just changing the index on a long-run
basis, do you think it should be changed to take out some of those?

Mr. PeLLECHIO. I'm sorry. T can’t hear you.

Representative Ricumonp. In other words, you're saying we
should change the index anyway because the present index doesn’t,
as a practical matter, have much to do with the people we’re address-
ing, the retirees. They don’t borrow money and they don’t as a
rule build new houses.

Mr. Periecmio. Right. It’s worth considering adjustments in
the price index for elderly Americans in the context of the longer
run package.

Representative Ricumoxp. You would have to have an adjustment
for rental units. :

Mr. PeLLEcHIO. Sure. That would be part of the consideration that
goes into this price adjustment.

Representative RicavonDp. As Mr. Feldstein said, unless interest
rates drop and unless interest ratzs go up and housing costs increase,
that really wouldn’t affect the old anyway.
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Mr. PeLLEcHIO. That’s right. I agree with you.

Representative RicuMonp. For the long term, I think we really
ought to get that COLA into some sort of practical condition.

Mr. PeLiEcHIO. Right. We had two suggestions on that.

Representative Ricamonp. So what do you think about the
2-percent floor?

Mr. PELLECHIO. It’s worth considering. There would be implications
for beneficiaries at different levels of benefits that have to be considered.

Representative RicamonD. Our own economists say by 1990, due to
the age of our citizens and whatnot, the forecasts are that our social
security will be back in very good shape. So would you say what we
really have to do that would only cover this decade and not necessarily
cover perpetuity?

Mr. PeLiecHIO. We look at the financial picture over a 50-year
period and a crisis in 2010 has to be considered also. That’s why we
consider long-run or structural changes. So 1990 might be good for a
while, but we have the baby boom reaching retirement age after the
turn of the century and that’s an enormous problem in the long-range
perspective. So picking a year like 1990 and saying everything’s
OK 1s not really the right perspective, we have to look at in the context
of long-range changes.

Representative Ricumonp. We have other forecasts that due to the
age of our population unemployment will be virtually nonexistent
within the next decade due to the age brackets.

Mr. PeLiEcHIO. Right.

Representative Ricamonp. Mr. Simon is quite sure unemployment
will be the least of our problems in the 1990’s and that we’re going to
have to use robots and every type of equipment possible just to con-
tifnlu% to be a great industrial power because there won’t be any pool
of labor.

Mr. PeLLecHIO. Right. As the current working population ages,
their continued labor force participation will be an important input.
The continued employment of people who are reaching retirement age
will be important b:cause of their experience and better health.

Representative Ricamonp. And I'm sure you're in favor of phasing
in labor retirement to the age of 68.

Mr. PeLLECHIO. Phasing in perhaps, not making immediate changes.

Representative Ricumonp. How would you phase it in?

Mr. PeLLEcHIO. I haven’t thought that through, but in steps over
a 5- to 10-year period so people can make adjustments. As Alan
Blinder said, it’s essentially a lifetime decision.

Representative Ricamonp. Certainly if we attacked some of these
three rather central questions I think we could get the social security
fund back in shape without unduly taxing the people right now.

Mr. PeLLEcHIO. That's right.

Representative Ricumonpd. Thank you.

Senator JEpsEN. I have no further questions. Do you have state-
ments you would like to make in closing?

Mr. BLinpERr. I only thought I might clarify this CPI issue because
the arithmetic is a little bit confusing. Should the mortgage interest
rates stabilize at their current high rates—just stabilize and not
rise further—that would mean that, looking out to the future, the
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Consumer Price Index would undercompensate for true inflation
because it will have a sizable component with a rate of change of
zero which is not in an index that strips away interest costs. So what’s
critical is that if interest rates come down that effect will be ex-
aggerated, but if they simply stabilize at their current rate, then the
CPI will understate inflation. That's the adverse of stating that over
the past years, as interest rates have gone up the CPI has exaggerated
inflation. So the issue is whether interest rates will stabilize versus
whether they will continue to go up. And I agree with you that they
are not likely to go up over the next 5 years as they have over the
last 5 years. It’s almost inconceivable.

Representative Ricamonp. I think these three remedies are quite
sensitive and I certainly approve of these three remedies rather than
some Draconian cuts in the system, since we know that by 1990 the
system will be in reasonable shape anyway.

Senator JEPSEN. Would you list those three remedies?

Representative Ricumonp. Mr. Chairman, I think introducing
a 2 percent floor on the whole Federal retirement plan, not only social
security but all other Federal retirement plans. That’s certainly
uninflationary and perhaps everybody would join in participating to
reduce inflation.

Second, it would be adjusting the COLA index for all retirees,
not only social security retirees but all Federal retirees, to eliminate
the interest and housing.

Senator JEpsEN. That would mean revising the CPI?

Representative Ricamonp. Yes, and putting in a rental factor
for housing.

And third, raising the age of retirement to 68 in a very reasonable,
sensible increment.

Senator JEpSEN. Do you have any comment on that, Mr. Pellechio?

Mr. PeiLEcHro. No. It’s a reasonable proposal in the context
of a long-run package and is worth consideration. I don’t like raising
the retirement age from the results of my own research. I think that
is a cut in benefits and a cut that falls a bit disproportionately on
the young.

Representative Ricamonp. I assume we give them plenty of
time to get phased in and there’s no question that when we invented
social security back in the 1930’s the average life span was 68 or lower.

Mr. PeLLECHIO. Quite a bit lower than 1t is today.

Representative RicuMonp. By the 1990’s, it will be around 80,
so I think it’s very reasonable to phase in later retirement.

Mr. PeLLEcHIO. But around the year 2000, people who reach
retirement will be bearing the brunt of the cost of that proposal.

Representative Ricamonp. I would phase it in very, very slowly.

Mr. PerrecHIo. I understand. When it's phased in and you've
got the extra years on the retirement age in the year 2000, people
reaching retirement age will be bearing the full brunt of that change.
They are bearing a significant cut in benefits.

Representative RicumonND. Also, you probably realize, by that
age people will by and large not want to retire anyway.

MI;'. PeLLECHIO. I don’t know how to project what people’s be-
havior will be that far in advance. I'm just saying that the benefits
that they could receive, their potential total benefits payment,
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would be substantially cut. The full brunt of a 3-year increase in
the age at which you receive full benefits would fall on that group.
It’s easy to put the burden on that group because they are not as
closely identified as the group of current beneficiaries. So it has some
expediency to it, but if you want to look at the broad horizon, in fact
on all generations, all cohorts, then by the time you get it phased
in the benefit cut that's implied by that change will be borne by
those people.

Representative RicumonNp. On the other hand, you will have
a very solid, sound social security system which is what the American
people really want. Every one of these suggestions is deflationary.
That’s what I like.

Mr. Periecuio. It’s a solid social security system, but there’s
a significant benefit cut for people reaching retirement age after the
year you have your phase-in completely.

Senator JepsEN. 1 would like to thank both of you very much.
Your testimony has been very beneficial to the challenging job we
have facing us. Thank you very 1auch, gentlemen.

I would now like to invite Mr. Austin and Mr. Greenough to
come forward. I welcome you gentlemen to this hearing. I am very
familiar with your company, Mr. Austin. Equitable Life Insurance
- Co. has been one of the pioneers in the insurance industry and has
a very proud, and economically sound record in the insurance in-
dustry. We are pleased and thankful that you could come to testify
before us today.

STATEMENT OF KENNETH R. AUSTIN, CHAIRMAN AND CHIEF
EXECUTIVE OFFICER, EQUITABLE LIFE INSURANCE C0. OF
I0WA, DES MOINES, IOWA, ON BEHALF OF THE AMERICAK
COUNCIL OF LIFE INSURANCE, ACCOMPANIED BY ARTHUR
S. FEFFERMAN

Mr. AvustiN. Thank you. I'm delighted to be here. I am speaking
on behalf of the American Council of Life Insurance, which has
about 518 members and represents 95 percent of all the life insurance
and some 97 percent of all the assets of the life insurance industry
in our country. We appreciate the opportunity to be here.

Social security, as has been indicated right along here this morning,
still faces some severe short-term and long-term financial problems,
and unless remedial action is taken, we project by the latter part
of 1982 the OASI trust fund will run out of money.

In view of the tremendous importance of social security to the
American people, prompt remedies must be found, and we believe
the remedies must be adequate to deal not only with the possibility
of favorable economic conditions but also with the possibility that
future economic conditions may be unfavorable. Otherwise, we
run the risk of repeating the sad experience of the past few years
when there was widespread complacency that social security’s fi-
nancial problems had been resolved at least through the end of the
century and then they were shattered by the deteriorating economic
conditions of the last 3 or 4 years.

Moreover, we seek permanent solutions to these problems and
not merely actions which postpone the day of reckoning. We believe
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that OASI should be authorized to borrow from the disability and
hospital insurance funds if this is necessary to prevent the retirement
fund from declining to inadequate levels. However, actions of this
type are merely Band-Aids, as the term has been used before, and
provide only temporary and short-term relief, They do not resolve
the underlying financial problems of the social security system and
should not be permitted to distract from the basic actions that are
required to place the system on a sound financial basis.

In considering remedies, it is important to keep in mind that social
security was never intended to provide for the entire retirement in-
come needs of our older population. The function of the compulsory
and almost universal social security system is to provide a basic floor
of protection for our older population in the areas of retirement and
health and for all our population in the areas of disability and sur-
vivor protection. Private voluntary pension plans and other voluntary
private savings have the job of building on the basic floor of protection

rovided by social security, thereby bringing retirement income up to
evels which more nearly reflect the individual’s preretirement stand-
ard of living.

We urge that the following basic actions be taken to achieve a
financially sound social security system. These actions have two
major objectives: First, to provide adequate tax revenue to pay
soclal security benefits when they come due and, second, to keep
social security costs within the limits of the Nation’s fiscal capacity
by moderating projected sharp increases in benefits.

d may I say something here parenthetically, if I may, the recom-
mendations which I’m going to suggest do not involve cutting, other
than some fine tuning perhaps. We do not endorse cuts in social
security, nor have we ever recommended cuts in social security. Our
proposal involves slowing the rate of increase in social security benefits
n the future. I think it is most unfortunate to refer to that sort of
adjustment as cuts, implying, as I say, that they are cuts, because
this is what really heightens the levef’of social tension which Con-
gresswoman Heckler was talking about a few minutes ago.

Back to the recommendations. Social security should continue
to be financed solely through payroll taxes paid equally by covered
workers and employers. Such payroll taxes enable covered workers
and employers to share the cost of the rogram in a responsible
fashion. These taxes have the capability of producing the large sums
necessary to finance social security. Moreover, they have the virtue
of being highly visible, which helps to maintain the vital link between
an employee’s benefits and his or her contributions.

