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STRAIGHT SHOOTING ON SOCIAL SECURITY:
THE TRADE-OFFS OF REFORM

MONDAY, DECEMBER 10, 2001

U.S. SENATE,
SPECIAL COMMITTEE ON AGING,
Washington, DC.

The committee met, pursuant to notice, at 2:04 p.m., in room
385, Russell Senate Office Building, Hon. John Breaux (chairman
of the committee) presiding.

Present: Senator Breaux.

OPENING STATEMENT OF SENATOR JOHN BREAUX,
CHAIRMAN

The CHAIRMAN. Good afternoon to everyone. Thanks for being
with us. Thanks to our panel members for being with us, as well.

We appreciate this opportunity to discuss a very important sub-
ject matter. The hearing today is for the purpose of giving our col-
leagues and the American public a concept of a framework in which
Wtf!‘ will be considering the very important subject of Social Security
reform.

First off, with the Presidential Social Security Commission’s final
meeting which will be held tomorrow, our hearing will weigh a
number of proposals that are contained within the commission’s
recommendation, recommendations that we have already looked at
in the press and had comments editorially even before the commis-
sion’s final meeting.

Second, I would like to use this hearing to draw attention to the
need to get the Social Security debate back on track. I have been
disturbed by the discussion over the past year and have grown in-
creasingly concerned that we have taken a giant step backwards in
the actual debate.

Furthermore, I am also worried that we have confused the Amer-
ican people by muddling the real Social Security debate beyond rec-
ognition. We need a realistic and a nonpartisan reminder of the
very serious problems that are facing Social Security and a sub-
stantive examination of the costs and the tradeoffs that are associ-
ated with real reform.

Last, I think it is important to highlight how we as a nation will
handle our domestic priorities following the tragedies of September
11. I think we all wonder what can we possibly do now? With
major domestic issues like Social Security and Medicare, we may
be tempted to merely say we cannot handle this now or that not
enough money exists to confront such big issues. I think we may

0))]



2

hear from our experts that pushing these big issues aside and ig-
noring them is simply not an option.

I have asked three congressional arms who provide us with objec-
tive analysis to come in this afternoon to remind us what led us
to our current Social Security predicament, and the problems that
are facing us.

My first hearing as ranking member of this committee back in
March 1997 dealt with preparing our nation’s entitlement pro-
grams for the aging of 77 million baby boomers. We heard about
Social Security in the context of the even bigger issue of overall en-
titlement reform and this included looking at Medicare and Medic-
aid and other mandatory spending programs that serve this coun-
try. That hearing was one of many long and eye-opening presen-
tations that we have heard over the years, warning that the demo-
graphic changes in this country will soon cause an extraordinary .
collision of financial pressures.

Social Security and Medicare are facing long-term insolvency.
Medicaid is filling in for the lack of a long-term care system in this
country and will put enormous pressure on both State and Federal
budgets. We heard time and time again that unless we acted, enti-
tlement spending would inevitably bear down on the Federal budg-
et and crowd out dollars for other discretionary investments, in-
cluding education and critical funding of our national security. We
were also warned of spiraling deficits if we did not take action to
control this unsustainable entitlement spending.

Well, just as policymakers seem to be ready to tackle some of
these issues, the budget surpluses began to disappear, presumably
making reforms more difficult. So over the past 4 or 5 years we
have had an active debate on Social Security and Medicare and
both issues have been prominently featured on Presidential and
congressional agendas. Yet I firmly believe that in these rhetorical
battles we seem to have lost sight of the big picture. The debate
was more informed and realistic during our first Aging hearing
back in 1997. Recent debates over lockboxes and surpluses and
general revenue transfers have blurred the real issues.

So here we are again today simply unable to agree on how to
shore up Social Security. While our surpluses are now drying up
and disappearing, national security has simultaneously become our
top priority. So do we just throw up our hands and say that noth-
ing can be done?

We cannot do that. Everything seems to have changed about the
Social Security debate except the problem; it is still there. Entitle-
ment reform has now become more important than ever before. We
must realize the seriousness of why we continue to debate Social
Security and Medicare. After September 11 we now know that we
will always need to be prepared for emergencies that strain our na-
tion’s financial resources. We simply cannot let Social Security and
other entitlement programs go unaddressed.

It is my understanding that the White House wants to use the
commission’s report to begin a Social Security dialog in this coun-
try over the next year. I hope that both parties will be honest with
the American people. We all need to be honest that we have prom-
ised more in benefits than we can afford to pay under the current
system.
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I also hope that the public takes the time to learn about Social
Security. Everyone should know the critical role that Social Secu-
rity plays in this country—that it helps keep retirees out of poverty
and provides both survivor and disability benefits. I would also
hope that Americans loock at their pay stubs, look at what their
projected benefits will be and ask themselves if they are willing to
take less or are they willing to pay more.

Today’s hearing will hopefully give the American public a chance
to hear an objective and honest assessment of the tough choices
facing Social Security. The testimony we will hear allows us to take
a step back from the political battles and remember that Social Se-
curity is heading for insolvency. The longer we want to address the
issue the more difficult it becomes.

With that, I am pleased to welcome our first presenter this after-
noon, Mr. Dan Crippen, who is Director of the Congressional Budg-
et Office here in Washington. Dan, thanks for being with us once
again. Thanks for the excellent publication that I had an oppor-
tunity to review over the weekend. I think it really is a very worth-
while document that really helps everybody understand where we
are and where we are headed and offers options as to how we need
to approach solving this problem.

So with that, Dan, we welcome you to the committee.

STATEMENT OF DAN CRIPPEN, DIRECTOR, CONGRESSIONAL
BUDGET OFFICE, WASHINGTON, DC

Mr. CrIPPEN. Thank you, Mr. Chairman. As you suggested in
your opening remarks, it-may be only the folks in this room who
are thinking about Social Security these days but then, like grow-
ing older, it is better than the alternative. At least someone is still
on the job.

I am especially grateful for this opportunity, Mr. Chairman. As
you mentioned, we are taking this opportunity to release a piece
of work we have had under way for some time and indeed had
planned to release back in September but, like many other things,
got postponed. That is something we are calling a Social Security
primer, which we hope, as you say, will be helpful to you, the com-
mittee, press, other policymakers, as a reference document and as
a way to, we hope, set up some of the questions.

The CHAIRMAN. Was this developed, Mr. Crippen, in connection
with the commission?

Mr. CRIPPEN. No, it was not. We have been getting questions, of
course, for the last several years along the lines of the kinds of
things we put in here, so we decided it might be useful for everyone
to compile some answers to those questions in a basic way.

We think—I think, actually, the document is terse without being
too dense. In 12 or 13 pages we review with pretty good detail how
the program works, in another 10 or 12 pages what the demo-
graphics look like. So it does pretty quickly, I think, pull together
a number of things.

In my remarks today, Mr. Chairman, I want to just take a very
few minutes and do a couple of things: review the demographics,
as you suggested, and talk about how one might analyze Social Se-
curity and its reforms.
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There are at least three ways we believe that one could look at
the program and any reform proposals. The first, of course, is actu-
arial analysis, which is the most common and widely used so far,
that tells us what the trust fund looks like and what the expected
income and outflows are. Second would be from the statement of
the Federal budget, another approach you mentioned in your open-
ing remarks—what role does Social Security play, what portion of
the budget and how does that grow in the future? Third would be
from the point of economics and the program’s effect on the macro-
economy and, in turn, the economy’s effect on the program.

Because not surprisingly we at CBO are budget analysts and
economists and not actuaries, we would encourage you to at least
consider the second two approaches, but I will get back to those
momentarily.

The basic dilemma that we are facing, and I think that is a good
word that you used—it is not necessarily a problem but it is cer-
tainly a dilemma and something that needs to be addressed—is
driven by the demographics. We have a baby boom generation, our
generation, that is about to retire and between 2010 and 2020 will
almost double the number of people in Social Security and other re-
tirement programs. At the same time the workforce will barely
grow, something less than 10 percent, resulting in the current
three workers per retiree to drop to two.

What that means, of course, is that it is our children who will
be paying for our retirement, just as we are paying for our parents
now, except there will be fewer of them paying for each of us. So
while we may be somewhat uncertain of the economics of the fu-
ture, we are fairly certain of these demographics. Everyone who
will retire in this time period is certainly born today and most of
the people who will be working in this time period have been born.
We may change immigration policy and some other things that
would increase the workforce, which could be salutary as far as the
program is concerned, but we do know the basic demographics that
underlie this dilemma.

We also know what the program in its current form looks like
relative to the rest of the budget. The second slide I brought along
is just a basic point that Social Security is almost half of the cur-
rent noninterest budget, along with Medicare and Medicaid, the
other primary programs for retirees.

I would, Mr. Chairman, urge, of course, as you have, and you
know more about Medicare than almost anyone in this room, we
need to, of course, consider these programs while not necessarily
together in reform, we need to understand how they interrelate and
clearly the more one pays for health care delivery, perhaps the less
you can pay in Social Security and vice versa, but they are clearly
related programs and we need to consider them in context. That is
particularly true from the macroeconomic point of view.

This picture, however, worsens dramatically over the time period
2010 to 2030 where Social Security, Medicare and Medicaid will
make up at least two-thirds of the budget as we know it now. What
that means then in an economic sense and the third way one would
analyze these programs and the one I want to dwell on a bit today
is that these three programs will go from consuming about 7 per-
cent of GDP, our current economy, to 15 percent by these relatively
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conservative projections. They are conservative for a number of rea-
sons which I can get into but the point is quite simple. We will
more than double the take out of the economy for our retirees while
producing it with fewer workers.

Relative to our current budget we are spending around 18 or 19
percent, perhaps as much as 20 percent of GDP on Federal pro-
grams. If these three programs are taking 15 or 16 percent, it obvi-
ously suggests there are going to be some very dramatic changes
in our fiscal policy. That means we will have to raise taxes by 8,
9 percent of GDP, borrow the equivalent of 10 percent of GDP

. every year or cut other Federal spending.

The CHAIRMAN. Let me interrupt you. Is there a percentage that
would be an acceptable percentage? What is it running right now?
Eight percent, 7 percent?

Mr. CRIPPEN. Seven, about 7 for all three programs.

The CHAIRMAN. Seven percent now and you are pointing out that
by the year 2030 if we keep the same program we will be running
at about 15 percent?

Mr. CRrIPPEN. Correct.

The CHAIRMAN. Can we compare it to what other countries spend
on health and retirement programs? Is there a magical number
that is a good number and anything more than that is a bad num-
ber? What is the problem with 15 percent versus 7 percent?

Mr. CRIPPEN. Well, it is not necessarily a problem. As I said, you
pointed it out as a dilemma. We could choose to pursue this path
but it is important that we recognize in doing it that we are going
to have to make up the difference somewhere, the difference being
what we are currently spending on the rest of the Federal budget
and Social Security, relative to the economy. That means we need
an increase in taxes or borrowing or cut other spending, as I said,
as much as 10 percent of GDP. :

In today’s terms, since we have over a $10 trillion economy, what
that means is you would have to raise a trillion in taxes every year,
you would have to borrow a trillion dollars every year or cut other
spending by a trillion dollars or half of the current budget, or some
combination obviously of those.

So there is no magic number. We have been running a pretty
steady number on Social Security, a little over 4 percent of GDP,
for the last couple of decades. At the same time we have had a
workforce increase. So Social Security in and of itself has not been
growing relative to the economy that much. Medicare has been
more, as you know. But economists do not have any magic number.

All we can do is suggest this means a lot of what our kids are
producing in the future will be paying for our benefits, and that is
really the point I want to make here today, Mr. Chairman, is that
from the point of view of macroeconomics, it does not matter a
great deal what the trust fund looks like, what the actuarial analy-
sis shows you. What matters the most to economists and, in turn,
to budget analysts is what impact a program has relative to the
size of the economy. That is what this chart attempts to depict. Be-
cause no matter what we do, no matter what the balance is in the
trust fund, we are going to be taking from our children some of
their earnings and, in turn, buying with those earnings clothes,
cars, food in competition with them. So we will be commanding a
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high percent in these years of economic output that our kids are
making and it really does not matter what is in the trust fund.

Let me give you an example of one way that that might make
more sense, a more concrete example. Around the year 2016, as
you know, payroll taxes will no longer be enough to pay current
year benefits to retirees. Under the current law with the trust
fund, interest payments on the outstanding bonds in the trust fund
will be paid, which will be enough, that plus payroll taxes, to cover
the benefit payments but you have to think about what happens.
What we need to do at that point is generate cash. This is not a
paper transfer. Those checks that we send to beneficiaries are
going to be cashed and there will not be enough payroll taxes taken

in,

So how do we generate the cash? Well, the Social Security Ad-
ministration goes to the Treasury and says, pay me interest. Treas-
ury can only pay cash interest by raising taxes, borrowing or cut-
ting spending. That is the only way it can come up with those dol-
lars. So it does not matter what is in the fund; those dollars have
to be raised in those three ways.

Think for a minute if there were not a trust fund, if there were
no balances in it or it did not exist at all. Then in order to make
good on the payments when payroll taxes would not cover expendi-
tures, the Federal Government, the Treasury would have the same
three options—raising taxes, increasing debt or cutting spending.

So from a budgetary and macroeconomic point of view, at that
point the trust fund, its balances, even its existence, matters much
less than how much the retirees and the elderly are removing, tak-
ing, consuming out of the economy.

So our basic message today, Mr. Chairman, is that there are
many ways one can analyze Social Security but we would suggest
strongly that when you are looking at reform proposals one should
not simply ask the question, what is the effect on the trust fund?
You need to go beyond that and ask not only what is the effect on
the Federal budget but how does it relate to this kind of portrayal
of the dilemma?

With that, with this fraction, if you will, there are only two mov-
ing parts. One is the Social Security expenditures, of course, the
numerator, and the other is the denominator, which is the size of
the economy. Those are the two things you really, at the end of the
day, have to work on to make this future look better for us and our
kids. There are really only those two moving parts.

Let me close by referring to some remarks made by not only a
predecessor of mine but the founder of CBO, Dr. Alice Rivlin, a
couple of years ago while she was at the Federal Reserve Board.
She reiterated some of these points, which I think deserve to be en-
tered in the record.

Dr. Rivlin said, “I believe, however, that focussing too narrowly
on the Social Security funding question in isolation from the more
fundamental economic challenge of an aging population risks mud-
dling the problem and perhaps picking a wrong answer. In any
given future year a larger proportion of older people will be compet-
ing with the workforce and the rest of the population for shares of
GDP in that year. Whatever is produced in the future will have to
suffice for all the claimants. Societies cannot consume more than
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they produce for long; nor can consumer goods feasibly be stock-
piled. The first question,” Dr. Rivlin says, “how to move to a higher
economic growth path, is obviously the most important as well as
the most urgent. If we can find ways to make the future workforce
more productive, both they and future retirees will benefit. Its
main urgency to pursue economic growth is that some solutions
contribute to higher growth and some do not. It is important to
choose a pro-growth solution and choose it soon.”

One of the folks still obviously involved very much in this debate
and who is thinking about it today is former Senator Moynihan. I
have over the years written down a number of what I call Moy-
nihan’s laws and the first law, roughly translated, is if you do not
ask the right question, you will not get the right answer. What I
am suggesting, Mr. Chairman, is we need to ask a whole lot more
than just what does the trust fund look like in order to get an an-
swer that is sustainable for us and our kids.

With that, I will close. Thank you.

[The prepared statement of Mr. Crippen follows:]
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Mz, Chairman and Members of the Committee, I appreciate the opportunity to appear
before you to discuss the Social Security program. The Social Security Act of 1935;
enacted in the midst of the Depression, is widely seen as one of the most important
legislative accomplishments in U.S. history. Since then, Social Security has grown to
hecome by far the largest federal program. Over the next 30 years, the retirement of the
baby-boom generation will pose new challenges for the Social Security program, the
federal government, and the U.S. economy.

The Congressional Budget Office (CBO) has examined those challenges ina new report,
Social Security: A Primer. My testimony today summarizes that report and will make the

following major points.

. Once the baby-boom generation retires, the portion of the nation's output that the
federal government will spend on Social Security will increase by more than 50
percent—from 4.2 percent of gross domestic product (GDP) in fiscal year 2001 to
an estimated 6.5 percent in 2030,

. Addressing the growing cost of Social Security would not by itself relieve the
economic and budgetary pressure caused by the aging of the U.S. population. The
rapidly escalating costs of the government's health care programs are a major source
of that pressure. CBO projects that federal spending for Sccial Security, Medicare,
and Medicaid combined will account for roughly 15 percent of GDP in 2030—

double the current share.

. Although policymakers have many goals, if they want to limit the growth of
spending on the elderly as a share of GDP, they have only two options: slow the
growth of total payments to the elderly or increase the growth of the economy.
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. The nation’s ability to sustain an aging population will ultimately depend on how
many goods and services the economy will produce and how they will be
distributed, not on how much money is credited to Social Security's trust funds.

. Social Security is much more than a retirement program. About two-thirds of its
beneficiaries are retired workers. The rest are disabled workers, survivors of

deceased workers, and workers' spouses and minor children.

. Policymakers could pursue a variety of strategies to help prepare the nation for an
aging population. Those strategies include paying down federal debt, creating
private retirement accounts, and changing the benefits or revenues of the Social

Security program. Each of those approaches has advantages and disadvantages.
THE CHALLENGES OF AN AGING POPULATION

Over the next three decades, the retirement of the baby boomers (the large group born
between 1946 and 1964) will put new pressure on Social Security, the federal government,
and the U.S. economy. The Social Security Administration projects that the number of
people age 65 or older will rise by more than 90 percent during that period (from about 36
million now to 69 million in 2030), according to its intermediate assumptions (see
Figure 1). At the same time, the number of adults under age 65—who will largely be the
ones paying the taxes to support their elders—will grow by only about 15 percent (from
170 million to 195 million). Moreover, even after all the baby boomers are retired, the
number of elderly people is expected to keep rising at a faster rate than the number of

nonelderly people as life spans continue to lengthen.
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Figure 1.
Projectad Growth in the Adult Population, 2001-2075
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The economic and budgetary consequences of the aging of the U.S. population can be
viewed from at least three perspectives. The most common perspective is that of Social
Security’s financial structure. The program is financed largely by a tax on workers’ wages
(a payroll tax). The revenues from that tax are credited to two accounts (“trust funds”) in
the federal budget, one for each of the program’s two parts: Old-Age and Survivors
Insurance, and Disability Insurance. Those trust funds, which are maintained in the U.S.
Treasury, function mainly as accounting mechanisms to track Social Security’s revenues
and spending and to monitor whether the program’s designated sources of revenue are
producing enough money to cover expected benefits. The program’s benefits, adminis-
trative costs, and other authorized expenditures are paid from those funds. Balances in the

funds are held in the form of special interest-bearing Treasury securities.

A broader perspective takes into account the pressures on the total federal budget, not just
the part of the budget specific to Social Security. In particular, as the population ages,
spending on Medicare and Medicaid will probably rise rapidly because of increases in
federal costs per beneficiary as well as in the percentage of the population eligible for
benefits (unless major changes are made to those programs). Medicare provides health
insurance to most U.S. residents age 65 or older and to eligible disabled people. Most of
its participants also receive Social Security benefits. Medicaid is a joint federal/state
program that provides medical assistance to low-income people; in recent years, a large
share of its payments have gone to provide long-term care (mainly for elderly or disabled
people). The federal government spent a total of about $370 billion on Medicare and
Medicaid in fiscal year 2001. Those programs, together with Social Security, already
account for nearly half of all federal spending, excluding interest payments on federal debt

(see Table 1). If the programs are not changed, by 2030 they could consume two-thirds
of the federal budget.
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Table 1. A
Federal Spending for Social Security, Medicare, and Medicaid in Fiscal Year 2001

In Billions As a Percentage of

of Dollars Total Federal Spending
Social Security 429 26
Medicare 237 14
Medicaid 129 8
Subtotal 795 48
Rest of Government 862 52
Total (Excluding net interest) 1,657 100

SOURCE: Congressional Budgst Office.

The broadest perspective—and the one emphasized in CBO's new report—takes into
account what might happen to the overall U.S. economy, not just to the federal budget, as
the population ages. CBO projects that federal spending for Social Security, Medicare,
and Medicaid will account for about 15 percent of the nation’s total output by 2030—twice
the current share (see Figure 2). That large increase in spending, combined with any taxes
or federal debt needed to finance it, could have significant effects on the economy.
Examining how changes to those programs could affect the future size of the economy is
important because the goods and services that baby boomers will consume in their

retirement will largely be produced by future workers.

ISSUES TO CONSIDER IN REFORMING SOCIAL SECURITY

Several aspects of the Social Security program and its outlook as the population ages are
especially important in considering changes to the program. First, throughout its long
history, Social Security has had multiple goals—some related to redistributing income,

others related to offsetting lost eamings. In 2000, only about two-thirds of Social
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Figure 2.
Projected Federal Spending for Social Security, Medicare,
and Medicaid, 2000-2030 (As a percentage of gross domestic product)
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Security's beneficiaries were retired workers; the rest were disabled workers, survivors of
deceased workers, and workers' spouses and minor children (see Figure 3). Policymakers
will need to decide whether the program’s goals are still appropriate, and if so, how
changes to Social Security would aid or hinder the achievement of those goals and would
affect various types of beneficiaries and taxpayers. Those decisions will also need to take
into account the dramatic increase in the elderly population that is expected in coming

decades.

Second, issues about how to prepare for an aging population ultimately concern the amount

of goods and services that the economy will produce and how they will be distributed, not

how much money is credited to the Social Security trust funds. In that sense, the projected
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Figure 3.
Distribution of Social Security Beneficiaries, by Type of Beneflt Received,
December 2000
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depletion of those funds—which is the focus of much of the popular debate about Social
Security’s future—is irrelevant. The challenge of adjusting to an aging population would
need to be faced even if the trust funds never existed.

Third, deciding how to prepare for an aging population is likely to require weighing the
interests of today’s workers and Social Security beneficiaries against the interests of future
workers and beneficiaries. No matter how it is packaged, any plan to increase national
saving today means that the U.S. population will consume fewer goods and services now
so that consumption can be greater in the future, when a larger share of the population is

retired. Gone are the days when expansion of the labor force could pay for the growth of
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Social Security benefits. (In past decades, Social Security's payroll tax revenues grew
substantially as the baby-boom generation and women of various ages entered the labor
force in large numbers.) As the Congress looks at policy changes, one consideration is that
future workers and Social Security beneficiaries are likely to have higher standards of
living, on average, than current workers and beneficiaries do, because of future increases

in productivity.
STRATEGIES FOR PREPARING THE NATION

Spending more on the elderly may be appropriate in light of their increasing numbers, but
questions can be raised about the extent to which that spending should rise. Policymakers
have many goals, but if they want to limit the growth of spending on the ¢lderly as a share
of the economy, they can do so in only two ways: either by slowing the growth of

payments to the elderly or by increasing the rate of growth of the economy.

Different options for reform would have different effects on economic growth. To the
extent that those options boosted the future size of the economy and increased the nation’s
accumulation of assets, they could lessen the burden on future workers from government

programs that serve the elderly.

My testimony today focuses on three strategies for preparing for an aging population that
have generated a lot of public attention: paying down federal debt, creating private retire-
ment accounts, and making changes to the benefits or revenues of the current Social
Security program. Those approaches are not mutually exclusive; they could be combined

in any number of ways. (In addition, many people have put forward proposals for curbing

the rising costs of federal health care programs. Such proposals could also help the nation
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deal with its impending demographic changes, but they are beyond the scope of my
testimony.)

Pay Down Debt

One strategy for preparing for the needs of an aging population is to pay down federal debt.
If the government spends less than it receives in revenues (and private saving does not fall
too much in response), national saving will rise, boosting the stock of private capital and
expanding the productive capacity of the economy in the long run. Indeed, federal debt
held by the public has fallen sharply in recent years—from about 50 percent of GDP in
1995 to about 33 percent today. That decline has freed up funds for investment in private

capital.

CBO s in the midst of revising its 10-year projections for the budget, but it does not expect
any significant surpluses to be available for paying down debt in the next year or two.
- However, the present downturn will not last forever, and if current tax and spending
policies are maintained, the budget will eventually return to surplus.

Nevertheless, even paying off all of the federal debt available for redemption would not
fully address the pressures created by Social Security, Medicare, and Medicaid spending
over the long run. In principle, the government could continue to run surpluses and use
them to buy nonfederal assets, such as stocks and bonds, although that prospect seems less
likely than it did a year ago. It would also require changing current iaws that restrict the

Treasury's investment choices.