Social security payroll tax rates should be set at levels that are
adequate to finance reasonable benefits provided by law even if this
means having the OASDI-HI payroll tax increase to 7.05 percent
take effect in 1983 instead of in 1985 as under present law. Failure to
maintain payroll tax rates at adequate levels would require the use
of general revenues to finance social security. This would be particu-
larly undesirable since, in a very real sense, there is no general revenue
available to finance social security in view of the large budget deficits
confronting us. Accordingly, general revenue financing would reduce
confidence in the social security system, as it would be widely con-
strued as a sign that we are not willing to face up to the hard issues
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involved in placing the system on a sound financial basis. Moreover,
unless we are willing to accept continued budget deficits with their
unfortunate consequences for inflation, the use of general revenues
instead of payroll taxes to finance social security means that the
costs of the system will have to be paid later by other forms of taxes
In other words, to the extent that payroll taxes are not used to finance
social security, other forms of taxation less suited for this purpose
will have to be used.

We believe that much of social security’s financial difficulties are
due to the great financial drains on the system resulting from present
Erocedures for indexing social security benefits. Accordingly, while

enefits should continue to be adjusted for inflation in order to preserve
their role as a floor of protection and to prevent hardship, a compre-
hensive review should Be made of the present indexing procedures to
determine whether they are appropriate in the present circumstances.
This review should include an examination of the present Consumer
Price Index to determine whether it accurately reflects changes in the
cost of living for social security beneficiaries and whether revisions in
the index are needed to avoid overstating increases in such living costs.
The present indexing procedure, for example, appears to give undue
emphasis to the increased cost of homeownership associated with rises
in mortgage interest rates, since the bulk of the social security bene-
ficiaries do not purchase new homes. As an employer, I have great
difficulty doing that with our own employees and have not done so
over the last several years.

One possibility, as has been mentioned, would be to limit the annual
increase to some specified percentage of the CPI or perhaps developing
another, or perhaps, as has been suggested, would be to go with wages
or prices, whichever is lower, or wages in the years in which wages
increase less than the CPI.

We endorse the administration’s proposal to place automatic in-
creases in benefits on a fiscal year basis rather than on the 3-month
basis, as has been done in the past, and to move from July to October
based on the CPI for the year ending in June.

We also support the administration’s proposal to moderate the in-
creases in initial benefits for active workers when they retire. This, of
course, would be done by increasing the bend points on some weighted
basis such as 50 percent of the CPI for the period from 1982 to 1987,
which is a specific recommendation.

Provision should be made for gradually increasing the retirement
age to age 68 after giving ample time to individuals to adjust their
plans. Americans are living longer, I believe about 3 years ionger on
the average, than they were in 1935 when the social security system
was designed.

Moreover, in the absence of some sort of measures such as a later
retirement age, in the future we will see a very substantial increase in
the relative size of the retired population and a relatively small number
of active workers to carry on the production process and to pay the
bills. At present, there are about 20 persons age 65 or older f%r each
100 persons at working ages. By the year 2030, 50 years from now, the
retirement dependency ratio is expected to reach 38—that is, 38 to
100—based on intermediate assumptions, and we have all seen some
predictions which approach 50. A gradual increase in the retirement
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age would help to stabilize the financial position of the social security
system and avoid placing an undue and perhaps unacceptable financial
burden on future generations of workers.

Our suggestion 1s that we start in the year 2000 and increase the
retirement age by one-fourth year annually or 3 months annually, over
a period of 12 years so it would be age 68 in the year 2012, That 1s not
vastly different from some other suggestions which have been made.
We picked that time obviously because it’s known from the present
demographics that’s when the post-war baby boom will really hit.
That’s when the problem will become extremely acute.

At the same time, we would propose that the early retirement be
increased from 62 to 65. We support the two administration pro-
posals which are designed to encourage later retirement under social
security, namely the proposal to change the benefit computation

oint from 62 to 65 and tge proposal to eliminate children’s benefits
or early retirees, again in both cases and in all cases, with sufficient
ni)tice of the change to give individuals time to adjust their retirement

ans.
P In addition to the vital change with regard to indexing of benefits
and age of retirement which I have just discussed, there are a number
of other actions which would help to stabilize the financial position
of social security.

They include elimination of the windfall benefits received under
social security by former Government workers and workers in non-
profit institutions, eventual universal coverage of such employees
under social security, and elimination of the option of State and
local governments and nonprofit institutions to withdraw from social
security.

The administration’s proposal to extend the family maximum cap
that is now applicable to disability cases to retirement and survivor
cases merits support. The 1980 disability amendments limited the
maximum family disability benefits to the lesser of 85 percent of the
worker’s average index earnings or 150 percent of the primary benefit,
but not less than 100 percent of the primary benefits. Extending a
similar maximum to olé) age and survivor family benefits would help
assure that such family benefits will not exceed the worker’s previous
net take-home pay and put the worker’s family in a better financial
position when he retires than when he worked.

We support the administration’s recommendations to relate dis-
ability insurance more closely to an individual’s work history and
medical condition and to prevent excessive benefits. This includes:

(2) Assuring that DI benefits will not be awarded to persons
. with temporary disabilities by requiring an individual's dis-
ability to have lasted or to be expected to last 24 full months;
() Restoration of the 6-montg waiting period requirement
in effect prior to 1972, thus conforming to the terms of most
private disability programs; and
(¢) Requiring individuals to have been in covered employment
for a minimum of 6 out of the 13 quarters prior to disability
and 30 out of the 40 quarters prior to disability in order to qualify
for DI benefits. This change would make DI benefits more
compatible with their role as a replacement for recently lost
wages than the present requirement for coverage in 20 out



187

of the past 40 quarters which makes it possible for a person
to be out of covered employment for as long as 5 years and still
qualify for DI benefits.

Pressures for placing increased financial burdens on social security
should be reduced by maintaining a favorable environment for the
growth of voluntary pension plans and other private savings for
retirement. As noted above, it 1s widely recognized that the historic
purpose of social security is to provide a basic floor of protection
and that voluntary private pension plans and other private savings
have the job of supplementing this basic floor. To the extent that
such private pension plans and other private retirement savings
are encouraged through appropriate tax measures, demands for
costly expansion of social security benefits are reduced. Accordingly,
we are pleased that the Economic Recovery Tax Act of 1981 increased
the tax deductible limits for contributions to IRA’s and H.R. 10
plans. This act also encourages employees covered by pension plans
to set aside retirement funds by allowing them to participate in
IRA’s on the same basis as other individuals. It also makes a start
on the desirable objective of allowing employees to deduct their
own pension contributions by granting employees tax deductions
uP to the IRA limits for voluntary contributions made to pension

ans.

P Unfortunately, the 1981 act does not extend comparable tax
deductions for mandatory employee pension contributions. This
should be remedied. The right of employees to deduct their own
pension contributions should not be affected by whether their con-
tributions are voluntary or mandatory under the terms of their
plans. Extending the tax deductions for mandatory employee con-
tributions, as well as for voluntary employee contributions, would
provide more equitable tax treatment for the employees involved
and would be more effective in encouraging retirement savings.
It would provide more adequate financing for pension plans, making
possible increased pension coverage and higher benefits. It would
also increase savings and capital formation. This is especially signif-
icant in view of the fact that, in the second quarter of 1981, Americans
saved only 5.3 percent of disposable income, which is significantly
below the comparable savings rate in other industrial countries.

Finally, we strongly believe it would be most desirable to mandate
the adoption of pension plans providing specified benefits to employees.
Because such mandatory plans would be imposed on very large
numbers of employers in widely different economic circumstances,
they would inevitably result in financial hardship for many employers
who cannot afford them. This contrasts markedly with voluntary
plans whose establishment and development tend to be closely
correlated with financial ability. The costs involved in financing
the mandatory plans could result in reduction of cash wages and
other fringe benefits for employees.

To the extent that the employees prefer the cash wages and other
fringe benefits, their overall economic position is likely to be impaired
rather than improved. Mandatory plans could also contribute to
unemployment among the very people who are the intended bene-
ficiaries of the proposal. The overall welfare of employees is likely
to be improved if they, working with their employers, are given as
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much choice as possible as to the relative importance of each of the
components in their total compensation package, instead of having
one component; namely pensions, mandated by the Government.

This concludes our specific recommendations. Before closing my
remarks, I want to emphasize again that, in view of social security’s
vital importance to our older people and the Nation, we cannot
afford to risk weakening it by continuing expenditure patterns that
substantially outrun receipts. We urge the Congress to take prompt
action to bring these expenditures and receipts into balance and
thereby place social security on a sound financial basis, both in the
short run and over the long range.

Thank you.

Senator JepsEN. Thank you, Mr. Austin.

[The prepared statement of Mr. Austin follows:]



189

Preparep STATEMENT oF KENNETH R. AUsTIN

I am Kenneth R. Austin, Chairman and Chief Executive Officer
of the Equitable Life Insurance Company of Iowa and hold comparable
positions with several affiliated life insurance companies. I
also serve as Chairman of the Committee on Social Security of the
American Council of Life Insurance. With me is Arthur S. Fefferman,
Director of Tax, Pension and Social Security Analysis of the Council.
We are appearing here today on behalf of the Council which represents
526 life insurance companies. These companies account for 95 percent
of the life insurance in force in the United States and 97 percent
of the assets of all life insurance companies.

We appreciate this opportunity to present our views on Social
Security financing issues. The Omnibus Reconciliation Act of 1981,
enacted in August, provides for significant reductions in Social
Security expenditures. However, it is apparent that the system
still faces severe financial problems. The retirement program, OASI,
is encountering acute short-range financial problems which are
being accentuated by stagflation which increases benefits and de-
Ccreases receipts. According to the latest available estimates,
unless remedial action is taken, by the latter part of 1982 the
OASI trust fund could be depleted to the point where it would be
unable to pay the benefits that come due. Social Security also
faces long-run deficits on the basis of what now seems to be the
most reasonable economic and demographic estimates. The projected

deficits become very substantial in the second quarter of the next

88-829 0 - 82 - 13
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century when the ratio of Social Security recipients to active
workers will increase to high levels, placing heavy financial
burdens on the active workers who support the system.

In view of the great importance of Social Security to the
American people, prompt remedies to these financial problems must
be found. We believe that the remedies must be adequate to deal
not only with the possibility of favorable economic conditions, but
also with the possibility that future economic conditions may be
unfavorable. Otherwise, we will run the risk of repeating the
sad experience of the past few years when widespread complacency
that Social Security's financial problems had been resolved by
the 1977 Social Security Amendments was shattered be deteriorating
economic conditions.

Moreover, we should seek permanent solutions to these problems
and not merely actions which postpone the day of reckoning. We
believe that the OASI trust fund should be authorized to borrow
from the Disability Insurance (DI) and Hospital Insurance (HI)
trust funds if this is necessary to prevent the retirement fund
from declining to inadequate levels. However, actions of this
type are merely "band-aids" and provide only temporary short-run
relief. They do not resolve the underlying financial problems of
the Social Security system and should not be permitted to distract
from the basic actions that are required to place the system on a
sound financial basis.

Finally, in considering remedies, it is important to keep in
mind that Social Security was never intended to provide for the

entire retirement income needs of our older population. The function
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of the compulsory and almost universal Social Security system

is to provide a basic floor of protection for our older populatiqn
in the areas of retirement and health and for all our population
in the areas of disability and survivor protection. Private
voluntary pension plans and other voluntary private savings have
the job of building on the basic floor of protection provided by
Social Security thereby bringing retirement income up to levels
which more nearly reflect the individual's pre-retirement standard
of living.

There are good grounds for using voluntary means to supplement
the basic protection offered by Social Security. Private voluntary
arrangements, including pension plans and other private savings,
provide flexibility to meet different needs and circumstances. They
are based on the concept that once the floor of protection has been
provided, further retirement income protection should not be
mandated by a government requirement to set aside additional funds
for this purpose. Instead, individuals, working together with
their employers and utilizing individual savings, should have
the freedom to choose how much of their income should be set
aside for additional retirement income protection and how much
should be dseq for other purposes, such as saving to meet the
expenses of educating children or to buy a home.

Voluntary pension plans have a record of substantial achieve-
ment. " In May 1979, such plans included as participants over 68
percent of all civilian nonagricultural employees, age 25-64,

working more than 1,000 hours a year and with their current
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employer more than one year.i/ Pension plans also help supply
the capital formation which is essential to achieve a dynamic
growing economy and to combat inflation. By the end of 1980,
for example, private pension 3ssets administered by life in-
surance or held in trust by banks or trust companies totalled
some $423 billion. This additional capital is a major factor
in the creation of new jobs, increases productivity and helps
contain inflationary pressure.

Basic Actions for a Financially Sound Social Security System

We urge that the following basic actions be taken to achieve
a financially sound Social Security system. These actions have
two major objectives: (1) to provide adequate tax revenue to
pay Social Security benefits when they come due and (2) to keep
Social Security costs within the limits of the Nation's fiscal
capacity by moderating projected sharp increase; in benefits.

1. Finance Social Security Through Payroll Taxes, Not
General Revenues

We believe that Social Security should continue to be financed
solely through payroll taxes paid equally by covered workers and
employers. Such payroll taxes enable covered workers and employers
to share the cost of the program in a responsible fashion. These
taxes have the capability of producing the large sums necessary
to finance Social Security. Moreover, they have the virtue of
being highly visible, which helps to maintain the vital link between

an employee's benefits and his or her contributions.

Z7Employee Benefit Research Institute, Retirement Income Opportunities
in an Aging America: Coverage and Benefit Entitlement, July 1981,
Table II-1, p. 25.
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Social Security payroll tax rates should be set at levels
that are adequate to finance reasonable benefits provided by law
even if this means having the OASDI-HI payroll tax increase to
7.05 percent take effect in 1983 instead of in 1985 as under
present law. Failure to maintain payroll tax rates at adequate
levels would require the use of general revenues to finance
Social Seéurity. This would be particularly undesirable since,
in a very real sense, there is no general revenue available to
finance. Social Security in view of the large budget deficits
confronting us. Accordingly, general revenue financing would
reduce confidence in the Social Security system, as it would be
widely construed as a sign that we are not willing to face up to
the hard issues involved in placing the system on a sound financial
basis. Moreover, unless we are willing to accept continued budget
deficits with their unfortunate consequences for inflation, the
use of general revenues instead of payroll taxes to finance Social
Security means fhat the costs of the system will have to be paid
later by other forms of taxes. In other words, to the extent that
payroll taxes are not used to finance Social Security, other forms
of taxation less suited for this purpose will have to be used;

2. Reform Present Indexing Procedures

We belie&e that much of Social Security's financial difficulties
are due to the great financial drains on the system resulting from
present procedures for indexing Social Security benefits. Accord-
ingly, while benefits should continue to be adjusted for inflation
in order to preserve their role as a floor of protection and to

prevent hardship, a comprehensive review should be made of the
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present indexing procedures to determine whether they are appro-
priate in the present circumstances. This review should include
an examination of the present Consumer Price Index (CPI) ta
determine whether it accurately reflects changes in the cost

of living for Social Security beneficiaries and whether revisions
in the index are needed to avoid overstating increases in such
living costs. The present indexing procedure, for example,
appears to give undue emphasis to the increased cost of home
ownership associated with rises in mortgage interest rates,

since the bulk of the Social Security beneficiaries do not
purchase new homes.

Moreover, there is a broad gquestion whether the Nation can
afford to cémpletely insulate from inflation Social Security
beneficiaries, or indeed any other large groups of individuals.
One possibility would be to limit the annual increase in Social
Security benefits under automatic indexing to a specified per-
centage of the increase indicated by the CPI. Another possibility
would be to limit the annual increase in benefits to the increase,
in average wages for years Qhen such wages increase less than the
CPI.

We also support the Administration's préposal to moderate the
increases in initial benefits provided for active workers when
they retire. This would be done by increasing the "bend points”
in the weighted benefit formula by 50 percent instead of 100
‘percent of increases in average wages in the years 1982-87. This

change would provide benefit levels for new cohorts of beneficiaries
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which would be compatible with the financial position of the
Social Securitv trust funds. It would restore replacement rates
to the levels generally prevailing in the 1960s and would provide
an initial replacement rate of 38 percent for the average worker.
Similarly, we endorse the Administration's proposal to
place the automatic increases in benefits on a fiscal year basis
by deferring the date for such increases from June to September,
based on the changes in the CPI over the full year beginning in
July and ending in June.

3. 1Increase the Retirement Age Under Social Security Gradually,
After Sufficient Advance Notice

We believe it essential to provide now for a gradual increase
in the retirement age under Social Security after giving individuals
sufficient advance notice to adjust their retirement plans. Americans
are now living significantly longer and are generally able to work
until a later age than they did in 1935 when the earliest retire-
ment age for the receipt of benefits was set at 65. As life ex-
pectancy becomes longer, it is appropriate to reapoortion an in-
dividual's life span between years of work and years of employment.
The Age Discrimination in Employment Act, as amended in 1979,
recognizes this by generally prohibiting mandatory retirement prior
to age 70. .

Unless the retirement age under Social Security is increased,
the future will see substantial increases in the relative size of
the retired population and relatively smaller numbers of active
workers to carry on the Nation's productive process. This change
will be especially marked in the early part of the next century

when the front end of the post-World War II baby boom will begin
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to reach 65. At present, there are about 20 persons age 65 or
over for each 100 persons at the working ages, 20-64. According
to the most recent intermediate estimates of the Social Security
Administration, this "retirement-dependency ratio" will increase
only moderately over the next 25 years, but will then climb
sharply, reaching a high of 38 in 2030 and thereafter.

Social Security should recognize these important demographic
and social developments. A gradual increase in the minimum retire-
ment age for receipt of full benefits would help to stabilize the
financial position of the Social Security system and would avoid
placing undue financing burdens on the working population. For
example, an increase in the normal retirement age under Social
Security, which begins to take effect gradually after a long
notification period to avoid any possible hardship, would greatly
reduce the ratio of retirees to active workers in the next century
and would eliminate about two-thirds of the long-term (75-year)
average deficit projected on the basis of the intermediate assump-
tions of the 1981 Trustees Report.

We, therefore, suggest that the normal retirement age be
kept at 65 until the year 2000 and that thereafter it be increased
by one-fourth of a year annually until a retirement age of 68 is
reached for 2012 and later years. At the same time, the early-
retirement age, at which reduced Social Security benefits are
payable (now 62) would be increased to 65 in corresponding gradual
increments, again starting the upward movement at about the turn
of the century. As an alternative, age 62 could be kept as the

earliest retirement age with an actuarial adjustment in the size
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of the benefit for retirement prior to age 68, the new normal
retirement age. This would give the public a long advance notice
of the changes and yet have the new normal retirement age fully
effective when most needed--when the members of the World War II
baby boom population begin to retire, early in the next century.

We endorse the concept underlying the Administration’'s pro-
posal to reduce the benefits of early retirees since it is con-
sistent with a general increase in retirement age. However, we
strongly believe that it would be preferable to put such a pro-
posal into effect as part of an overall plan to raise the normal
retirement age under Social Security to 68, as under our recom-
mendation. Moreover, it is important that the proposed reduction
in benefits for early retirement not be put into effect abruptly.
Instead, it should be phased in gradually over a sufficiently
long period of time to give future retirees sufficient advance
notice to permit them to adjust their retirement plahs. Such
advance notice, in our opinion, is essential in order to avoid
hardship and to gain public acceptance.

For similar reasons, we support two Administration proposals
that are also designed to encourage later retirement under Social
Security--namely a proposal to change the benefit computation
point from age 62 to 65 and a proposal to eliminate childrens'
benefits for retired workers age 62-64--again, provided that
there is sufficient advance notice of the change to give in-

dividuals time to adjust their retirement plans.
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4. Retain the Retirement Test for Social Security Benefits

While we sympathize with the objective of encouraging older
individuals to work, we do not support the elimination of the
retirement test, which would allow all otherwise eligible in-
dividuals to receive full Social Security benefits regardless
of the amount of their earnings. This test is essential to the
concept that the function of Social Security is to provide retire-
ment benefits as a partial replacement of wages. Elimination of
the retirement test would convert Social Security to a system
which pays annuities to eligible individuals, regardless of
whether they retire or continue to work. This would result in
payment of benefits to individuals who do not need them as a
replacement of earnings and would increase Social Security
expenditures at a time when we should be considering every means
of reducing them.

5. Eliminate Windfall Benefits and Move Toward Universal

Coverage of Government Employees and Employees of Nonprofit
Organizations

We support elimination of the windfall benefits received under
Social Security by former government emplovees and employees of
nonprofit institutions who have spent most of their working careers
in noncovered employment but who acquire sufficient coverage to
qualify for Social Security benefits. Present law gives such in-
dividuals unintended advantages in allowing them to receive the
advantages of the heavy weighting in the present benefit computation
formula which is intended for and should be confined to long-term
low-income employees. Both equity and fiscal considerations strongly

favor the elimination of the windfall elements in such benefits.
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Moreover, eventual universal coverage under Social Security
should be provided for all government employees and employees of
nonprofit organizations in a way which assures that present em-
ployees who spend their entire careers in such employment do not
have less overall benefit protection.

Finally, the option of State and local governments and non-
profit organizations to withdraw from coverage should be eliminated,
after a grace period, during which the filing of notices of intent
to withdraw would be permitted.

6. Extend the Family Cap Now Applicable to Disability Benefits
to Retirement and Survivor Benefits

The Administration's proposal to extend the family maximum cap
that is now applicable to disability cases to retirement and survivor
cases merits support. The 1980 Disability Amendments limited the
maximum family disability benefits to the lesser of 85 percent of
the worker's average index earnings or 150 percent of the primary
benefit, but not less than 100 percent of the primary benefits.
Extending a similar maximum to old age and survivor family benefits
would help assure that such family benefits will not exceed the
worker's previous ne£ take home pay and put the worker's family
in a better financial position when he retires than when he worked.