Such asset accumulation could increase the funds available for capital investment and

boost economic growth; but it would be unprecedented for the federal government to hold
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alarge stock of private assets. The possibility of such holdings raises important questions.
Would it be appropriate for the government to own shares in and possibly control private
companies? Could the govemnment’s involvement distort market signals and corporate
decisionmaking? Moreover, is it politically realistic to assume that the govemnment could
build up a stock of private assets and that policymakers would refrain from spending more
or cutting taxes further?

Create Private Accounts

A second strategy is to create private retitement accounts. Proposals for private accounts
differ in many ways, but they share a common feature: the income from an account would
depend on the payments made into it and the rate of return on the account’s assets. Many
types of accounts are possible, and their effects would vary widely.

Many proposals for creating private accounts include a contribution from the government
to help finance the accounts. According to some supporters, using government resources
in that way could prevent policymakers from using those resources for other purposes and
could thus provide many of the same economic benefits as paying down debt. In addition,
it could allow the government to encourage asset accumulation while avoiding the

problems of having the government own shares in private companies.

Some people argue that private accounts would offer higher rates of return than the
traditional Social Security system does, but that argument can be misleading. Social
Security has a low rate of return largely because initial generations reccived benefits far
greater than the payroll taxes they paid. That difference would have to be made up even
if the Social Security system was entirely replaced by private accounts. Moreover,
investing in the stock market—either through private accounts or through government
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purchases of stock for the Social Security trust funds—is no panacea. Simply raising the
average rate of return on assets by taking on more risk would not change the economic
fundamentals. Only if the investment proposal increased national saving and enlarged the

economy would it reduce future burdens.

In setting up a system of private accounts, policymakers would have to address many
practical issues. How much would the system cost to administer? Would it provide
insurance against downturns in the stock market? Would the system require that accounts
be converted into annuities and, if so, under what conditions? How would it handle
benefits for workers’ families, for survivors of deceased workers, and for disabled
workers? Would the system give subsidies to people with low income and intermittent

work histories? How would the system be regulated and investors informed?

The answers to those questions could have implications for the economy. For example,
government guarantees that people would receive a minimum level of retirement income
in the event of a market downturn would probably reduce national saving below what it
would be without those guarantees. And subsidies to low-income workers that were
phased out as wages rose could impose implicit taxes on work and could discourage some

people from working more.

Make Programmatic Changes

A third approach is to modify the current Social Security program. Changes that have been
proposed include reducing benefits (for example, by raising the retirement age, lengthening
the period over which benefits are computed, or reducing annual cost-of-living adjust-
ments) or increasing payroll taxes. The effect on the economy would depend on the

particular kind of change.
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Many types of benefit reductions could increase the size of the economy in the long run
because they could encourage some people to save more. However, those long-term gains
could take a couple of decades to materialize fully, and the effects in the near term would
be uncertain. Slowing the growth of Social Security benefits could reduce the lifetime
resources of some transitional generations, but it could also lead to higher wages and lower
tax burdens for later generations. If benefits were to be cut, changing the law now rather

than later would give workers time to adjust their plans for saving and retirement.

Raising taxes to pay for future Social Security benefits would have an uncertain effect on
the size of the economy in the long run. Moreover, the effect would depend on the type
of tax increase and other factors. To limit the scope of the analysis, CBO's new report
focuses on the Social Security payroll tax, although in principle, other taxes could be used
to finance future Social Security benefits. If the revenues from a tax increase did not
change the government’s decisions about other spending or taxes, national saving could
rise. But the extra revenues could encourage more government spending, which would
limit any rise in national saving. Moreover, increases in marginal tax rates on payroll or
income could reduce people's incentives to work or save, also dampening aﬁy increase in

national saving.

Although long-term projections of the federal budget and the economy carry huge
uncertainties, one fact seems fairly certain: the U.S. population will age significantly over
the next 30 years, and unless policies are changed, spending on the elderly will rise sharply,

posing new challenges for the federal govemment and the nation’s economy.
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Executive Summary

ments of the program that are most relevant to the current debate about Social

Security’s future. The primer comes at a time when policymakers are grappling
with the issue of how to deal with the looming retirement of the baby-boom genera-
tion. Over the next three decades, the number of people in the United States age 65 or
older is projected to rise by more than 90 percent, while the number of adults under
age 65 will increase by only about 15 percent. That demographic shift will pose new
challenges for the Social Security program, the federal government, and the U.S.
economy.

This Congressional Budget Office primer on Social Security describes the ele-

This primer examines the demographic patterns that are causing the graying of
the U.S. population and looks at several strategies that have been proposed for prepar-
ing for that aging population. It emphasizes the economic and budgetary aspects of
Social Security—particularly, how changes to the program might affect the nation’s
ability to deal with its impending demographic shift. Some of the key points of the
primer are outlined below.

The Challenges of an Aging Population

@  Once the baby-boom generation retires, the amount of money that the fed-
eral government will spend on Social Security will grow substantially. That
spending is projected to increase by more than 50 percent over the next
three decades—from 4.2 percent of the nation’s total output (gross domestic
product, or GDP) this year to 6.5 percent in 2030—according to the inter-
mediate projections of the Social Security Administration.

Although policymakers have many goals, if they want to limit the growth of
spending on the elderly as a share of GDP, they have only two options:
slow the growth of total payments to the elderly or increase the growth of
the economy.
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® Issues about how to prepare for an aging population ultimately concern how
many goods and services the economy will produce and how they will be
distributed, not how much money is credited to Social Security’s trust
funds.

® Social Security is much more than a retirement program. Fewer than two-
thirds of its beneficiaries are retired workers. The rest are disabled workers,
survivors of deceased workers, and workers’ spouses and minor children.

Strategies for Preparing the Nation

This primer looks at three strategies that have been at the heart of the public debate
about preparing for the nation’s future needs. Those strategies are saving budget
surpluses and paying down federal debt, using surpluses to create private retirement
accounts, or changing the current Social Security program’s benefits or revenues.

Saving Budget Surpluses

® Saving surpluses and paying down federal debt could enlarge the economy,
give policymakers more flexibility for dealing with unexpected develop-
ments, and ease the burden of an aging population on future workers.

® Current projections suggest that surpluses could be large enough to pay off
all of the federal debt available for redemption by 2010. After that, the
government could use surpluses to buy stocks and nonfederal bonds. How-
ever, such purchases would raise important questions. Would it be appro-
priate for the government to own shares in and possibly control private
companies? And could the government's involvement distort market sig-
nals and corporate decisionmaking?

Using Budget Surpluses to Finance the
Creation of Private Accounts

® Using surpluses to pay for private retirement accounts might help protect
those surpluses from being used for other purposes. It would also shift
control of the surpluses from the governrent to the private sector and avoid
the possible drawbacks of having the government own private assets. A
system of private accounts that was based on 2 percent of workers’ earmings
could reduce the surplus by about $1 trillion over 10 years.
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® Some people argue that private accounts would offer higher rates of return
than the traditional Social Security system does, but that argument can be
misleading. Social Security has a low rate of return largely because initial
generations received benefits far greater than the payroll taxes they paid;
that difference would have to be made up even if the Social Security system
was entirely replaced by private accounts. Moreover, investing in the stock
market—through either private accounts or government purchases of stocks
for the Social Security trust funds—is no panacea. Corporate stocks deliver
a higher expected return than government bonds because they carry higher
risks.

A system of private accounts (even if it did not fully replace Social Secu-
rity) would raise some practical questions. How much would the system
cost to administer? Would it provide insurance against downturns in the
stock market? At retirement, would people have to convert the assets in
their private account into an annuity (a series of regular payments that con-
tinues until the person and his or her spouse dies), and if so, under what
conditions? How would the system handle benefits for workers’ families,
for survivors of deceased workers, and for disabled workers? Would it
provide subsidies for people with low income and intermittent work histo-
ries, as Social Security does now?

Modifying the Current Social Security Program

® Many types of reductions in Social Security benefits could increase GDP in
the long run. However, the effect on the economy in the near term would be
uncertain, and the long-term gains could take a couple of decades to materi-
alize fully. GDP could increase in the long run because reducing Social
Security benefits might encourage some people to save more. Reductions in
benefits would probably reduce the lifetime resources of some transitional
generations, but later generations would be likely to eam higher wages and
pay lower taxes, on average.

Raising taxes to pay for Social Security would have an uncertain effect on
GDP. If the additional revenues were not used for other purposes, national
saving could increase. However, raising the rate of the Social Security
payroll tax could reduce some people’s incentives to work. For that reason,
cutting benefits might be more likely to expand the economy in the long run
than raising payroll tax rates would.

If policymakers intended to alter the Social Security program, announcing
the changes well in advance would give people time to respond by adjusting
their plans for saving and retirement.
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Chapter One
Introduction and Summary

We can never insure one hundred percent of the population against one
hundred percent of the hazards and vicissitudes of life, but we have tried
to frame a law which will give some measure of protection to the average
citizen and to his family against the loss of a job and against poverty-
ridden old age.

Statement of Franklin Delano Roosevelt upon signing
the Social Security Act, August 14, 1935*

widely seen as one of the most important legislative accomplishments in U.S.

history. The law created a program to provide lifetime payments to retired
workers beginning at age 65, laying the foundation for today’s Social Security pro-
gram. The legislation also set up the federal system of unemployment insurance and
authorized federal grants to the states for various purposes.

The Social Security Act of 1935, enacted in the midst of the Depression, is

Since then, Social Security has grown to become by far the largest federal pro-
gram. Coverage has expanded, benefits have increased, and the prugram has been
broadened to include benefits for workers’ spouses and minor children, for the survi-
vors of deceased workers, and for disabled workers. The federal government currently
pays monthly Social Security benefits to more than 45 million retired or disabled
workers, their families, and their survivors (see Box 1). Those benefits will cost the
government a total of about $430 billion this year—roughly one-quarter of the entire
federal budget.

Over the next 30 years, the retirement of the baby-boom generation (the large
group born between 1946 and 1964) will pose new challenges for the Social Security
program, the federal government, and the U.S. economy. The Social Security Admin-
istration projects that the number of people age 65 or older will rise by more than 90

1. Quoted in Project on the Federal Social Role, The Report of the Committee on Econornic Security of 1935, 50th
Anniversary Edition (Washingion, D.C.: National Conf on Social Welfare, 1985), p. 145.

77-406 D-01--2
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Box 1.
Recent Statistics About Social Security

The numbers below present a portrait of the Social Security program in December

2000 (except the numbers for the payroll tax, which are for 2001). They are based on
. data from the Social Security Administration.

Number of Social Security Beneficiaries

Retired Workers 28.5 million
Disabled Workers 5.0 million
Spouses of Deceased Workers 5.1 million
Spouses of Retired or Disabled Workers 3.0 million
Children of Retired, Disabled, or Deceased Workers' 3.8 million

Total Number of Beneficiaries 45.4 million

Average Monthly Social Security Benefit

Retired Workers $845
Disabled Workers $787
Spouses of Deceased Workers $790
Spouses of Retired or Disabled Workers $417
Children of Retired, Disabled, or Deceased Workers' $406
Workers
Numbers of Workers in Employment Covered
by Social Security 152.9 million
Social Security Payroll Tax
Tax Rate (Paid half by employer and half by employee) 12.4 percent
Limit on Worker’s Annual Earnings Subject to the Tax $80,400
Maximum Tax Owed (Paid half by employer
and half by employee) $9,970

1. Minor children and some adults disabled before age 22.

2. Besides the Social Security payroll tax, workers are also subject to a 2.9 percent payroll tax (paid half
by them and half by their employers) on covered eamings for the Medicare program. There is no limit
on the annual eamings subject to that tax.
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percent in the next three decades (from about 36 million now to 69 million in 2030),
according to its intermediate assumptions (see Figure 1). During the same period, the
number of adults under age 65—who will largely be the ones paying the taxes to
support their elders—will grow by only about 15 percent (from 170 million to 195
million). Moreover, the number of elderly people is expected to keep rising at a faster
rate than the number of nonelderly people as life spans continue to lengthen.

On May 2, 2001, President Bush established a 16-member commission “to study
and report . . . specific recommendations to preserve Social Security for seniors while
building wealth for younger Americans.” The President instructed the commission to
issue a report by this fall. The Congress is likely to review the commission’s recom-
mendations as it determines what, if any, Social Security legislation it will send to the
President for his signature.

This report provides background information for the Congress as it considers
how to prepare for the retirement of the baby-boom generation and beyond. The
report emphasizes the economic and budgetary aspects of Social Security—particu-
larly, how changes to the program might affect the nation’s ability to deal with its
impending demographic shifts. This chapter highlights several of the report’s main
points.

The Challenges of an Aging Population

Observers can view the economic and budgetary consequences of the aging of the U.S.
population from at least three perspectives: that of the trust fund framework used by
the trustees of the Social Security program, that of the total federal budget, and that of
the overall U.S. economy.

The most common perspective is that of Social Security’s own financial struc-
ture. The program is financed largely by a tax on workers’ wages (a payroll tax). The
revenues from that tax are credited to two accounts (“trust funds”) in the federal bud-
get, one for each of the program’s two parts: Old-Age and Survivors Insurance, and
Disability Insurance. Those trust funds, which are maintained in the U.S. Treasury,
function mainly as accounting mechanisms to track Social Security’s revenues and
spending and to monitor whether the program’s designated sources of revenue are
producing enough money to cover expected benefits. The program’s benefits, admin-
istrative costs, and other authorized expenditures are paid from those funds. Balances
in the funds are held in the form of special interest-bearing Treasury securities.

A broader perspective takes into account the pressures on the total federal bud-
get, not just the part of the budget specific to Social Security. In particular, as the
population ages, spending on federal health care programs for the elderly and disabled
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Figure 1.
Projected Growth in the Adult Population, 2001-2075

Population by Age Grou
Millions v 79 P
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SOURCE: Social Security Administration, The 2007 Annual Report of the Board of Trustees of the Fed-
eral Old-Age and Survivors Insurance and Disability Insurance Trust Funds (March 19, 2001),
Table V.A2 (intermediate assumptions).
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Table 1.
Projected Federal Spending for Social Security, Medicare,
and Medicaid in 2001

in Billions As a Percentage of
of Dollars Total Federal Spending
Social Security 429 26.0
Medicare 238 14.4
Medicaid 131 7.9
Subtotal 798 48.
Rest of Govemment 852 51.6
Total (Excluding net interest) 1,651 100.0

SOURCE: Congressional Budget Office, The Budget and Econornic Outiook: An Update (August 2001).

will probably rise rapidly because of increases in federal costs per beneficiary as well
as in the percentage of the population eligible for benefits (unless major changes are
made in those programs). The Medicare program provides health insurance to most
U.S. residents age 65 or older and to eligible disabled people. Most of its participants
also receive Social Security benefits. Medicaid is a joint federal/state program that
provides medical assistance to low-income people; in recent years, a large share of its
payments have gone to provide long-term care for elderly and disabled people in
nursing facilities. The federal government will spend a total of about $370 biilion on
Medicare and Medicaid this year. Those programs, together with Social Security,
already account for nearly half of all federal spending, excluding interest payments on
federal debt (see Table 1). If the programs are not changed, by 2030 they could con-
sume two-thirds of the federal budget.?

The broadest perspective~—and the one emphasized in this report—takes into
account what might happen to the overall U.S. economy, not just to the federal budget.
As the population ages, total consumption of goods and services by the elderly will
increase, whether that consumption is financed through public programs or privately.
The Congressional Budget Office (CBO) projects that federal spending for Social
Security, Medicare, and Medicaid will account for roughly 15 percent of the nation’s
total output (gross domestic product) in 2030—double the current share (see Figure 2).
Large increases in spending on those programs, combined with any taxes or federal
debt needed to finance them, could have significant effects on the economy. Examin-
ing how changes to those programs could alter the future size of the economy is im-

2. Congressional Budget Office, The Long-Term Budget Outlook (October 2000), p. 15.



34

6 SOCIAL SECURITY: A PRIMER September 2001

Figure 2.
Projected Federal Spending for Social Security, Medicare,
and Medicaid, 2000-2030 (As a percentage of gross domestic product)
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SOURCE: Congressional Budget Office (October 2000 estimatas).

portant because the goods and services that baby boomers will consume in their retire-
ment will largely be produced by future workers.

Issues to Consider in Reforming Social Security

Several aspects of the Social Security program and its outlook as the population ages
are especially important in considering changes to the program. First, throughout its
long history, Social Security has had multiple goals—some related to redistributing
income among or within generations, others related to providing insurance to offset
lost earnings. Policymakers will need to decide whether those goals are still appropri-
ate and, if so, how changes to Social Security would aid or hinder the achievement of
those goals and would affect various types of beneficiaries and taxpayers. Those
decisions will also need to take into account the dramatic increase in the elderly popu-
lation that is expected in coming decades.
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Second, issues about how to prepare for an aging population ultimately concern
the amount of goods and services the economy will produce and how they will be
distributed, not how much money is credited to the Social Security trust funds. In that
sense, the projected depletion of those funds—which is the focus of much of the
popular debate about Social Security’s future—is irrelevant. The challenge of adjust-
ing to an aging population would need to be faced even if the trust funds never ex-
isted.

Third, deciding how to prepare for an aging population is likely to require
weighing the interests of today’s workers and Social Security beneficiaries against the
interests of future workers and beneficiaries. No matter how it is packaged, any plan
to increase national saving today means that the U.S. population will consume fewer
goods and services now so that consumption can be greater in the future, when a larger
share of the population is retired. Gone are the days when expansion of the labor
force could pay for the growth of Social Security benefits. As the Congress looks at
policy changes, one consideration is that future workers and Social Security beneficia-
ries are likely to have higher standards of living, on average, than current workers and
beneficiaries do, because of future increases in productivity.

Strategies for Preparing the Nation

The 107th Congress has inherited Social Security reform as a major item on its
agenda. Like previous Congresses, it faces projections that payments from the govern-
ment to the elderly will rise sharply as a share of the economy over the next 30 years.
Spending more on the elderly may be appropriate given the large increase in the older
population, but questions can be raised about how much that spending should rise.
Policymakers have many goals, but if they want to limit the growth of spending on the
elderly as a share of the economy, they can do so in only two ways: either by slowing
the growth of total payments to the elderly or by increasing the rate of growth of the
economy.

Different options for reform would have different effects on economic growth.
To the extent that they boosted the future size of the economy and increased the na-
tion’s accumulation of assets, they could lessen the burden on future workers of gov-
ernment programs that serve the elderly. In essence, the accumulation of assets
“prefunds” the future spending of retired baby boomers (as explained in Box 2). That
action would reduce the relative costs of an aging population to future generations by
reducing payments to retirees as a share of the economy.

Policymakers could attempt to increase the size of the economy in several ways:
by running budget surpluses or promoting private saving (which can make more funds
available for investment in business equipment, structures, and other types of capital);
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Box 2.
Prefunding Future Consumption

Saving is one of the major ways that workers can prepare for retirement. By spending less
than they earn, they can build up assets to pay for the consumption of goods and services
in their retirement. Nations can prepare for an aging population in the same way. Through
saving, nations can finance the construction of new business plants and equipment at
home and the acquisition of financial and physical assets in other countries. Those domes-
tic investments enable the economy to produce more goods and services in the future, and
the income from the foreign investments supplements the income produced at home.
Together, those investments provide the resources to finance future consumption by work-
ers and retirees alike. That process of saving and accumulating assets for future needs is
called prefunding because it sets aside current resources for future use.’

The word prefunding is sometimes also used to describe policy actions that finance
future spending by a government program, such as Social Security. However, that usage
can be misleading. For example, payments of future Social Security benefits could be
financed on paper simply by making transfers from the rest of the budget to the Social
Security trust funds. Although such transfers improve the actuarial balances of the trust |
funds, they do not directly change the government's total spending or revenues and hence
do not increase national saving as a whole. Moreover, unless such transfers alter policy-
makers’ future decisions about the budget, they will have no effect on the economy. Thus,
they do not prefund firture consumption in any meaningful way.?

Although asset accumulation is a central feature of prefunding, that does not mean
the government could prefund future consumption by investing the balances of the Social
Security trust funds in corporate stocks. Changing the mix of securities held by those trust
funds would not increase the resources available for future consumption. To buy stocks,
the government would have to give private sellers an asset of equal value. Unless govern-
ment policy increased national saving, the investments in stocks would simply involve an
exchange of assets between the government and the private sector, not an increase in assets
for the nation as a whole. (The economic effects of govemment investments in stocks are
discussed in more detail in Appendix A of this report.)

1. Nations may also be able to prepare for the future by investing in public infrastructure, education, and
research and development; however, many of those federal investments appear to have lower retumns
than private investments do. See Congressional Budget Office, The Economic Effects of Federal
Spending on Infrasiructure and Other Investments (June 1988).

2. Some analysts distinguish between broad prefunding and narrow prefunding. Broad prefunding raises
national saving, accumulates assets, and sets aside resources for future use. Narrow prefunding—
which refers to actions taken with respect t0 a particular government program—does not necessarily
imply that resources have been set aside for future use. For more details, see Joseph Stiglitz, “Re-
thinking Pension Reform: Ten Myths About Social Security Systems” (paper presented at the World
Bank Conference on New Ideas About Old Age Security, Washington, D.C., September 14-15, 1999).
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by changing tax and regulatory policies to improve the efficiency of the economy or to
boost people’s incentives to work or improve their skills; or by spending money on
government programs that are oriented toward investment rather than current con-
sumption. In addition, some changes to the Social Security program could have posi-
tive effects on economic growth. For example, cutting future benefits might create
incentives for workers to save more.

Chapter 4 of this report focuses on three strategies that have generated a lot of
public attention: saving budget surpluses and using them to pay down federal debt;
using those surpluses to create private retirement accounts; and making changes to the
benefits or revenues of the current Social Security program. Those various ap-
proaches are not mutually exclusive; they could be combined in any number of ways.

Save Budget Surpluses

One strategy for preparing for the needs of an aging population is to preserve the
federal government’s annual budget surpluses and pay down the federal debt. If the
government continues to spend less than it receives in revenues, it can increase na-
tional saving (if private saving does not fall to offset the government’s saving), boost
the stock of private capital, and expand the future size of the economy. By saving the
surpluses, policymakers would have more flexibility for dealing with unexpected
developments, and future workers could be better prepared to bear the heightened
burden of making payments to an aging population,

CBO projects that if current laws and policies do not change, surpluses would
be large enough to pay off all of the federal debt available for redemption by 2010.°
What would happen after that? If laws restricting the Treasury’s current investment
choices were modified, any further surpluses could be used to buy nonfederal assets,
such as stocks and bonds. Although asset accumulation could increase the funds
available for capital investment and boost economic growth, it would be unprece-
dented for the federal government to hold a large stock of private assets. The possibil-
ity of such holdings raises questions. Would it be appropriate for the government to
own and possibly control private companies? Could the government’s involvement
distort market signals and corporate decisionmaking?*

Questions have also been raised about whether using surpluses to pay down debt
and accumnulate assets is politically realistic. Would policymakers refrain from spend-
ing more or cutting taxes further and allow the government to pay off its debt and
build up private assets? Recent experience creates some doubts on that score. Al-

3. Congressional Budget Office, The Budget and Economic Outlook: An Update (August 2001).

4. For more details, see Congressional Budget Office, Budger Options (February 2001), Chapter 1.
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though the government has paid down debt over the past few years, federal spending
has also been growing faster than inflation. This year, the President and the Congress
enacted the Economic Growth and Tax Relief Reconciliation Act of 2001—which will
reduce tax revenues by a total of almost $1.35 trillion between 2001 and 2011—and
policymakers are considering other proposals that would further reduce projected
surpluses.

Create Private Accounts

A second strategy is to use part of the budget surpluses to pay for the creation of
private retirement accounts. Proposals for private accounts differ in many ways, but
they share a common feature: the income from an account that would be available to
a worker at retirement would depend on the payments made into the account and the
rate of return on the account’s assets during the person’s working life. Many types of
accounts are possible, and their effects would vary widely.

Supporters argue that using budget surpluses to finance the creation of private
accounts could provide many of the same economic benefits as saving the surpluses,
without the potential problems of having the government own shares in private compa-
nies. In essence, proponents would shift control of part of the surpluses from the
government to individuals.

How much of those surpluses would a system of private accounts absorb? The
answer would depend on the details of the proposal, but the amount could be large.
For example, creating a system of private accounts that was based on contributions of
2 percent of workers’ earnings could cost about $1 trillion over 10 years.’

Some people argue that private accounts would offer higher rates of return than
the traditional Social Security system does, but that argument can be misleading.
Social Security has a low rate of return largely because initial generations received
benefits far greater than the payroll taxes they paid. That difference would have to be
made up even if the Social Security system was entirely replaced by private accounts.
Moreover, investing in the stock market (either through private accounts or through
government purchases of stock for the Social Security trust funds) is no panacea.
Simply raising the average rate of return on assets by taking on more risk would not
change the economic fundamentals. Only if the accounts increased national saving
and enlarged the economy would they reduce future burdens. Their impact on na-
tional saving would depend on how the accounts affected both government and private
saving.