7. Adopt the Administration's Disability Insurance Proposals

We support the Administration's recommendations to relate
. Disability Insurance (DI) more closely to an individual's work
history and medical condition and to prevent excessive benefits.
This includes:

a) Assuring that DI benefits will not be awarded to
persons with temporary disabilities by requiring an individual's

disability to have lasted or to be expected to last 24 full months;
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b} Restoration of the six month waiting period requirement
in effect prior to 1972, thus conforming to the terms of most pr;vate
disability programs; and

¢) Requiring individuals to have been in covered employ-
ment for a minimum of 6 out of the 13 quarters prior to disability
and 30 cut of the 40 quarters prior to disability in order to qualify
for DI benefits. This change would make DI benefits more compatible
with their role as a replacement for recently lost wages than the
prasent requirement for coverage in 20 out of the past 40 quarters
which makes it possible for a person to be out of covered employment
for as long as five years and still qualify for DI benefits.

8. Reduce Pressures on Social Security by Maintaining a

Favorable Environment for Voluntary Pension Plans and
Private Savings

Pressures for placing increased financial burdens on Social
Security should be reduced by méintaining a favorable environment
for the growth of voluntary pension plans and other private savings

-
for retirement. As noted above, it is widely recognized that the
historic purpose of Social Security is to provide a basic floor of
protectioh and that voluntary private pension plans and other
private savings have the job of supplementing this basic floor.
To the extent that such private pension plans and other private
retirement savings are encouraged through appropriate tax measures,
demands for costly expansion of Social Security benefits are reduced.
Accordingly, we are pleased that the Economic Recovery Tax Act of
1981 increased the tax deductible limits for contributions to IRAs
(Individual Retirement Accounts) and H.R. 10 plans. This Act also

encourages employees covered by pension plans to set aside retirement
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funds by allowing them to participate in IRAs on the same basis
as other individuals. It also makes a start on the desirable
objective of allowing employees to deduct their own pension
contributions by granting employees tax deductions up to the
IRA limits for voluntary contributions made to pension plans.

Unfortunately, the 1981 Act does not extend comparable tax
deductions for mandatory employee pension contributions.:/ This
should be remedied. The right of employees to deduct their own
pension contributions should not be affected by whether their
contributions are voluntary or mandatory under the terms of
their plans. Extending the tax deductions for mandatory employee
contributions, as well as for voluntary employee contributions,
would provide more equitable tax treatment for the employees
involved and would be more effective in encouraging retirement
savings. It would provide more adequate financing for pension
plans, making possible increased pension coverage and higher
Ibenefits. It would also increase savings and capital formation.
This is especially significant in view of the fact that, in the
second quarte? of 1981, Americans saved only 5.3 percent of
disposable income, which is significantly below the comparable
savings rate in other industrial countries.

Finaily, we strongly believe it would be most undesirable
to mandate the adoption of pension plans providing specified

benefits to employees. Because such mandatory plans would be

¥
—/These are contributions that are required as a condition of
employment, as a condition of plan participation, or as a condition
of obtaining benefits (e.g., matching employer contributions).
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imposed on very large numbers of employers in widely different
economic circumstances} they would inevitably result in financial
hardship for many employers who cannot afford them. This -
contrasts markedly with voluntary plans whose establishment and
development tends to be closely correlated with financial ability.
The costs involved in financing the mandatéry plans could result
in reduction of cash wages ‘and other fringe benefits for employees.
To the extent that the employees prefer the cash wages and other
fringe benefits, their overall economic position is likely to

be impaired rather than improved. Mandatory plans could also
contribute to unemployment among the very people who are the
intended beneficiaries of the proposal. The overall welfare

of employees is likely to be improved if they, working together
with their employers, are given as much choice as possible as

to the relative importance of each of the components in their
total compensation package, instead of having one component,
namely pensions, mandated by the government.

This concludes our specific recommendations. Before closing
my remarks, I want to emphasize again that, in view of Social
Security's vital importance to our older people and the Nation,
we cannot afford to risk weakening it by continuing expenditure
patterns that substantially outrun receipts. We urge the Congress
to take prompt action to pring these expenditures and receipts
into balance and tﬁereby place Social Security on a sound financial

basis, both in the short run and over the long range.
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Senator JEPSEN. Mr. Greenough, I welcome you and ask you to
proceed in any manner you wish.

STATEMENT OF WILLIAM C. GREENOUGH, TRUSTEE, COMMITTEE
FOR ECONOMIC DEVELOPMENT, WASHINGTON, D.C.

Mr. GreenovugH. Thank you, sir. My name is William Greenough
and almost all of my professional life has been in pensions with TIAA.
Today I'm speaking for the Committee for Economic Development.
I was chairman of its Subcommittee on Retirement Policy. CED is
a group of about 200 chief executive officers of colleges and businesses,
economists, academicians, and public officials. The recommendations
that I bring to you were approved by that whole board after a very
thoroughgoing process that included 2 years of study and discussion.
We have chosen the date of your meeting today to announce the
report.

I believe it is a very important study. It’s responsive to so many of
the questions that your preliminary material has shown Congress
should study. These are important questions in this field. As a matter
of fact, some economic and political questions that we are talking
about now are multi-hundred-billion-dollar questions. This issue of
retirement happens to be a multitrillion-dollar question. It’s the
biggest of all the questions that first in the financial world and entails
the longest commitments that humans make to each other—until
death do us part.

The CED report emphasizes the grave necessity of setting into
place those decisions now that will have the most positive long-run
effect as well as taking care of the near-term crunch.

You know the figures on the trust fund. We run out of money next
year. One of the things I'd like to emphasize is the serious loss of
confidence of those who are retired worrying that somebody is going
to reduce their benefits. As Ken and others have said this morning,
any really responsible discussion I have seen on the aged benefits
is only a discussion of reduction of the increases and a question of
whether the increase in benefits beyond the increases in wage rates
are something that’s acceptable to the American public.

But even more important than that there is a problem of the lack
of confidence in the social security system’s ability to provide retire-
ment income. The Harris poll showed that half of our people under 35
don’t think they are going to get social security. Another 35 percent
have some confidence. This is an aspect I believe we have not taken
a close enough look at.

If I may make a personal comment, I do find it incredible that a
short-run and long-run crisis of this type has been kicked around in
the newspapers in the last week as a political football. I really hope
that we can all get together and agree on sensible solutions to some
of the answers. Somebody is going to get blamed sometime for blocking
social security correction. Policymakers fear they will get blamed for
cutting back social security, but somebody is going to get blamed for
messing up the system for millions and millions of Americans in the
future by not taking action now.

Now I will bring before you our recommendations very quickly.
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I would like the new report chosen to be released today and its sup-
portive materials made a part of the hearing record.

Senator JErsEN. They will be placed in the record.!

Mr. GreenouGH. CED emphasizes that the Nation has a retirement
problem, not just a social security financing problem. Of course,
social security needs some important reforms, but focusing on it
ignores the very great improvements that can be made by the pensions
and private savings that cannot only help to shore up social security
and take some of the burden from it but provide the very capital
formation that supports both social security and private pensions as
retirement in old age.

So the real message is that in the past 40 years we have given most
of our attention to the transferred ‘““to’s” the person receiving social
security. Politically now we will have to pay some real attention to
the transferred ‘froms,” the young people paying the taxes to support
the benefits. We’ve got to be fair to both groups or the plan won’t be
Eolitically successful, if we fail to avoid the inevitable confrontation

etween generations. It’s not around the corner, but if the fund runs
out of money next year and we don’t do something, it might be
around the corner.

CED recommends simultaneous action to help to shift over some
of the burden—and it's a present burden—of meancing good, solid
old-age benefits for our elderly people to the private sector, private
pensions, private savings.

So again, this does not require cutback in social security benefits;
only in the rate of increase; and this can be offset by supplying
good, solid retirement income under private pensions that so the
elderly of the future are not hurt by a changed social security benefit
structure.

The importance of the role of private pensions in capital formation
is a key part of the CED study. As you also know, our savings rates
in America are low. In fact it is among the lowest of the Western
democracies. It shouldn’t be. By strengthening private pensions
and private savings and the tax treatment of them, we can help
improve the savings rate. This will increase capital formation and
by so doing increase productivity and by so doing take up at least
some of the slack between all indexed benefits which are going up
substantially faster than wage rates.

Our approach states there are three tiers to a sound retirement
system in this country. The first is social security; the second, private
pensions; the third, savings. On the issure of increase retirement
age—we would start now. I think one of your witnesses today used
36 years. That's a bit long. We already have increased at least 3
years in life span since 1935. And as a result life we are supporting
people under social security 3 more years during retirement than
we were in the 1930’s. Since people are retiring earlier, this is a huge
shift in the number of years in retirement that we are supporting
those people.

We would start restoring the balance at a rate of two months
a year, until in 18 years, you would have arrived at the 68 for normal
and 65 for early retirement benefits.

We believe that—considering how long it takes to develop an index—
we should start now.

1 The report and its supportiv’e" materials may be found in the subcommittee files.
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Everybody agrees with the need for the new index. In our view
either we link increases in benefits to that new index or to average
wages of workers if they are to offset the real increase in security,
which over the last 20 years, has greatly exceeded the the cost of
living. Mr. Feldstein used the figure of 55 percent from 1970. Wages
have stayed just level. So while retirees are being protected, the wage
earners are getting clobbered.

Now a matter that will in the next 5 years become conventional
wisdom—it’s still highly controversial, but deserves very careful
study and thought commencing now. And this is to tax benefits
when received but not tax them when contributed. In 1937 the tax
on the younger worker at the maximum was $30, 1 percent of $3,000.
It’s now $1,950 or essentially $2,000, which is 66 times what it was
in 1937. It should be a good deal more, but 66 more times? The
impact on the wage earner is considerable.

Not only has the maximum tax risen to $2,000, but it is also included
in taxable income. A young couple trying to raise a family and buy a
house and all that not only transfers up to $2,000 to current retirees;
but then they are paying taxes on top of that, with no assurance they
themselves will receive similar benefits in the future. We urge you to
change this—although we realize it will take some time for this to be-
come politically acceptable. On this point, there are those who say this
is nothing more than a tax on those—namely the elderly, least able
to pay. This is not so; because of exemptions and other exclusions,
senior citizens do not begin being taxed until they earn over $18,000.
This compares to $7,200 for the average wage earner.

The C]:l‘)D report believes all this is possible if we shift the burden to
the other two tiers of the system: private savings and pensions many
of which essentially are included in the recent tax laws. We do recom-
mend higher limits, but let’s live with these a while—they are quite
good—and see how they work out, but keep in mind that that is an
area for allowing individuals to help provide for themselves and provide
the capital formation. But it satisfactory now.

The key to the whole strategy is the flexibility that using the private
sector in addition to the public sector gives us. The third tier is private
pensions. Our suggestions—which are too considerable to detail
here—are included in our study.

So we hope this new report brought to you today will provide a
workable, affordable, humane retirement system and help the economy
break away from a vicious cycle of low savings, low productivity and
high inflation, and move into a hew era in which the long-term savings

enerated in our retirement system can help to bring about the capital
ormation that will enlarge the country’s productive potential. I
emphasize long term.

In the last few years, because of the surge of inflation, we have gone
very short-term on our savings. Savings institutions are in trouble.
Nobody ever bought a house or built a plant or bought machine tools
on 30-day money. Pensions are long-term money and provide for the
capital that the country needs. So we think these will produce decent
income acceptable to all the people. The faith of the workers in their
retired life in the Federal program will be restored and that faith is
terribly important.