5.  That estimate excludes interest on the federal debt, which would rise if the accounts were financed by increasing
that debt.



39

CHAPTER ONE INTRODUCTION AND SUMMARY i1

In setting up a system of private accounts, policymakers would have to address
many practical issues. How much would the system cost to administer? Would it
provide insurance against downturns in the stock market? How would it handle bene-
fits for workers’ families, for survivors of deceased workers, and for disabled work-
ers? Would the system give subsidies to people with low income and intermittent
work histories? How would the system be regulated and investors informed?

Some of the answers to those questions could have implications for the econ-
omy. For example, government guarantees that people would receive a minimum
level of retirement income in the event of a market downturn would probably reduce
national saving below what it would be without those guarantees. And subsidies to
low-income workers that were phased out as wages rose could impose implicit taxes
on work and could discourage some people from working more.

Make Programmatic Changes

A third approach is to modify the current Social Security program. Changes that have
been proposed include reducing benefits (for example, by raising the retirement age,
lengthening the period over which benefits are computed, or reducing annual cost-of-
living adjustments) or increasing payroll taxes. The effect on the economy would
depend on the particular type of change. Other things being equal, reducing benefits
might be more likely to increase the size of the economy than raising payroll tax rates,
which could lessen people’s incentives to work.

Economic models suggest that many types of benefit reductions could increase
the size of the economy in the long run because they could encourage some people to
save more. However, those long-term gains could take a couple of decades to materi-
alize fully. How the benefit cuts would affect the economy in the near term is uncer-
tain.

Slowing the growth of Social Security benefits would most likely reduce the
lifetime resources of some transitional generations. However, it could also raise the
. wages of later generations and reduce their tax burdens. If benefits are to be cut,
changing the law now rather than later would give workers time to adjust their plans
for saving and retirement.
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An Overview of the
Social Security Program

purposes and categories of people. In the process, they have created a compli-

cated set of rules that determine the eligibility and benefit amounts of different
types of beneficiaries. And they have crafted a special financial structure for the
program. This chapter describes the key elements of the history, benefit structure, and
financing of Social Security that are most relevant to the current debate over the pro-
gram’s future.

Over the years, lawmakers have tried to make Social Security serve various

Social Security’s Objectives

From the beginning of Social Security, its developers sought to achieve muitiple,
sometimes conflicting, goals. Later expansions of the program added other goals, and
amendments designed to curb the program’s rapidly growing costs did not limit its
objectives.

Today’s Social Security program is a hybrid—part redistribution program
(which transfers resources within and among generations) and part insurance program
(which provides insurance to workers and their families for losses resulting from a
worker’s death or disability). Unlike the case with private insurance, however, pattici-
pation in Social Security is mandatory. And unlike private insurers, the federal gov-
ernment has the power to tax and thus does not need to charge current participants for
the full amount of the expected payouts. Moreover, as with other federal programs,
new laws can be enacted to change the terms of the insurance, making it more or less
generous for its participants.

The Original Program

As its 1935 report to President Roosevelt indicates, the committee charged with devel-
oping Social Security legislation wanted to help all workers prepare for retirement, but
it was particularly concerned about helping retired workers who had low incomes:
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[Tjt should not be overlooked that old-age annuities are designed to pre-
vent destitution and dependency. Destitution and dependency are enor-
mously expensive, not only in the initial cost of necessary assistance but
in the disastrous psychological effect of relicf upon the recipients, which,
in turn, breeds more dependency.'

The design of the Social Security system involves a trade-off between ensuring
a sufficient level of benefits to even the poorest recipients (the “adequacy” objective)
and distributing benefits so that workers who have paid more taxes for Social Security
receive more benefits (the “equity” objective). The progressive benefit structure of
the program, described below, reflects the attempt to balance those two objectives.
Although the specific formulas for calculating benefits have changed since Social
Security began, retired workers with a history of low wages have always received a
higher percentage of their preretirement eamings in monthly benefits than other retired
workers do. Nonetheless, workers who earned higher wages receive a higher level of
monthly benefits.?

Social Security’s main revenue source has always been a payroll tax imposed on
workers and their employers. Benefits are calculated according to the earnings on
which the tax was paid, even though the revenues from taxing a particular worker’s
eamings are not set aside to pay for that worker’s future benefits.

One purpose of using payroll taxes rather than income taxes or other sources of
revenue was so that elderly beneficiaries would feel they had earned their benefits,
whether or not they had really done so. The program’s developers were eager that
Social Security not be seen as a welfare program but rather as “a self-respecting
method through which workers make their own provision for old age.” Moreover,
President Roosevelt believed that such an approach would help ensure that future
policymakers would not be able to repeal the program.' Undoubtedly, the perception
that beneficiaries were simply getting back what they had paid in—even though most

1. Project on the Federal Social Role, The Report of the Committee on Economic Security of 1935, 50th Anniversary
Edition (Washington, D.C.: National Conference on Social Welfare, 1985), p. 53.

2. Even though the formula for calculating monthly benefits is progressive (in that it favors retired workers with low
lifetime earnings), some people have questioned whether the overall benefit structure of Socjal Security is pro-
gressive. They point out that men with low lifetime earnings have shorter life spans, on average, than other men.
Other people, however, observe that Social Security also provides benefits to the survivars of deceased workers
and to disabled workers; both of those features contribute to the program’s progressivity.

3, Project on the Federal Social Role, The Report of the Committee on Economic Security, p. 53.

4. “We put those payroll contributions there 5o as to give the contributors a legal, moral, and political right to collect
their pensions. . . . With those taxes in there, no damn politician can ever scrap my social security program.”
President Roosevelt, quoted on the Social Security Administration’s “History Page,” at www.ssa.gov/history/
quotes.html.
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retired workers have received much more in benefits than they have paid in Social
Security taxes—has been a deterrent to changing the program.

Later Developments

Later legislation greatly expanded the scope and complexity of Social Security, as new
purposes were added to the original ones.

® Jegislation enacted in 1939—before the program had paid any monthly
benefits—added payments for spouses of retired workers and for survivors
of deceased workers. Those provisions changed Social Security from a
strictly worker-based retirement program to one in which workers’ families
could also receive benefits.®

Legislation enacted in 1956 created the Disability Insurance (DI) part of the
program, explicitly adding a new purpose to Social Security: providing
insurance for earnings lost because of disability.

Legislation enacted in 1972 required Social Security to automatically adjust
benefits each year for inflation. The creation of automatic cost-of-living
adjustments (COLAs) explicitly moved Social Security into the business of
providing annuities that are fully indexed for inflation. Previously, each
across-the-board increase in benefits had required an act of Congress.

Not all amendments to the Social Security Act have expanded the program.
Many of the changes made since the mid-1970s were designed to slow the growth of
benefits, as policymakers responded to perceived short-term and long-term financial
problems with Social Security.

e Amendments enacted in 1977 revised the indexing provisions established in
1972 to make them less sensitive to inflation. The procedure used to deter-
mine initial benefits was separated (“decoupled”) from the procedure used
to adjust benefits later for inflation. Each worker’s earnings history, which
is used to determine his or her initial benefit, is indexed to reflect the
growth in average wages throughout the economy; later adjustments to that
benefit are based on changes in consumer prices rather than in average
wages. In addition, the 1977 amendments increased revenues by raising the

Otherch included eliminating a provision in the 1935 law for lump-sum payments (of 3.5 percent of workers’
accumulated wages) for workers who were ineligible for benefits at age 65 or who died before then, establishing
a minimum benefit, and providing a lump-sum death benefit of six times the deceased worker's monthly benefit
if the worker left no survivors eligible for monthly survivor benefits.




43

16 SOCIAL SECURITY: A PRIMER September 2001

amount of a worker's earnings that is subject to the payroll tax, indexing
that amount to growth in average wages, and increasing the tax rate.®

® Amendments in 1980 and 1981 further reduced projected spending for So-
cial Security. The 1980 amendments were designed to limit the growth in
the cost of the DI program. The Omaibus Budget Reconciliation Act of
1981 cut benefits further, largely by eliminating benefits for postsecondary
students.

® The Social Security Amendments of 1983 made some of the most signifi-
cant changes in the program’s history.” Those changes came in response to
projections that the Social Security trust funds would soon be exhausted and
that the program faced a large, long-term deficit. Spending was cut in the
short run by delaying a scheduled COLA for six months. The biggest re-
duction in long-run costs came from gradually raising the age at which re-
tired workers could receive full benefits from 65 to 67 (for workers born in
1960 or later). In addition, lawmakers increased Social Security revenues
by moving up the dates on which scheduled increases in the payroll tax
were to take effect, making some Social Security benefits subject to income
taxes, and including new federal workers and all employees of nonprofit
organizations in the program.

Related Federal Programs

Three separate government programs are closely related to Social Security in their
objectives and in the populations they serve. Each one was established by amending
the Social Security Act.

Supplemental Security Income. Under the Supplemental Security Income (SSI)
program, enacted in 1972, the federal government provides monthly cash payments to
low-income people who are 65 or older or disabled. SSI replaced previous state-
administered programs that had been jointly funded by the federal government and the
states with a single program that uses uniform, nationwide rules for eligibility. Be-
cause SSI is a means-tested program, people must have income and asscts below
specified amounts to be eligible for benefits. (The eligibility criteria based on disabil-
ity are similar to those used to determine eligibility for DI benefits.) The maximum

6. For more details of the 1977 amendments, as well as cach of the other major changes in the Social Security
progsam, see Geoffrey Kollmann, Social Security: Sumnary of Major Changes in the Cash Benefits Program,CRS
Report for Congress RL30565 (Congressional Research Service, May 18, 2000).

7. For more-detailed information about the 1983 legislation, see John A. Svahn and Mary Ross, “Social Security
Amendments of 1983: Legislative History and Summary of Provisions,” Social Security Bulletin, vol. 46, no. 7
(July 1983), pp. 3-48.
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SSI benefit in 2001 for an individual with no other income is $531 a month; for a
couple, it is $796 a month.? This year, the federal government will spend nearly $30
billion on SSI, the Congressional Budget Office estimates.

People who receive Social Security benefits and who have assets below the
specified level ($2,000 for an individual or $3,000 for a couple) can also receive SSI
benefits. However, any unearned income of more than $20 a month that they receive
(including Social Security) reduces their SSI benefit by an equal amount.

In effect, SSI serves as a backstop to Social Security to ensure that elderly and
disabled people have a minimum level of income if they do not qualify for Social
Security or if their Social Security benefits are very low. At the end of 2000, about 60
percent of the 1.3 million elderly recipients of SSI and 30 percent of the 5.3 million
disabled recipients were also receiving Social Security benefits.’

The links between SSI and Social Security are important to consider when
examining the potential effects of changing the Social Security program. If Social
Security benefits were reduced, some of the government’s savings would be offset by
increased spending for SSI. Likewise, if Social Security’s minimum benefit was
increased, some of the additional cost would be offset by lower spending for SSI.

Medicare. The second-largest entitlement program after Social Security, Medicare
provides health insurance coverage to elderly or disabled people. Most Medicare
beneficiaries also receive Social Security. Medicare, which was enacted in 1965,
comprises two programs—Hospital Insurance (HI) and Supplementary Medical Insur-
ance (SMI). The HI program pays for inpatient care in hospitals, some stays in skilled
nursing facilities, some home health care, and hospice services. The SMI program
pays for services from physicians, medical suppliers, and outpatient care facilities as
well as for some home health care.

This year, Medicare will spend about $240 billion on health care for 40 million
beneficiaries, CBO estimates. The HI part of the program is financed largely by a
payroll tax levied on workers and their employers. The SMI part of the program is
financed in two ways: roughly one-quarter of its funding comes from monthly premi-
ums paid by enrollees, and the rest comes from the government’s general revenues. In
all, beneficiaries pay for less than 15 percent of current Medicare outlays.

8. Inaddition, most states provide supplemental payments. The history of the SS1 program and its current operations
are described in Social Security Administration, The Supplemental Security Income Program at the Millennium
(November 2000), available at www.ssa.gov/policy/programs/SSU/millennium/index.html

9.  Social Security Administration, S§/ Annual Report, 2000 (May 2001), Table 7, available at www.ssa.gov/statistics/
ssi_annual_stat/2000/table7.html.
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Medicaid. The Medicaid program, also enacted in 1965, is a joint federal/state pro-
gram that provides medical assistance to many of the nation’s poor people. Payments
for long-term care (mainly for the elderly and disabled) account for about one-third of
total Medicaid spending. The federal government and the states pay for the program
jointly, with the federal government’s share ranging from 50 percent to 83 percent
(depending on a state’s per capita income). Federal spending for Medicaid will total
about $130 billion this year, CBO estimates.

How Social Security Works

The Social Security program will pay monthly benefits to about 45 million people this
year—more than 28 million retired workers, 5 million disabled workers, and 12 mil-
lion family members of retired, disabled, or deceased workers. In general, workers are
eligible for retirement benefits if they are at least age 62 and have had sufficient earn-
ings on which they paid Social Security taxes in at least 10 years."* Workers whose
employment has been limited because of a physical or mental disability can become
eligible at an earlier age with a shorter employment history. Various rules apply to
family members of retired, disabled, or deceased workers."!

Although Social Security is often characterized as a retirement program, only
about 63 percent of its beneficiaries receive their payments as retired workers (see
Figure 3). As of last year, 15 percent of beneficiaries were survivors of deceased
workers. Most of those survivors were widows—either widows age 60 or older (who
composed about 10 percent of all beneficiaries) or younger widows who were caring
for a minor child or who were disabled.

The Disability Insurance program is an important but often overlooked part of
Soctal Security. Workers under age 65 who had qualified for DI accounted for 11
percent of the people receiving Social Security benefits at the end of 2000; members
of their families accounted for another 4 percent. Those percentages actually under-
state the role of Disability Insurance because DI recipients move into the retired-
worker category when they reach the normal retirement age. (Although many of them
would have qualified for retirement benefits at age 62 anyway, the amount they re~
ceived by having their benefits calculated as disabled workers is typicaily much higher

10. Most workers need to eam 40 credits (known as quarters) to be cligible for reti benefits. Workers caneam
up to four credits each year on the basis of the amount they eamed in employment coversd by Social Security. In
2001, one credit is eamed for each $830 in wages. Thus. a worker eamning at least $3,320 this year will receive
four credits. The amount of earnings required for a credit is indexed to average eamings for the tabor force as a
whole.

11. For more detailed information about determining eligibility and benefit amounts, see the Social Security
Administration’s Web site (www.ssa.gov). Users can estimate their own future benefits at that site as well,
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than it would have been if they had received benefits as retired workers.) More than
10 percent of the people who began receiving Social Security retirement benefits in
1999 had been getting DI benefits. Likewise, survivors of deceased DI beneficiaries
are not counted in the DI category.

Rules for Determining Retirement and Disability Benefits

Benefits for retired or disabled workers are based on those workers’ past taxable
earnings, expressed as an average level of earnings over their working lifetime (their
average indexed monthly earnings, or AIME). For retired workers, the AIME is now
based on the highest 35 years of earnings on which they paid Social Security taxes (up
to the taxable maximum), with some adjustments. Earnings before age 60 are indexed
to compensate both for past inflation and for real (after-inflation) growth in wages.

Figure 3.
Distribution of Social Security Beneficiaries, by Type of Benefit Received,
December 2000
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SOURCE: Social Security Administration, Annuel/ Statistical Supplement, 2001 (draft), Table 5.A1 (avail-
able at www.ssa.gov/statistics/Supplement/2001/index htm).
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(When benefits are calculated for disabled workers and for the survivors of deceased
workers, the AIME can be based on a shorter period. Moreover, DI benefits are not
subject to any reduction for beginning to receive them before the age at which a re-
tired worker is eligible for full benefits.)

Benefit Formula. The Social Security Administration (SSA) applies a progressive
formula to a worker’s average indexed monthly earnings to calculate his or her pri-
mary insurance amount (PIA). The PIA is the monthly amount payable to a worker
who begins receiving Social Security retirement benefits at the age at which he or she
is eligible for full benefits or payable to a disabled worker who has never received a
retirement benefit reduced for age. (The age of eligibility is discussed in the next sec-
tion.)

The formula is designed to ensure that initial Social Security benefits replace a
larger proportion of preretirement earnings for people with low average eamnings than
for those with higher earnings. For workers who turn 62 this year, the formula is:

PIA = (90 percent of the first $561 of the AIME) + (32 percent of the AIME
between $561 and $3,381) + (15 percent of the AIME over $3,381)

Those thresholds at which the percentage of the AIME replaced by the PIA changes
are known as “bend points” (see the top panel of Figure 4). They change along with
changes in the average annual earnings for the labor force as a whole. Consequently,
as wages rise over time, initial benefits increase at a similar pace.

Workers who are 62 now, who had average earnings throughout their career,
and who wait to retire until they reach the age at which they will be eligible for full
benefits (65 and four months for this group) will receive a monthly benefit of about
$1,150. That payment will replace about 41 percent of their earnings in the year
before they retired. If, instead, they retire this year soon after their 62nd birthday, they
will be eligible for a permanently reduced benefit of almost $900 a month. That
amount will replace about 35 percent of their pretax earnings last year.'? (Most benefi-
ciaries’ after-tax replacement rates are higher than their pretax replacement rates.)

The replacement rate is inversely related to past earnings (see the bottom panel
of Figure 4). For example, workers who earned half of the average wage each year are
eligible for a monthly benefit at age 62 of $575, replacing about 45 percent of their
past earnings (compared with 35 percent for workers with average eamnings). By
working longer and waiting to claim benefits, those workers would receive higher

12. Their average indexed monthly earnings would be about $2,540, or about $30,500 per year. Applying the formula
for workers tuming 62 this year, their PIA would be $1,150, or about $13,800 per year. If they stopped working
and began receiving benefits shortly after their 62nd birthday, that amount would be permanently reduced by about
22 percent. (All of those amounts are in 2001 dollars.)
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Figure 4.
The Extent to Which Social Security Replaces Workers’
Preretirement Earnings
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annual benefits (replacing a higher percentage of their earnings), but the progressive
pattern shown in Figure 4 would not change.

The Social Security Administration makes various adjustments to the PIA, such
as reductions for early retirement and credits for later retirement. In addition, at the
end of each year, SSA adjusts benefits by the amount of any increase in the consumer
price index (CPI). For example, the 3.5 percent cost-of-living adjustment that took
effect in December 2000 reflected the increase in the CPI for urban wage eamers and
clerical workers that occurred between the third quarter of 1999 and the third quarter
of 2000.

Because of Social Security’s indexing rules, the payments received by newly
eligible beneficiaries reflect both increases in prices and real growth in earnings
throughout the economy during the years that those beneficiaries worked." Later
increases in their payments—through annual COLAs—reflect only increases in prices
after the beneficiaries became eligible for benefits. Thus, as long as real wages con-
tinue to rise, new beneficiaries will receive more than older beneficiaries, on average.

Another method for calculating benefits, known as the “special minimum PIA,”
is used to help people who worked for many years but had low earnings. Essentially,
that alternative calculation is based on the number of years worked rather than on the
amount eamned. The few people who receive benefits based on that calculation—
150,000 beneficiaries at the end of 1999-—are chiefly retired female workers. Their
average benefit was less than $600 per month in 1999, or about $100 more than the
maximum SSI benefit for eligible individuals at that time. Initial benefits based on the
special minimum method are indexed to prices rather than to wages, so even fewer
new Social Security recipients will gain from having their benefits calculated that way
in the future.'

Early Retirement. Under current law, the age at which a worker becomes eligible for
full Social Security retirement benefits—the normal retirement age (NRA)—depends
on the worker’s year of birth. For people born before 1938, the NRA is 65. For
slightly younger workers, it increases by two months per birth year, reaching 66 for
people born in 1943. The NRA remains at 66 for workers born between 1944 and
1954 and then begins to increase in two-month increments again, reaching 67 for
workers born in 1960 or later. For workers whose 62nd birthday falls this year, the
NRA is 65 years and four months.

13. Specifically, eamings before the year that the worker turned 60 are indexed toreflect the growth inaverage eamings
between the years in which the wages were eamed and the year that the worker turned 60. Later earnings are not
indexed. Benefits are indexed to the CPI for years after the worker turned 62 (regardless of when the worker begins
receiving bencfits).

14. Craig A. Feinstein, Projected Demise of the Special Minimum PIA, Actuarial Note No. 143 (Social Security Ad-
rministration, Office of the Chief Actuary, October 2000), available at www.ssa.gov/OACT/NOTES/note 143.html.
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Workers can begin receiving permanently reduced monthly retirement benefits
as early as age 62."% People who start collecting retirement benefits at age 62 this year
will incur a permanent 22 percent reduction in their monthly benefits. As the normal
retirement age rises to 67 for future groups of workers, that maximum reduction will
also increase. (Once the NRA is 67, the permanent reduction will be 30 percent.)
Similarly, workers who delay collecting benefits beyond their normal retirement age
receive a delayed-retirement credit to compensate them for the reduction in the length
of time they will receive benefits.'®

The size of the early-retirement reduction for workers is intended to be “actu-
arially fair"—in the sense that the total value of the reduced monthly benefits that an
average worker could expect to receive between age 62 and death is similar to the total
value of the full monthly benefits that the worker could expect to receive over that
time by waiting until he or she was eligible for full benefits. For example, a single
male worker who retired this year at age 62 and expected to live about 18 more years
(to age 80) would be almost equally well off receiving reduced benefits of $780 per
month for 18 years or unreduced benefits of $1,000 per month for 14 years and eight
months (starting at his full-benefit age of 65 years and four months)."’

Because a typical 62-year-old woman could expect to live longer than 18 years,
she would theoretically accrue greater total benefits by waiting until normal retirement
age to begin collecting them. But many women might not incur the full reduction for
early-retirement benefits because they can switch from receiving reduced retired-
worker benefits to full survivor benefits upon the death of their husband. If a widow
is at least the normal retirement age when her husband dies, she becomes eligible for
a full survivor benefit (equal to his benefit) if that benefit is higher than the one she
had been receiving on the basis of her own earnings record.

The size of the early-retirement reduction may encourage some workers to
collect early benefits and may discourage others. For example, workers who believe
that their life span will be well short of the average might see the reduction as a good
deal and apply for benefits at age 62. Conversely, workers who expect to live into

1S. The characteristics, circumstances, and financial resources of men and women who received reduced benefits in
the early 1990s are examined in Congressional Budget Office, Raising the Earliest Eligibility Age for Social
Security Benefits, CBO Paper (January 1999).

16. Starting with beneficiaries bom in 1943, each year delayed beyond the normal retirement age (which will be 66
for that group) will add 8 percent to their retired-worker benefits. The delayed-reti credit for work
reaching the normal retirement age this year is 6 percent.

17. If he began collecting retirement beuefits as soon as he was eligible and lived to age 80, the worker would receive
216 monthly payments of $780 (adjusted for inflation), for a total of about $168,500. By waiting until his normal
retirement age, he would receive 176 monthly payments of $1,000, for a total of $176,000. Although he would
receive more money in total by waiting, he would not have access to that money until later. What economists call
the present value of the two of future hly would be equivalent if the worker considered $1

received now to be worth about the same as §1 03(adjustedformﬂauon)recewedoneyearlater
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their 80s might regard the reduction as unacceptably high and wait until later to re-
ceive benefits.

More than two-thirds of the workers who began receiving Social Security retire-
ment benefits in the past decade implicitly decided that the reduction in their monthly
check was a price worth paying to start collecting benefits before age 65. The major-
ity of those early recipients began collecting benefits at age 62.'®

Earnings Test. A complicated set of rules requires that Social Security benefits be
reduced if recipients earn more than a certain exempt amount. Those rules, known as
the retirement earnings test, apply to wages but not to income from dividends, pen-
sions, or interest. This year, the benefits of Social Security recipients who have not
yet reached normal retirement age will be reduced by $1 for each $2 they earn above
$10,680. That earnings threshold automatically rises each year to match the increase
in a national index of average wages.

Workers whose benefits are reduced because of the retirement earnings test will
receive higher monthly benefits later—about 7 percent or 8 percent higher for each
year in which their benefits are entirely withheld because of the earnings test. In many
cases, the increase in benefits will be even more than 8 percent because the additional
eamings can raise the earnings base from which benefits are calculated. In short,
although the retirement earnings test is often portrayed as a tax on work, it is more
accurately described as a means of deferring benefits until workers no longer have
substantial eamings. .