Senator JEPsEN. Thank you, Mr. Greenough.

[The prepared statement of Mr. Greenough follows:]

88-829 0 - 82 - 14
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PrePaReD STATEMENT oF WiLLIaM C. GREENOUGH

Mr. Chairman, my name is William C. Greenough. I am a board
member of TIAA-CREF, Chairman of the CREP Finance Committee and I was a
member of the President's Commission on Pension Policy.

But today I am speaking as Chairman of the Committee for
Economic Development's Subcmittee on Retirement Policy which has
completed a comprehensive statement on retirement‘aftex over two years
of extremely hard work. I am pleased to have this opportunity today to
introduce you to our thoughts on the important subject of retirement and
reform, which I hope you will find useful to your deliberations. I realize
there is a surfeit of recommendations being made by various groups. To
facilitate matters we have prepared a brief comparison of several proposals,
including ours, which I would be happy to provide the Committee.

our CED txusteaes have concluded that the nation's retirement
systens have am enocxmous impact on the future ecou;mic health of the nation.
Inflation has made the cost of providing retirement benefits a substantial
burden both on workers and on employers. Declining birth rates and increased
longevity mean that proporticnately fewer young people will be working to
pay these higher costs. The report stresses that unless've curtail the
growth of Social Security and strengthen employer pension plans and encourage
individual saving for retirement, we will place an unbearable burden on
future generations. We will also lose the opportunity to improve the
capacity of the econamy to provide growth in real income for the elderly
and workers alike.

A Comprehensive Approach e

Pirst, and perhaps foremost, it is our conviction that the nation

reqQuires a canprehenéive, broad-based retirement policy and that any piecemealA
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approach will not solve either the long-term problems facing our
retirement system or contrii:ute to a healthy economy.

In this regard, let me comment for a moment on the
Administration's new proposals to reduce certain of the benefits and
the scope of the Social Security system. The CED statement strongly
endorses limiting the growth of Social Security. Indeed, CED's approach
to changing Social Security policy is one that, if implemented, will avoid
the short~term financing crisis facing the OASDI trust. While our
recommendations for Social Security differ from those proposed by the
Administration, I personally endorse the intent of these proposals. But
singling out Social Security as the focus in the retirement reform is
symptomatic of the same piecemeal approach that has consistently
characterized yearé of decisions on retirement policy. Social Security is
the most visible target but it is only one facet of the problems facing
the entire U.S. retirement system. Reducing certain kinds of benefits,
adjusting cost of living increases, and changing );)enefit formulas are
major improvements, but CED urges the members of this Committee to seek an-d
support additicnal changes for the entire retirement system.

In essence, the CED report recommends that any national system
should be made up of three tiers--each building on the other--Social Security,
employer pensions, and personal savings. The goal of this three-tier system,
which we believe must be a balanced one, is to provide enough savings and
productive capital formation to yield both a decent standard of living for

retired workers and a permanent strengthening of the economy.



208

CED's Three-Tier Approach

Social Security is the first tier. We believe that the relative
role of Social Security should be to provide a basic retirement benefit
upon which an individual can build. However, to insure this basic level
of support for future generations, we recommend a number of changes. We
call for gradually raising the normal retirement age for Social Security
to 68 and the early retirement age to 65. Again, as I have already stated,
I commend the Administration's proposal to reduce early retirement benefits
but do not believe that this goes far enough.

The CED statement also calls for revising the current system of
indexing Social Security benefits to the Consumer Price Index. If possible,
we should have an index which more accurately reflects consumption patterns
of older Americans. We also recommend that any raising of Social Security
benefits be linked to this newly deveioped index or the rise in average
pre-tax wages for the working population, whichever is less. The CED
trustees urge policymakers to consider partial indexing (at less than 100%
of the CPI) of the Social Security annual automatic adjustment to benefits.
This would reduce the past differential between Social Securi(:.y increases
and increases in average wages. It could also go a long way to solving the
short-run financing crisis.

Perhaps the most sweeping change is the recommendation that we
share with the President's Commission to exclude employee payments into
retirement fu;:ds from current taxable income and instead make the ultimate
benefit payments a part of taxable income when received. We would apply
this principle to Social Security as well as to employer retirement plans.

While the cost of this proposal is large, if introduced all at once, we
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believe that this could partially be offset by including such a tax
change in any future proposals for personal tax reductions. Even

given the necessary transition period, I believe that when combined with
additional incentives for individual savings, this type ‘of tax change
could have real long-term advantages for the economy. We should start
examining this concept so that we could eventually move the tax treatment
of contributions and benefits in this direction.

It should be noted that if this policy were adopted, very few
of those elderly who rely solely on small pensions or Social Security
would have to pay any tax at all. In most of these cases, double
exemptions and regular exclusions would exclude such elderly from
paying taxes.

We also believe that excluding employee pension and Social
Security «;:ontri.butions fram taxable income and including the ultimate
benefits in taxable income when received would make it possible to
eliminate the controversial earnings test; otherwise it should be continued
intact because Social Security was never designed to tax younger workers
in order to transfer funds to untaxed older workers.

In addition to these major changes the report makes a number
of other important recommendations on Social Security including, for
example, gradually bringing in federal and other noncovered workers to
make the system truly comprehensive.

Employer pensgions make up the second tier. Since the vast
growth of employer pension plans in the '50s, an increasing proportion
of workers has become involved and is benefiting from such pension plans.

But we believe that certain changes in pension policies and regulations
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can improve funding, broaden coverage, help protect pensions from
inflation, and increase private pension contributions to capital
formation. In this latter regard, CED trustees believe that funded.
private pension plans, in addition to serving the retirement needs of
the American people, can serve as a major source of capital for the
economy. Consequently, the CED trustees recommended in the report a
number of ways to encourage businesses voluntarily to broaden pension
coverage. These include such means as simplifying certain ERISA rules,
especially for small employers, and maintaining reasonable vesting
periods.

Most importantly, we believe that employee contributions to
private plans should not be currently taxed, but instead the ultimate
benefits should be included in taxable income. This is a similar
recommendation to that which we made for Social Security taxes. We
believe this would go a long way toward encouraging greater use of
private plans and would make such tax policy consistent in both public
and private efforts.

We agree with the President's Commission report that ERISA
should be amended to permit employer plans to increase their nommal
retirement ages to 65 and 68 in tandem with Social Security--on a strictly
voluntary basis.

We favor an integration policy that will permit enough
flexibility in benefit design to accomplish management and employee
objectives.

Personal saving forms the third tier. We believe that not

enough emphasis has been placed on encouraging personal saving and
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investment to provide a sign:i.ficant portion of retirement income. As
I am sure you are all too well aware, the United States has one of the
lowest personal saving rates in the industrialized world. To repeat
the disturbing litany, between 1973 and 1980, personal savings as a
percent of disposable income declined from 8.6 percent to 5.7 percent.
This is lower than the rates for Canada, Japan, and West Germany. While
inflation is partly responsible for our low rate of saving, there is also
a strong consumption bias built into the U.S. tax structure. In sum,
there are inadequate incentives for an individual to save for retirement.

We agree with the Administration that policies to encourage
greater personal saving and investment through an e.xpa.nsion»of private
pension programs and individual savings are one of the essential’ ingredients
to the future health of U.S. retirement systems and to the economy as a
whole. The enactment of the Economic Recovery Tax Act of 1981 includes
a number of tax incentives to encourage saving for retirement. These
incentives include raising the annual maximum contribution to IRAs and
Keogh plans and permitting active participants in employer-sponsored
plans to establish IRAs. Because these policy changes are precisely in
the direction recommended by CED, we strongly endorse them. If
as we expect, experience shows that these incentives produce significant
net savings, we recommend that policymakers consider additional incentives
to bring the maximum annual contribution levels under IRAs and Keoghs
even cloger to the level currently permitted for contributions to corporate
plans.

The key to this strategy is the flexibility it gives

individuals to plan for their own secure retirement, at the same time
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encouraging essential levels of savings and investment in capital
formation required for a strong, growing econcmy. The CED report urges
policymakers to develop a comprehensive and well-coordinated reform of
U.S. retirement policies which will lead to a better balance among the
major components of our retirement system. In strengthening the role

of employer plans and personal savings, we do not mean to downgrade the
absolutely essential role that Social Security and other government
programs have played in the impressive development of the U.S. reti'rement
system.

How then does this appréach differ from that of the President's
Commission? Let me mention again that I had the privilege of serving as
a member of the Commission, and while the CED report may differ from the
President's Commission reccmmendations in several important respects, we
also share many similarities and our analysis supports several of their
recommendations. For example, we agree with the Commission's findings
on the exclusion of Social Secuirty taxes from taxable income and
the raising of the retirement age to 68. But in several important respects
we disagree. The fundamental difference between the CED paper and .
the President's Commission report is CED's very strong emphasis on
encouraging the voluntary growth of private pensions and individual
saving and investment for retirement. We believe that these private pension
provisions are uniquely designed to create the capital formation necessary
to assure a grbw‘ing productive economy. The CED report stresses that the

long-term health of all retirement systems, public and private, and of
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the economy in general, lies in encouraging such capital formation. And
it is this particular point that we will continually stress in our
future policy statements.

The CED report and the President's Commission differ on
setting specific income goals for retirement and on the mandatory universal
pension system, or MUPS as it is known.

as you know, the President's Commission recommended a national
goal of providing retirement income equal to a worker's disposable income
just before retirement. In my view, this is a.pleasant goal to contemplate,
but not a very realistic one. CED believes that American workers and their
families are too diverse in their needs and circumstances for individuals
to be well served by such a sweeping and costly national goal. Wh;'ile we
believe that Social Security and other govermment programs should provide
a floor of protection, we do not believe that it is appropriate for public
policy to prescribe a specific standard of retirement living for all elderly
Americans. However, public policy should provide an economic environment
in which individuals have an incentive to set and meet their own reasonable
retirement objectives beyond Social S.ecurity.

We also disagree with MUPS~-the concept that each employer be
required to establish a pension program for all of. his or her emp]_.oyees.
While the goal is well-intended, I do not believe that those who éupport
MUPS sufficiently appreciate the cost of making private pensions mandatory.
Nor do they comprehend the progress already made in extending private
pension plans to individuals since their relatively recent broadscale
introduction in the 1950s. The CED report makes a number of recommendations

which would make it simpler and more attractive for employers voluntarily
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to establish new pension plans. A system of mandated private pensions

is likely to resuot in an inflexible pension system which could be

inappropriate for many employers and many workers. It could also have

serious consequences for new and marginal businesses, causing many either

to go out of business or severely restrict wages and employment.

themes:

In conclusion, the CED report stresses the following major

Failure to strengthen our retirement system now will lead

to serious cénsequences for the elderly and for the econamy
generally.

While it is absolutely necessary to address the serious
problems facing Social Security, broad improvements can be
made concurrently in coverage funding and benefits of employer
pensions.

This comprehensive approach should include three tiers

which, in addition to Social Security changes now underway,
include a balanced retirement system in which private pension
plans and personal saving play a more important role than in
the past. .