Until last year, a separate earnings test applied to workers ages 65 through 69.
The Senior Citizens Freedom to Work Act of 2000 repealed that earnings test for
beneficiaries at or above the NRA, but it left in place the test for younger beneficia-
ries. As the NRA rises to 67 over the next two decades, the size of the group subject
to the remaining earnings test will expand greatly.

Rules for Determining Family Benefits

More than one-quarter of Social Security beneficiaries receive payments as the spouse,
child, or survivor of a worker. The rules for determining their benefits are important
in the context of reforming Social Security, both because so many people receive
those benefits and because several reform proposals address specific concerns raised
about those benefits, such as the treatment of one-earner versus two-earner coupies.

18. Social Security Administration, Annual Statistical Supplement, 2000, p. 240. In 1999, 1.1 million of the 1.5
million people who SSA determined were entitled to new retirement benefits were ages 62 through 64. About
850,000 of those people were 62-year-olds. (Those estimates exclude the 200,000 Disability Insurance benefi-
cigries who automatically became retired-worker beneficiaries when they reached 65.)
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The benefits that a spouse, child, or survivor of a worker receives are based on
the worker’s PIA. The rules determining eligibility and benefit amounts are compli-
cated, particularly in situations in which the family members are also eligible for
benefits on the basis of their own work history or in which benefits are reduced be-
cause of the age of the beneficiary. The key concepts are outlined below.'

An eligible wife or husband of a retired or disabled worker can receive a spousal
benefit equal to 50 percent of the spouse’s PIA. To be eligible, the wife or husband of
the worker must be at least age 62 or caring for an eligible child. A widow or wid-
ower can receive 100 percent of the amount to which the deceased worker would have
been entitled. Minor children can also receive benefits. However, the total amount of
benefits that a family can receive on the basis of a worker’s earnings record is limited
by a family cap (which is generally between 150 percent and 188 percent of the
worker’s PIA).

Special eligibility rules apply to former spouses. In general, if their marriage
lasted at least 10 years, ex-husbands and ex-wives are entitled to the same benefiis
based on their former spouse’s earnings as they would be if they had remained mar-
ried. Otherwise, they are ineligible for family-based benefits.?

The rules governing cases in which a person is eligible for benefits as a retired
or disabled worker and as the spouse or widow of a worker are especially important
because an increasing percentage of wives have worked long enough to qualify for
benefits based on their own careers. The general rule is that someone eligible for two
benefits receives the higher one, not both.

For example, suppose a husband and wife are the same age, both work until they
become eligible for full retirement benefits, the husband is eligible for a monthly
benefit of $1,000, and the wife is eligible for a retirement benefit of only $300. In that
situation, because the wife’s benefit as a spouse ($500 a month) is higher than her
benefit as a retired worker, she will receive the spousal benefit. Likewise, if she
outlives her husband, she will receive a survivor benefit of $1,000 per month (adjusted
for inflation).?! If, instead, the wife’s earnings history is the same as her husband’s,
she will receive her benefit as a retired worker.

19. The Social Security Administration’s Web site (www.ssa.gov) coniains several publications that provide more-
detailed information about each type of benefit. A particularly useful one is Understanding the Benefits (February
2001).

20. Benefits received by a divorced spouse do not reduce the amount payable to a current spouse or other family
members.

21. Strictly speaking, as the Social Security Administration records the benefits, she will receive her own benefit as
a retired worker plus the difference between that amount and the benefit to which she would be entitled as a spouse
or widow.
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Financing and the Trust Funds

The Social Security program has two sources of dedicated tax revenues. The main
one is a 12.4 percent tax on earnings, split evenly between workers and their employ-
ers. The second, much smaller source is income taxes on some people’s Social Secu-
rity benefits.

Only earnings up to a maximum annual amount are subject to the Social Secu-
rity payroll tax. That amount, the taxable earnings base, is adjusted each year for
changes in average camings in the U.S. economy. This year, the taxable base is
$80,400. Thus, workers earning at least that amount and their employers will each pay
a tax of almost $5,000.

Since 1984, some Social Security recipients have also been required to pay
income taxes on part of their benefits. Beneficiaries pay those taxes only if the sum of
their adjusted gross income, their nontaxable interest income, and one-half of their
Social Security benefits exceeds a fixed threshold. If that total is more than $25,000
for taxpayers filing individually, or $32,000 for taxpayers filing joint returns, up to
half of the benefits are subject to taxation.? Last year, about one-third of Social
Security recipients paid an estimated total of $12 billion in income taxes on their
benefits. That amount represents about 3 percent of total Social Security spending.
The income thresholds for determining whether benefits are subject to taxation are not
indexed for inflation, so a larger share of recipients and benefits will be affected each
year.

All of the revenues from the Social Security payroli tax and part of the revenues
from taxing some Social Security benefits are credited to the trust funds for the Old-
Age and Survivors Insurance and Disability Insurance programs. Social Security
benefits, the program’s administrative costs, and other authorized expenditures are
paid from those funds.

The trust funds serve mainly as accounting mechanisms to track revenues and
spending for Social Security. They also help government officials monitor whether
taxes are producing enough revenues to pay for expected benefits. The two trust funds
are running a combined surplus of more than $150 billion a year. They are projected
to show accumulated balances of more than $1 trillion at the end of 2001 (see the
bottom panel of Figure 5). However (as discussed in the next chapter), the size of

22. Above a second set of thresholds~$34,000 for single returns and $44,000 for joint retums—up to 85 percent of
Social Security benefits are subject to taxation as a result of legislation enacted later, However, the revenues from
that additional tax are credited to Medicare's Hospital Insurance Trust Fund rather than to the Social Security trust
funds.
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Figure 5.
Income, Outlays, and Balances of the Social Security Trust Funds, 2001-2037
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SOURCE: Social Security Administration, The 2007 Annual Report of the Board of Trustess of the Fed-
eral Old-Age and Survivors Insurance and Disability Insurance Trust Funds (March 19, 2001),
Table VI.E8 (intermediate assumptions).
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those trust fund balances does not necessarily bear any relationship to Social Secu-
rity’s obligations to its beneficiaries or the country’s ability to pay for benefits. Al-
though the Social Security Administration keeps track of the amount of payroll taxes
paid by each worker, those amounts do not signify ownership by the worker in the way
that the balance statement for a bank account denotes ownership. Ultimately, the
worker’s eligibility for benefits and the amount that he or she will receive are deter-
mined by Social Security rules set in law.

In 2016, projected outlays for Social Security will begin to exceed the tax reve-
nues earmarked for the program (see the top panel of Figure 5). Once that happens,
the federal government will need to draw on other resources to fund Social Security,
even though the trust funds will continue to be credited with interest on the balances
in the funds. The economic and budgetary effects of having outlays exceed tax reve-
nues are the same with or without trust funds.

The financial structure of the Social Security program has resulted in a redistri-
bution of resources between generations: each generation of workers pays taxes that
are largely used to make payments to the people already eligible for benefits. From
Social Security’s earliest days, a contentious issue was whether the benefits that work-
ers and their families received should be prefunded using the taxes that those workers
paid, rather than the taxes paid by current workers. As the program was enacted in
1935, revenues dedicated to Social Security would have exceeded outlays by enough
to build up very large surpluses. In effect, those excess revenues would have helped
fund, in advance, the benefits that the same workers would receive later. Opponents
of prefunding argued that such an arrangement would result either in pressure to in-
crease spending or in federal government ownership of private assets. Later expan-
sions to the program, along with postponement of increases in the payroll tax rate that
were originally scheduled to occur during the 1940s, essentially moved Social Secu-
tity to a pay-as-you-go basis.”

That pay-as-you-go structure has worked, although with many changes in taxes
and benefits along the way. But it has worked largely because the labor force has
grown rapidly during much of the program’s history. That situation is about to
change, as the number of Social Security beneficiaries begins to increase much faster
than the number of workers.

23. Thedebate over the extent to which workers should pay for their own benefitsis discussed in Project on the Federal
Social Role, The Report of the Committee on Economic Security; and in Herman B, Leonard, Checks Unbalanced:
The Quiet Side of Public Spending (New York: Basic Books, 1986), Chapter 2.
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Chapter Three
The Challenges of an
Aging Population

ocial Security may well be the nation’s most popular government program. It is

widely credited with raising the living standards of the elderly and with provid-

ing valuable insurance to workers and their families to cushion the economic
losses associated with disability and death.

Why would anyone want to change such a popular program? Different people
have different reasons, but most of those reasons relate to one fundamental fact: the
age composition of the U.S. population is about to change in ways that will make it
harder to continue Social Security as the program operates today. This chapter looks
at the demographic patterns that are generating the much-anticipated graying of the
U.S. population and the implications of those patterns for Social Security.

The Demographic Outlook

Social Security’s rules for eligibility and benefits, together with favorable demograph-
ics, have kept spending for the program stable in recent years, with total outlays grow-
ing at about the same rate as the economy. But that relationship will change once the
number of beneficiaries begins to increase much faster than the number of workers.

Since 1985, spending for Social Security has accounted for 4.1 percent to 4.6
percent of the nation’s gross domestic product (GDP). The Social Security Adminis-
tration projects that if the laws governing the program do not change, Social Security
outlays will remain in that range from now until the first wave of baby boomers be-
comes eligible for retirement benefits (see the bottom panel of Figure 6). After that,
from 2010 to 2030, projected outlays will climb to 6.5 percent of GDP.! Social

An increase of that size would not be unprecedented. Expansions in Social Security benefits ard other changes
to the program described in Chapter 2, together with increases in the proportion of adults age 65 and over, have
already caused substantial growth in Social Security spending as a percentage of gross domestic product. Spending
on Social Security did not reach 1 percent of GDP until 1955; after that, it rose to 2.5 percent in the following 10
years and then nearly doubled (t0 4.9 percent) by 1983.
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Figure 6.
The Outlook for Social Security Demographics and Spending, 2001-2075

Number of Social Security Beneficiaries per 100 Covered Workers
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SOURCE: Social Security Administration, The 2001 Annual Report of the Board of Trustess of the Fad-
eral Oid-Age and Survivors insurance and Disability Insurance Trust Funds (March 19, 2001),
Tables IV.B2 and VI.E5 (intermediate assumprions).
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Security’s share of GDP will then increase at a much slower pace—to 6.7 percent in
2075.

The source of the projected increase in Social Security spending is the demo-
graphic outlook. Since the mid-1970s, the United States has had roughly one Social
Security beneficiary for every three workers paying payroll taxes. That ratio is pro-
jected to rise to nearly one beneficiary for every two workers by 2030 with the retire-
ment of most baby boomers. After that, the combination of a low birth rate and longer
life expectancy will keep raising the ratio. Given the government’s commitments to
provide Social Security benefits under current law, those increases in the ratio of
beneficiaries to workers translate directly into increases in spending as a percentage of
GDP.

Three facts are key to understanding why the number of Social Security benefi-
ciaries will rise at a faster rate than the number of workers over the next 30 years.
First, the inflow of newly eligible beneficiaries will soon include the huge baby-boom
generation born between 1946 and 1964. At the peak of that postwar period, births
exceeded 4 million per year—a level not reached again until those babies grew up and
had children of their own (see Figure 7).

Figure 7.
Births in the United States, 1909-2075
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SOURCE: Congressional Budget Office based on data from the Social Security Administration (intermedi-
ate assumptions) and from Bureau of the Census, Historical Statistics of the United States:
Colonial Times to 1970, Part 1(1975), p. 49.
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The oldest baby boomers (those born in 1946) will turn 65 in 2011. For nearly
two decades thereafter, the number of people reaching 65 will surge (see the top panel
of Figure 8). That rush will be in stark contrast to the slow inflow in recent years,
which reflects the low number of births during the Depression of the 1930s.2

Second, life spans are expected to continue to lengthen. In 1940 (the first year
that Social Security paid monthly benefits), the average 65-year-old man was expected
to live another 12.7 years, and the average woman aunother 14.7 years. Social Secu-
rity’s actuaries estimate that today the life expectancy of 65-year-olds is 16.3 years for
men and 19.6 years for women (see the middle panel of Figure 8).> The actuaries
predict that life spans will continue to increase throughout their 75-year projection
period. Some analysts argue that people will live even longer during that period than
the actuaries are projecting.

Thus, even after all of the baby boomers have retired, the number of beneficia-
ries per worker will increase simply because the number of years in which Social
Security recipients are collecting benefits will rise. That pattern could be altered,
however, if people worked to a later age and delayed applying for benefits. That fact
is important because there is considerable uncertainty about whether people in the
future will work to later ages (see Box 3).