Such an approach should not require a specific retirement
goal for all Americans through a mandated system of employer
pension plans, but offer a flexible system that allows
individuals to make personal decisions leading to secure

retirement.
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e Any such system should include incentives, in addition to
those recently enacted, which will encourage individuals to
save to meet their own retirement income goals, and provide
a needed source of investment and capital so necessary for a
growing and strong economy.

The policies CED recommends, I believe, will provide a workable,

affordable and humane retirement system. At the same time we

believe our policies will help the economy to break away from the current
vi.cioixs cycle of low saving, low productivity and high inflation and

move into an era in which the long-term saving generated in our retirement
system can help to bririg about the capital formation that will enlarge
the country's productive potential. That in turn, is the only sound way
in which our nation can raise the standards of living of both its retirees
and its workers. We believe that if these policies are enacted we will
achieve the common goal of providing a decent retirement income and a

prosperous, sound economy for all Americans.
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Senator JepsEN. Congressman Richmond.

Representative Ricamonp. Thank you, Mr. Chairman.

Mr. Austin, how is your insurance company operating nowadays
with the high interest rates and people borrowing back their pre-
miuns at low interest rates? I suspect that does cut down your ability
to help capitalize the Nation’s insurance.

Mr. AustiN. Yes, it certainly does. OQur net cash flow available
for investment—I don’t have the figures here—is probably 25 percent
of what it was 5 years ago.

Representative RicuMonp. So many people are borrowing on their
policies? .

Mr. Avustin. It’s a combination. We are talking about cash flow
from insurance operations primarily here. Yes, it’s a combination
of borrowing, a combination of surrenders, purchase of more term
insurance relatively. I think—and again. I'm just quoting from mem-
ory, but I’d say about 25 percent of what we consider a normal level.

Representative Ricumonp. It really cuts down your ability to
help. As Mr. Greenough said, nobody can build a factory and buy
major equipment on 30-day money. They have to come to you.

Mr. Austin. That is correct, and the tragedy of inflation is it
promotes short-term thinking instead of long-term thinking, and
we need long-term thinking.

Representative Ricamonp. What is your borrowing rate?

Mr. AusTiN. It’s up markedly from what it used to be. I really
don’t like to think about the potential there that could be bor-
rowed because it is demand money, as you can appreciate.

Representative Ricumonn. What interest rate are you charging?

Mr. Austin. The contractual rate was 5 and went to 6 in 1972
or some such time and is 8 now in new issues, but most of the money
is at 5 or 6 percent.

Representative Ricamonp. It makes it very difficult for the
insurance companies of the United States to operate right now.

Mr. Austin. It's not comforting. Yes, it’s a difficult situation
and, of course, the idea is being promoted by many people to borrow
your cash values and go do something else with it.

Representative Ricumonn. The all-savers certificates won’t help
you people, will they?

Mr. AusTin. I'm sure, frankly, some of the interest in policy loans
that we have seen in the last 6 weeks—and there has been a signif-
icant increase in the last 6 weeks or so—is the all-savers promotion.
I trust that’s a temporary sort of thing.

Representative Ricamonp. But it effectively drains the money
out of the insurance companies who have historically been the basic
source of capital for major projects?

Mr. AusTIN. Yes. I’m not an economist, I assure you, and 1 don’t
want to act like I thought I was one, but one of our real problems
at this point is that we aren’t creating more savings. We're just
churning what we already have. And that, of course, does nothing
for the economy.

Representative Ricumonp. I suppose your premium volume goes
on. People are still buying life insurance policies?

Mr. AvusTin. Our new business is good. As we say on the street,
business is good. There’s some difference in the mix. We are selling
more term insurance.
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. Representative Ricamoxp. Mr. Greenough, I listened with great
Interest to your testimony. You obviously know social security
better than most people. You want to increase the retirement age to
68 over a period of 18 years at a rate of 2 months a year. That sounds
reasonable. You agree we ought to have a new index, and I assume
your new index would be one that was more adaptable to retirees.

Mr. GreevouGH. Yes, one which would reflect their costs.

Representative Ricumoxnp. Including rent and excluding new
housing and that sort of thing?

Mr. GREENOUGH. Yes. ,

Representative Ricumonp. I didn’t quite understand about your
phasing in the lower costs for younger people in order to equalize
their tax rate, your third item. o

Mr. GreeENouGH. The third item? There were several items in
the report. :

Representative Ricumonp. Give me an example.

Mr. Greevoven. For instance, take a young professional couple,
man and woman, working.

Representative Ricumonp. You said they used to pay $30?

Mr. GreenouveH. They’ve got two kids now. Say they are at the
maximum right now. Each of them is paying just under $2,000 in
social security tax. Their employer is paying $2,000 in social security
tax. They are both working at the maximum social security level.
They earn in the 50-percent tax bracket so they are paying another
$1,000 on their $2,000, or $5,000 first and $10,000 total to social
securlty as taxes, and all of that goes away from them. They can’t
spend 1t currently, but they are taxed on their part of it currently.
As you go down the income brackets, the tax is less.

Representative Ricamonp. How would you handle that?

Mr. GreenoueH. I would defer the tax on the employee contribu-
tions to social security precisely as the tax is deferred on the employer
contributions to social security. In fact, the employer part is never
taxed. I would defer the tax on employee contributions to private
pensions.

Mr. Austin alluded to that when he said that the new Revenue
Act says if you voluntarily make a contribution to your existing
pension plan you can defer the tax on it. But if your college or your
business or whatever mandates that you make a contribution to the
pension plan in order to get adequate benefits, then you’re taxed
currently on that. I would defer all those taxes to retirement.

Having done that, you include the benefits in taxable income.
For all poorer people and middle income there would be no tax.

Representative RicimonD, Have you got any idea of the numbers
of all those, how much would it cost to put that into the system?

Mr. GREENOUGH. We can try to give you some figures on that or
them from the Treasury.

Representative RicaMonDp. What you say looks as though you
would have an income loss to the social security system now-.

Mr. GreeNouGH. That is correct.

Representative Ricumoxn. I want to know how many dollars.
As we all know, for the next 10 years we can’t afford too many losses
to the social security system. You would phase this in also?

Mr. GREENOUGH. Yes. If you would do it suddenly it would be
$25 billion. :
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Representative RicaMonD. Over what period of time would you
phase it in?

Mr. GREENOUGH. Various suggestions have been made—5 years,
10 years, 15 years. I see no reason to go very far.

Representative Ricumonp. You say phasing out now would be
$25 billion?

Mr. GrEENOUGH. $25 billion is the cost revenue loss.

Representative Ricamonp. What do you think of Mr. Feldstein’s
idea of a 2 percent index for all Federal pension plans?

Mr. GReeENoUGH. That's a pretty good one too. Running ahead of
the cost of living, a 20-percent increase has to be returned from some
cutback or else we have to have an increase in taxes.

Representative Ricumonp. It’s also inflationary.

Mr. GREENOUGH. It’s inflationary. Another method is a percentage
of the cost-of-living increase; 60 percent would bring us into balance
over the next 7 or 8 years if that were the only cost change made.
You would index only at 60 percent of increase for the next 5 years.
That’s one item.

Representative Ricamonp. Thank you.

Mr. GreenouGH. Could I mention one thing on the tax? At the
present time, that young professional couple

Representative Ricumonp. Your children seem to be doing very
well. They’re both in the 50 percent bracket.

Mr. GreeNouGH. You know, I don’t know whether they are or not.

Representative RicuMonp. That’s what you said.

Mr. GreenoueH. Well, I then said somebody at the maximum
social security wage tax, and I think they both are above that and
I'm going to hit them for some money one of these days. The young
couple with two children start getting into taxable income at $7,400.
The older couple doesn’t get any taxable income now since social
security benefits are not taxed until $19,180. The younger couple
get taxed at $7,400; the older couple at $19,000. It happened acci-
dentally back in the 1940’s. While it is very hard on the emotions
involved because it’s so hard to explain, the message will start coming
ACTOSS NOW.

Representative Ricamonp. Thank you, Mr. Chairman.

Senator JEPSEN. Very briefly, could you expand on your opposition
to the earnings limitation? You both have claimed it would raise
payroll deductions and productivity, if I recall correctly, and you
are both opposed to lifting the earnings limitation on social security.

Mr. GrEENOUGH. I served on the President’s Commission on
Pensions. I served, and I dissented on HUPS. But both the Presi-
dent’s Commission and CED. urged that when the tax treatment
for employee contributions in pension plans and the tax treatment
of benefits and increase the retirement age, then a fair amount
of the argument for the earnings test is gone. And at that point it’s
probably wise to get rid of it. It is controversial. Up until that time,
absolutely no, because social security was not originally designed
nor is it designed now to transfer money funds from young workers
to older workers. That wasn’t its design. Its design was to have

ersons go along until age 65 with a fair amount of their income
geing taken out for social security taxes and suddenly at 65 get a
huge increase, untaxed, in their earnings. So until those other changes
are made, we would strongly recommend keeping the earnings test.
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65§enator JEPsEN. Would you abolish the double-duty exemption at

Mr. GreenouaH. We did not consider it. I feel it is discriminatory.

Mr. AusTin. We are opposed to elimination of the earnings test on
many of the same grounds that Mr. Greenough indicated. After
all, there is a minimum of earnings permitted. We feel, in addition
to everything else, it would be an undue burden on an already over-
extended system because then you would certainly be paying benefits
to people who don’t need them, a subject that’s been discussed in
this hearing on a number of occasions. We are opposed to that,
although we realize the base should increase along with increases
in inflation.

Senator JErsEN. How do you 1espond to the fact that what you
have said is not complete? To complete it you have to add that they
will be paying social security taxes in full on whatever incremental
earnings they have and yet won’t be receiving any incremental
benefits. Wouldn’t that be kind of a boon to the social security
system?

Mr. AusTin. Again, we have to look at the issue that’s been dis-
cussed here of what we are trying to do. This is not an insurance
system, as we all know. I think it’s most unfortunate that that name
was tagged on it in 1935 or 1936, although it may have been at that
time. It’s a transfer system. People—well, I think this has been
mentioned this morning. Someone who retired at the beginning
of this year would get back all the money in 17 months or some such
amount. If you improve that with interest, it would be a little longer.
But still, for people retiring today, the amount paid in versus potential
benefits is peanuts. I haven’t done a study on the basis of compound
interest, but it’s very, very small. So it’s still not an insurance system.
If in fact it were, it would be a different thing entirely.

Senator JeEpsEn. Do you believe the social security system, as
you just described it, can be made actuarially sound?

Mr. AustiN. Not by the terms which we insurance companies
think of as actuarial. I don’t know what the difference is. In one
hearing I attended, a figure of $6 trillion was thrown out as the deficit.
That sounded like a good round figure, but it’s enormous.

Senator JEpsEN. Do you believe the social security system would
work better if it were set up like the insurance companies in regard
to use of funds and organization?

Mr. AusTin. The trouble is that the number of double-duty numbers
is 13 weeks’ social security payments. It’s a tiny amount of money
in the trust funds, so you can’t get much leverage from them. The
$6 trillion figure he mentioned is the unfunded liability. We shouldn’t
try to fund it. It’s a social plan. But the earnings on the trust funds
can never be very much of a support for social security, in my opinion.

Mr. GreeNoucH. No. As a matter of fact, I had some concern
about them getting too large. As we all know, in 1970 when we were
8 year maybe or a year and a half in the trust funds, that’s the sort
of incentive it takes to do something rather spectacular to benefits,
which we are now paying for. I would be very nervous.

Senator JEPSEN. You mean the surplus encourages the Govern-
ment to find new benefits and spend the money on them.

Mr. GrEeENouGH. Well, it’s encouraging.

Senator JEpsEN. That is a good point. Both of you appear to agree
with Secretary Schweiker that private sector initiative in retirement
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planning must be expanded. Would either of you like to express that
point in more detail?

Mr. GreeNoOUGH. Yes, for several reasons. One is to take some of
the pressure off social security without reducing benefits. If we leave
things just as they are, and two younger people are supporting one
person 1n retirement, that might be actuarially an unsound position for
social security. There’s just not enough funds in the economy to take
care of it.

On the other hand, if a fair amount of the burden of taking care of
income for the elderly is provided by funded pensions, individual
savings, that will help materally.

I happen to be chairman of a mortgage committee of TIAA,
unsalaried but still chairman of it. Tomorrow we are going to invest in
White Plains, Stanford, Stephensville—these are investments that
are productive and that are providing for college professors in their
old age income—Quincy Market in Boston, downtown Minneapolis—
those are direct investments that every 7 of 8 years double the money
the professors in college put in that and quag;'u le it* by the time of
retirement. That’s a fair amount of money in t%e funds to provide
income, provide the capital during the interim time, and lift some of
the burden off social security. That would be my explanation.

Senator JEPSEN. Some of those principles which you just describe—
is there any room for them in the social security system at all? That is
what I was referring to with the double duty dollars. Insurance
companies take the premiums and invest them in the economy. The
dollars provide good things like downtown Minneapolis and Stanford
and so on. Everybody benefits. What do we do with the social security
l(1cﬁlars? Haven’t they been invested in or put back into some Treasury

ills?

Mr. GrEENOUGH. Yes. One, they all go into Government obliga-
tions of one sort or another. Two, if we were to try to fund the social
security system even partially with $6 trillion out there, after funding
less than one-sixth of that, you would have federalized all the stock
on the New York Stock Exchange and the American Stock Exchange.
That is, the Federal Government would own General Electric,
General Motors, and General Telephone. It's an interesting way to
get into socialism and I don’t think it would help anything and we
could put ourselves in a recession by oversaving. You can oversave if
you put the Federal system of underpaying on a fully funded basis.
So that would be very bad for the economy. ]

Mr. AustiN. Of course, the problem is worrying about getting
enough revenue now to pay today’s bills or next month’s bills and
the possibility or feasibility of a few mills is different and in the short
run seems almost impractical. In other words, we’re not really
willing to increase the tax and we're not willing to lower the benefits
and we're already out of balance. So the chance of accumulating
significant funds is very small.

Senator JEPSEN. In closing, I would ask, as I have the other members
today, a question. Do you believe that the social security system,
as it stands as of now, is losing money? Is it in economic trouble?

* Mr. GrEexouGH. The statistics would seem to demonstrate that.
Last year, by $3 billion or some such amount, we sp2nt more money
than we took in, and it seems inevitable unless something is done
that the trust fund will run out of money within the next year or two’
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Some borrowing would probably go to 1984 or 1985, in which case not
only the OASI fund but all the funds would then be out of money.

Yes, we have a serious short-range and long-range problems.

Senator JEpsEN. Mr. Austin.

Mr. AusTiN. Short-range—when a company runs out of cash, it
either goes broke or has to get some cash from somewhere. The same
with social security. But the important question is the long-run
question and the changing demographics and the burden of th» groups
in our population before us then retiring. Unless we do something
about the escalation and the retirement age—we have been increasing
benefits for 40 years unconscionably just by the increase in indexing.
If we keep doing that for the next 40 years, then financially we pre-
sumably will reach a place where we simply cannot transfer that much
money to the older from the younger and neither group would want it.

Senator JEPSEN. You have expanded and I believe I heard you
say that it not only is in trouble today but the more crucial issue is
that it will be in deep trouble in the long run if something is not done.

Mr. GreeNouGH. One way or another.

Senator JEPSEN. Let me be sure of this for the record. We have
many folks who have constructively and honestly suggested that we
need to strengthen social security because we have a problem that
involves a number of things, and then there are those who say that is
not so, that we do not have any problems. There is something eco-
nomically wrong with social security and do I understand both of you
to say that we do have a problem?

Mr. GREENOUGH. Yes.

Mr. AusTIN. Yes.

Senator JEPSEN. As Secretary Schweiker said today, we have been
losing money since 1974 and I would point out that the national polls
indicate, as I have always known, that you cannot fool the American
people about this for very long. They are, on an overwhelming basis,
very concerned about this and believe that social security isin financial
trouble. That is one of the reasons for the lack of faith and confidence
which is shown by young people today. In fact, not just young people,
but people coming up to retirement age are apprehensive.

I would ask if either of you have any closing comments that you
would like to add or make for the record?

Mr. GreenNouch. If I could have thought of them, I would have
made your closing comments. You did them so well.

Mr. AusTiN. Yes, sir. I'd just repeat what we’ve said. We have a
short-range problem which we will no doubt muddle through in some
fashion, but the long-range one has to be faced. And I would agree
with someone who said here, I think it’s really a moral issue to lay
this thing on the next generation without making some provision of
taking care of it. I just don’t think it’s conscionable.

Senator JEpseN. I thank you. I know that you both have taken
your valuable time to be here and I know Ken Austin has traveled a
sizable distance because I travel it often. I appreciate you coming
and thank you very much and have a safe journey.

The subcommittee is adjourned.

[Whereupon, at 12:30 p.m., the subcommittee adjourned, subject
to the call of the Chair.]

[T}(lie] following information was subsequently supplied for the
record:

88-829 0 - 82 -~ 15
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Summary of Principal Points In

Statement of the National Association of Life Underwriters

The financial dilemma of Social Security can in a large part be
attributed to prior overexpansion. To insure that the system's
original purpoées continue to be served certain programs must
be pared down or eliminated.

SHORT RANGE PROPOSALS

The abolition of the minimum benefit and payments to students
over 18 who continue their education is necessary. The real
purpose of these programs can be better accommodated elsewhere.

The Consumer Price Index is seriously distorted when applied to

Social Security beneficiaries. Benefits should rise with a re-

. vised Consumer Price Index or with the increase in average

wages, whichever is lower.

Medicare should not be funded in whole or in part by general
revenue. such a fundamental need must not be subjected to budg-
etafy football.

_Inﬁerfund borrowing would add to the problem, not provide a

solution. A permanent restructuring of the tax rate would build
public confidence.

LONG RANGE PROPOSALS

Social Security must be extended to cover federal, state and

local government workers. In addition to treating everyone equal-

ly it will alleviate public resentment of the windfall benefits
phenorenon.

The full retirement age should be increased to 68.

An across the board lowering of replacement ratios should be
instituted.

If, after making all the changes recommended above revenues are
still inadequate to carry the system, the tax rate should be in-
creased. The wage base should not be increased. It was never

‘intended as the revenue raising mechanism of the system.
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INTRODUCTION: Mr. Chairmaﬁ and members of the
Committee, my name is Don A. Eichelberger, CLU. I am a
practicing life insurance agent from Waterloo, Iowa. Seated
next to me is Robert A. Pierce, CLU, a life insurance agent
ffom Tigard, Oregon. We are appearing here today as repre-
sentatives of the National Association of Life Underwriters
(NALU) . NALU appreciates the opportunity to present its
views on ways to preserve and strengthen the Old-Age, Survivors
and Disability (OASI) Systenm.

The National Association of Life Underwriters is a

_fede:ation’of approximately 1000 state and iocal associations
which in turn have a combined individual membership of over
140,000 life and health insurance agents, general agents, and
méhagefs doing business in virtually every community in the
United States. The individval members of the federation are
éalled‘life underwriters. From the creation of the Social
Security Program to the present time, life insurance agents
héve provided a primary éource of information to individuals
and families on what Social Security means to their financial
security.

. In their professional work, life underwriters counsel
individuals and businesses on the means of providing financial
secﬁrity for themselves and employees through private life and
health insurance. While it is probably safe to say that the

Social Security Administration talks to more Social Security
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beneficiarics than anyone else, it m;y also be accurate to
say that life underwriters talk-to more Social Security tax-
payers that anyone else. Taxpayer views and apprehensions
over‘the status of Social Security are reflected in NALU'E
comments, today.

The kinds and amounts of insurance to be sold fre-
gquently arc determined in part by the benefits provided by
Social Security. Thus, Sécial Security plays a significant
role in the financial security of most individuals. And it
is high on their list of concerns.

Because of their daily encounter with Social Security
life underwriters have developed expertise in the area. Lately,
'apprehension has crept-into the minds of life un@erwriters who
may view a Social Security system allowed to grow too large as
a source of unwarranted competition. Then, too, life under-
writeré'are well aware of Social Security's growing financial
problems and burdens. Overall, however, life underwriters h;ve
been supportive of Social Security over the years and continue
.in that posture today.

THE NATURE OF THE CURRENT DILEMMA: As originally con-

ceived and designed, the Social Security program is socially

and economically desirable; but it is essential that the program
be sounaly maintained. Overexpansion of the program must be
avoided, since such overexpansion would substantially increase-
the tremendous financial burden already facing present and future
Social Security taxpayers, and poses a threcat to the safety and

continued existence of the program itself. Unfortunately,
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today's leaders are presented with painful choices because
their predecessors ignored this principle.

The Administration projects, under péssimis;ic
economic assumptions, that the deficit of the Social Secu-
rit& program will be $111 billion by 1986, and bankruptcy in
1982 if nothing is done to shore-up the program. The time
for congressional action to bring the system back to finan-
cial stability is now.

The nature of the short-term financial problems
besetting Social Security and the prospects for even more
severe probléms in the future have been ably explored and
documented by the various experts who have already appeared
before this distinguished Committee. It is not our purpose
to go over this ground again and we will not attempt to do
so ﬁere. In the balance of this statement, NALU will pre-
sent its ideas on how these short and long-term problems
might be solved.

SHORT-RANGE PROPOSALS

STUDENT AND MINIMUM BENEFITS: NALU views with

great interest President Reagan's proposals to abolish the
minimum benefit and payments to students over 18 who decide
to continue their education. We believe that priority lines
must be drawn. The basic needs addressed by Social Security
at its inception were food, shelter and medical care which
must continue to be served. The abolition of the minimum
benefit and student payments would seem to be in line with

Social Security's original intention.
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The nceds of persons who receive payments under
these progyrams would be better accommodated by-othcr’qppro-
priate federal assistance programs. For cxample, thosé
truly dependent on the minimum benefit would probably qualify
for Supplemental Security Income and students could draw upon

federal and state grant and loan programs.

CONSUMER PRICE INDEXING: Distortions in Social Secu-

rity's automatic cost of living adjustment mechanism must

be cured. Government and private sector economists now agrce
that the Consumcr Price Index is scriously distorted when ap-
plied to Social Sccurity beneficiaries, particularly those

on retirement. Runaway inflation in new housing, mortgage
rates and energy do not impact as heavily on Social Security
recipients as they do on the general working population.

. Experts have already testified before this Committee
that the 100% cost of living adjustment overstates the actual
rate of inflation and overstates the truc cost of housing to
individuals.

Changes in the CPI factor need to be coupled with
another change in the automatic cost of living mechanism in
order to prevent future economic conditions from running away
with future costs. Presently, there is no tie between the
cost of living mechanism and the underlying financing structﬁre
based on wages and income from self-employment. But as econo-

- mic forecasters have pointed out, the current cash flow problem#
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of the OASI trust fund are being precipitated by two factors
in tandem. 1Inflation is higher than expected,so'benefiﬁs

ﬁre automatically adjusted higher than expected. At the ‘same
t1me lower than expected employment and increases in wages
have slowed contributions to Social Security. These two fac-
tors work together to cause the problem. Therefore, they
should work together to solve it.

" BENEFITS SHOULD RISE WITH THE CONSUMER PRICE INDEX,

OR WAGE BASE; WHICHEVER 1S LOWER: In the future, the sys(em
should be geared so that Senefits can only be paid to the ex-
tent that increases in ﬁages occur, presuming the Congress

" wishes to maintain the Social Security program on essentially

.a pay as you go system. No insurance system, public or private,
can maintain its integrity without the ability to control in-
come and outgo of the system. Steps must be taken now to tie
the benefit structure to its underlying financing structure

so that the two may go forward together.

GENERAL REVENUE FINANCING FOR MEDICARE: NALU opposes

strongly the financing of the Social Security system through
direct contributions from general revenues.

NALU is opposed to general revenue financing, even
on the somewhat lxmlted basis to fund hospital insurance. We
belxeve that the program will be irreparably harmed by generaL
revenue financing. In the short run general revenue contribu-
tions may provide relief from anxiety about the financial

stability of Social Security, but we believe that such relief
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will be short lived.

The Social Security tax remains the best means to
keep the Health Insurance Fund intact. If Medicare were-to have
to fight with MX -missiles, for example, it might lose out.
Such a spectacle would, in our view, be unconscionable.

Our experience has been that the tax paying public
sees a direct correlation between general revenue financing
and the creation of a needs test for the receipt of benefits.
Tax paying Americans view their tax contributions as premiums
which purchase future benefits. Though technically not cor-
rect, the public believes Social Security benefits are a;
.earned right. General revenue financing is likely to be the
;ast straw as far as public confidence is concerned. Without
widespréad worker support, we believe the system would be im-
periled.

INTERFUND BORROWING/RATE REALLOCATION: As pointed

out by the Administration, Congressional Budget Office, and
other concerned groups, the OASI Trust Fund will experience
'severe cash flow inadequacies in the very near future and must
stop paying benefits unless action is taken. Obviously, the
specter of a depleted OASI Trust Fund is viewed with great
alarm by individuals currently on, or soon to be on. the re-
tirement rolls. Bad news travels quickly when someone's ’
financial security is at . stake. It should come as no suprise

that the retired population is seriously concerned about its

benefits.
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The tax paying public, however, is just as con-
cerned. Ever more frequently, life underwfitcrs'hear this
‘'general concern expressed by relatively young workers who
ask whether there will be any Social Security benefits at all
for them when they retire. Public confidence in the system,
in our opinion, is eroding quickly and once lost will be dif-
ficult to recapture.

Interfund borrowing would, in our view, only ex-
acerbate these concerns. Interfund borrowing is widely per-
ceived as a first step toward general revenue financing. Last
year Congress legislated a reallocation of the tax rate: ff
furthef steps need be taken to redistribute the funds flowing
into the Sociai Security System, a permanent restructuring
'of the.tax rate should be undertaken again.

- The discipline necessary to implement a rate restruc-
turing can provide-the basis for real improvement in public'
attitude towards Social Security. News of the oversight fumc-
tion will reaffirm the notion that a responsible Congress is

‘making judgments that will guarantee the coﬁtinuatibn of the
Social Secﬁrity System into the twenty-first century. While
a restructuring of the tax rate is less flexible than a
simple .interfund borrowing proposal, there is a certain com-

fort in a permaneni solution.

LONG RANGE PROPOSALS

UNIVERSAﬂ SOCIAL SECURITY COVERAGE: It is a basic
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NALU policy that Social Security be extended to cover the en-
tire working population. Therefore, we endorse in general
the concept of universal Social Security coverage.

We support universal Social Security with some re-
servations, however. First, individuals who have already
retired without having been covered by Social Security should
not have benefits reduced. Second, once extended to all
workers, newly covered workers should not have their combined
benefits lowered. Third, employee contributions under the
new system should be no higher in the aggregate than the wor-
ker is now paying, at least for a transitory period. Dépending

_on what benefits are wanted in the future, however, contribu-
tion rates may have to go up or down.

REASONS FOR SUPPORTING UNIVERSAL COVERAGE: On

balahcg, NALU believes that universal Social Security coverage
would have salutory benefits. These may be summarized as
follows:

1.' PSYCHOLOGICAL: The lack of coverage of a large
‘group of individuals, principally federal, state and local
government workers, is creating a significant morale problem.
There is a growing reseﬁtment among the general population
about sizable increases in the Social Security tax rates and
“wage base. This resentment is heightened because pecple in’
the private sector knoQ that there are many individuals, chiefly
government workers, who do not share in the experience. Uni-

versal coverage would lessen this resentment and foster an

attitude of unity.
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Coverége of federal government workers in particu-
lar may bring a new perspective to Social Security by the
people who run it. It is inconceivable to NALU that the
individuals who make the decisions on Social Security}
namely Members‘of Congress and employees of the federal
governmént, are not themselves covered by the system.
Instead, they are covered by what is generally regarded as a
rather plush retirement system. Many people do not believe
it is possible for Members of Congress and civil servants to
make the best decisions possible about Social Security when
they themselves have no stake in it. We agree.

2. ELIMINATE WINDFALL BENEFITS. One of the most

diéturbing aspects of Social Security today is the ability
of some workers to take advantage of the minimum benefit
provision. The minimum benefit provision was adopted by the
Congress to help individuals who work at low wages for a
loﬁg period of time. As adopted, this provision has a
worthwhile goal, but many workers who are not low paid have
become its beneficiary.

This occurs when a worker not covered by Social
Security either moonlights or retires from government serv-
ice at a relatively young age, goes to work in covered work,
‘and becomes eligible for the minimum Social Security bene-
fit; a benefit much higher than that which would be pur-,
chased on an actuarial basis by his contribution.

There seems to be a widespread belief that govern-

ment workers in particular have placed themselves in a superior
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position vis-A-vis the private sector. Government workers
are widely perceived as enjoying pension programs that are
superior to those that are available to the private sector,
and have manipulated the Social Security system so as to

take advantage of the minimum benefit law. Lifelong cover-
age under Social Security would put an end to all windfall
benefits problems, and should be adopted for that reason.

3. FLOOR OF PROTECTION. For our mobile work

forces, universal coverage would guarantee that a basic
floor of'protection would be placed under the entire work
force. Individuals moving in and out of covered work may
lose ser or all Social Security benefits by doing so.
These benefits may not be made up elsewhere,

All workers should be guaranteed a basic minimum
"floor of protection even if they move from job to job. This
security is available to most private sector workers now and
should be made available to the entire work force. A

4. EQUALIZE SOCIAL INSURANCE ASPECT OF SOCIAL SECURITY.

The weighted benefit formula built into Social Security
benefité provides that a worker with a lower average income
receives a higher proportion of that income in benefits than
does a higher paid person. Higher paid persons pay for the
weighted benefits through lower replacement ratios. This
welfare aspect of Social Security is not shared by workers
‘not covered by Social Security.

RETIREMENT AGE: Several alternatives to the current
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full reti;ement age and the early retirement age have been
recommended by individuals and groups. The most often men-
tioned is age 68 for full retirement and age 65 for early
retirement. NALU believes that there is no inherently.cor-
rect age, but ages 68 and 65 respectively for the following
reasons seem about right.

Life expectancy is increasing. While this is good
news personally, it is bad news financially. Benefits must
be p§id longer, thereby increasing the burden on the system.

Today our older citizens are more vigorous and are
leading more productive lives and a significant number could
work longer if required. NALU believes that this need
should be addressed now. While‘we would prefer to imme-
diately implement age changes,.prudence dictates it be
phased in over a relatively long period of time starting in
the.future.

REPLACEMENT RATIOS: Even after increasing the age

of retirement, one more painful step is likely to be neces-
gsary. NALU believes that an across-the-board lowering of
replacement ratios should also be instituted. Difficult as
this may be, it is necessary in order to return the system
to its proper position as the basic floor protection. The
brivate sector can then build on a more solid, though admit-
tediy smaller Social Security base.

TAX RATE VS. WAGE BASE: If after implementation

of the changes we have outlined there remains a deficit, it

should be financed with a tax rate increase, not a wage base
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increase. Our objection to financing benefits via the wage’
base rests on the precept that the tax base was never in-
tended to be the revenue raising mechanism for the system;
neither is it a very efficient means of doing so. Ra£her,
the wage base was intended to delimit the extent of benefits
to those workers within the system. And, over the years,
the equalization of the wage base between employers and
employees was intended to underscore the principle that
employers and employees are both responsible to the same
extent for the financing of the system.

'An'increase in the wage base would have a deleteri-
ous effect on the private sector. The higher the wag; base
goeé, the higher the benefits and taxes go, and the less net
income remains for.private investment or savings as em-~
plojers and employees see fit. The insurance industry,
secyrities, banking and thrift markets would all be adversely
affected, as eaéh represents a traditional place where i’
workers can save for their own financial security. Increas-
ing the wage base means increasing the number of people who
will leave more of their income with the government and have
less of it for their own use. This loss of discretion on
the part of workers has an immediate impact on such private
sector investments as insurance, but we believe that it has
a long-term effect on the ability of people to make judg~
ments about their lives.

SUMMARY: Mr. Chairman and Members of the Joint

Economic Committee, NALU shares your deep concern over the
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future of the Social Security System. These hearings are
a tribute to your commitment that its noble pufpose con=-
tinue to be served. We urge that you:

1) Eliminate the minimum benefit;

2) Phase out adult student payments:

3) Restructure OASI/HI tax rates to reflect
reality;

4) Deflate the Consumer Price Index to the extent
that current market conditions do not impact
on benefit recipients;

5) Tie benefit increases to wages;

6) Avoid interfund borrowing and general revenue
financing.

For the long term, a basic restructuring of the
whole system is needed. Work should begin today on scaling
back replacement ratios which would permit a lowering, or
perhaps just no further increase, in the wage base and tax
rate. 6ther steps such as an increase in retirement age to
68 should be adopted as may be necessary to guarantee the
long-term financial soundness of the program. And Social
.Security should be extended to federal, state and local

government workers.

O