Third, the number of workers is likely to grow at a much slower rate both be-
cause of the exit of the baby boomers from the labor force and because of the small
size of the cohorts that immediately follow them (see the bottom panel of Figure 8).
Unless immigrants add to the population at a much greater pace than SSA projects (net
immigration of just under 1 million per year), the size of the adult population under
age 65 will not rise very much. During most of the second half of the 20th century,
women moved into the paid labor force in large numbers, which helped maintain a
high ratio of workers to beneficiaries. Most observers believe that further increases of
that size are unlikely to occur. Without a large rise in the percentage of people work-
ing, slow growth in the size of the population translates directly into slow growth in
the size of the labor force.

2. Of course, the number of people turning 65 reflects more than simply the number of births 65 years earlier. Itis
also affected by immigration to and emigration from the United States and deaths before age 65.

3. Those estimates are “cohort life expectancies,” meaning that they represent the average number of years of life
remaining if a group of people at that age were to experience the mortality rates for the series of years in which they
reach each succeeding age. For example, the estimated life expectancy for a 65-year-old man in 2001 reflects,
among other things, projected reductions in the mortality rates of 75-year-old men 10 years from now. (The more
commonly reported “period life expectancies™ represent the average number of years of life remaining at a given
age for a given year if a group at that age were to experience the mortality rates for that year over the remaining
course of their lives. Period life expectancies are generally lower than cohort life expectancies.)
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Figure 8.

Key Demographic Indicators for Social Security, 1940-2075
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SOURCE: Congrassional Budget Office based on data from the Social Security Administration (intermedi-

ate assumptions) and from Sacial Security Administration, The 2001 Annual Report of the
Board of Trustees of the Federal Old-Age and Survivors Insurance and Disability Insurance
Trust Funds (March 18, 2001), Table V.A4 (intermediate assumptions).

a. The cohort life expectancy for a given year represents the average number of years of iife remaining if
a group of people at that age were 1o experience the mortality rates for the series of years in which they

reach each succeeding year.
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Box 3.
Will Workers in the Future Retire Later?

Lengthy periods of postemployment leisure for men are a relatively recent phenome-
non. A century ago, men generally worked as long as they were healthy enough to do
so. Even as late as 1950, nearly half of U.S. men age 65 or older were still in the
labor force, compared with just one in six today (see the figure below). The labor
force participation rates of older men have been near the current level since the mid-
1980s. The story is more complicated for women because of their rapid movement
into the paid labor force. As more women developed careers during the past half
century, their participation rates at all ages increased. But, like men, their participa-
tion drops sharply well before age 65.

Labor Force Participation Rates of Men and Women,
by Age Group, 1948-2000
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The Outlook for Incomes

Most proposals for reforming Social Security are intended to help prepare for future
challenges rather than immediate ones; thus, projections of people’s future incomes
are important. Such projections are inherently imprecise. Even so, two outcomes
seem clear. First, future workers and Social Security beneficiaries are likely to have
higher earnings and standards of living, on average, than their predecessors did. Sec-

77-406 D-01--3
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Box 3.
Continued

It is not clear whether the recent stability in labor force participation rates of
older men represents a temporary pause in the long-term downward trend—perhaps
resulting from the exceptionally strong labor market of recent years—or whether
people’s attitudes toward work and retirement are beginning to change.

Researchers have linked the long-term decline in men’s retirement ages to the
growth in the nation’s overall affluence, which is expected to continue.' Social Secu-
rity, pensions, and private savings have enabled workers to look forward to a time
when they could afford to live without working and without being financially depend-
ent on their children. Whole industries have developed to cater to the needs and
desires of retired people.

Other researchers argue that the downward trend in retirement ages has ended
and that, in the future, more workers may well decide to retire later.? They argue that
increases in life expectancy, the elimination of mandatory retirement, and the growth
of less physically demanding jobs may cause more workers to want to maintain some
attachment to the labor force later in life. Moreover, the fact that people at or above
the normal retirement age no longer have their Social Security benefits reduced for
eaming outside income, and the decline in employers’ use of defined-benefit pension
plans, could make working longer a more attractive option.

1. See, for example, Dora L. Costa, The Evolution of Retirement (Chicago: University of Chicago
Press, 1998).

2. See, for example, Joseph F. Quinn, “Has the Early Retirement Trend Reversed?” (paper presented at
the first joint confi of the Reti R h Consortia, Washington, D.C., May 20-21,
1999); and Eugene Steuverle and Adam Carasso, A Prediction: Older individuals Will Work More in
the Futre, Straight Talk on Social Security and Retirement Policy, No. 32 (Washington, D.C.:
Utban Institute, March 30, 2001).

ond, not all groups of elderly people in the future will share equally in the overall
increases irr living standards.

Higher Productivity Results in Higher Average Income

How rapidly will average income rise? The answer depends largely on the future
growth in labor productivity—that is, the growth in the amount of goods and services
produced by the average worker. Economists generally believe that, over the long run,
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Figure 9.
Labor Productivity in the Nonfarm Business Sector, 1951-2000
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SOURCES: Congressional Budget Office; Department of Labor, Bureau of Labor Statistics.

increases in labor compensation (wages and benefits) tend to track increases in pro-
ductivity. During the past 50 years, output per hour worked in the nonfarm business
sector rose by about 2 percent a year, though with considerable variation from one
year (o the next (sce Figure 9). Average wages grew at a lower rate, as some of the
increases in compensation went to pay for higher health inrsurance costs and other non-
wage employment costs.

Wages. In the fall of 2000, the Congressional Budget Office projected that labor
productivity would rise by more than 2 percent per year over the next three decades.}
At that rate, output per worker in 2030 would be nearly double what it is today.

The Social Security trustees use less optimistic assumptions about the growth of
productivity and wages than CBO does, but they still project large increases over the
next several decades. Under their intermediate assumptions, productivity would rise
by about 1.5 percent per year, and average earnings adjusted for inflation would rise

4, See Congressional Budget Office, The Long-Term Budget Outlook (October 2000).
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by 1.0 percent per year. Thus, average annual earnings in 2030 would be about
$45,000 (in inflation-adjusted dollars), compared with about $34,000 today.’

Even under those less optimistic projections, workers in 2030 would eamn
enough to pay much higher Social Security taxes and still be better off than today’s
workers. For example, the trustees project that under current law, Social Security
spending will exceed revenues in 2030 by 4.2 percent of taxable payroll (or 1.6 per-
cent of GDP). Suppose that workers in 2030 were required to have their earnings
reduced by an additional 4.2 percent in order to close that gap. Workers earning about
$45,000 would need to pay an extra $1,900 in taxes. That would still leave their
wages well above the $34,000 earned by today’s average worker.

Whether future voters would be willing to accept higher taxes is unknowable.
For the past three decades, federal taxes have remained relatively stable, at between
17.2 percent and 20.6 percent of GDP. During that period, average family income
rose by more than 40 percent. This year, with federal taxes as a share of GDP at the
high end of that range (20.6 percent) and a large budget surplus, the Congress and the
President enacted a tax cut.

Retirement Income. In 1999, people age 65 or older received almost 40 percent of
their cash income from Social Security (see Figure 10). Wages, pensions, and income
from assets accounted for most of the rest, in about equal shares. Reliance on Social
Security was especially high among elderly people with relatively low cash income.
In recent years, elderly families who had at least one member collecting Social Secu-
rity benefits and who were in the lowest one-fifth of the income distribution received
almost 90 percent of their income from Social Security, compared with only 25 per-
cent for elderly families in the highest one-fifth of the income distribution.

How much better off will future Social Security beneficiaries be? As with the
future course of wages, the answer depends in part on productivity. If workers con-
tinue to produce increasing amounts of goods and services, wages should continue to
rise. Increases in wages should, in turn, result in higher Social Security benefits and
pensions for those workers when they retire.

Under current law, Social Security benefits are directly related to a worker’s
earnings history. Because the age at which full benefits are paid is set ==increase,
average benefits will not grow as much as earnings while that change is phased in.
Thus, Social Security will not provide the same fraction of preretirement income to
future retired workers as to current beneficiaries unless future retirees work longer.

5. Social Security Administration, The 2001 Annual Report of the Board of Trustees of the Federal Old-Age and
Survivors Insurance and Disability Insurance Trust Funds (March 19, 2001), pp. 83 and 155.

6.  The measure of income used here includes cash income received by the individual and his or her family. It does
not include capital gains or noncash benefits (such as the value of health care covered by Medicare).
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Figure 10.
Sources of Family Income for People Age 65 or Older, 1999
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SOURCE: Sodial Security Administration, Annual Statistical Supplement, 2000, Chant 3.

a. Includes private pensions and annuities, govemment-employes pansions, Railroad Retirement bena-
fits, and payments from individual retirement accounts, Keogh plans, and 401(k) plans.

Nonetheless, a worker who steadily earns the average wage and retires in 2030 at age
65 is projected to be eligible for a Social Security benefit of about $16,000 per year
(in 2001 dollars)—25 percent more than a comparable worker retiring at age 65 today
will receive.

Income from pensions and other retirement plans will probably also be higher,
both because of the projected higher eamings of future retired workers and because
many of those retirees will have worked in jobs that provided retirement benefits,
especially tax-deferred defined-contribution plans.”

Another major source of income for retired workers is their assets, which pro-
duce income in the form of interest, dividends, rents, and so forth. Most elderly peo-

7. For dsta on trends in retirement plens and other benefits, see Dallas Salisbury, EBRI R k Highligh
Retirement and Health Data, Issue Brief 229 (Washington, D.C.: Employee Benefit Research lnsumle. lanuary
2001).
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ple have some financial assets, such as bank accounts and money market funds.® As
workers’ earnings increase in the future, their assets are likely to grow as well. How-
ever, many policymakers are concemed that today’s workers are not saving enough.
That is a complicated issue because there is no objective basis for determining how
much workers should save. The answer depends to a large extent on when they plan
to retire and what standard of living they wish to have in retirement.’

Some Elderly People Might Not Share in the Income Gains

The decline in the poverty rate of the elderly population during the past half century
has been a remarkable development. As late as 1967, 30 percent of people age 65 or
older had income below the poverty line—triple the rate for adults under 65 (see
Figure 11). In recent years, the poverty rate among the elderly has been about 10
percent, virtually the same as for younger adults and well below the rate for children.'®

By some measures, the percentage of people living in poverty is much lower
among the elderly than among other adults. The official measure of income used by
the Census Bureau does not include capital gains and noncash benefits (such as health
insurance subsidized by an employer or the government). Likewise, it does not reflect
the value of owning a home. However, the bureau does provide alternative measures
of poverty that take such factors into account. Because most elderly people are en-
rolled in Medicare and are more likely than younger aduits to own a home, those
alternative measures reduce the estimated poverty rate of the elderly by more than that
of other adults. For example, using the bureau’s most inclusive measure of income,
the poverty rate for people age 65 or older would have been 5.2 percent in 1999 rather
than 9.7 percent. By comparison, the poverty rate for people ages 45 to 64 would

8.  According to data from the 1998 Survey of Consumer Finances, 96 percent of families headed by someone ages
65 to 74, and 92 percent of families headed by someone age 75 or older, owned at least one financial asset. Half
of the asset-holdets in the 65-74 age group had holdings of at least $46,000. Half of the asset-holders in the older
group had holdings of at least $37,000. See Arthur B. Kennickell, Martha Starr-McCluer, and Brian J. Suretre,
“Recent Changesin U.S. Family Finances: Resulis from the 1998 Survey of Consumer Finances,” Federal Reserve
Bulletin, vol. 86, no. 1 (January 2000), pp. 1-29.

9. For a discussion of how much workers would need to save for their retirement and a presentation of recent
empirical findings, see Olivia S. Mitchell, P. Brett Hammond, and Anna M. Rappapont, eds., Forecasting
Retirement Needs and Retirement Wealth (Philadelphia: Pension R h Council, Wharton School, University
of Pennsylvania, 2000).

10. Each year, the Burean of the Census estimates the number of people who live in families whose cash income is
below an income cutoff, known as a poverty threshold. The threshold varies according to such factors as family
size, number of minor children, and age of the householder and is adjusted each year for inflation. The poverty
threshold for an elderly individual in 1999 was about $8,000; for an elderly couple, it was about $10,000. Those
thresholds are roughly 10 percent tower than the ones for nonelderly adults. The most recent estimates are reported
in Bureau of the Census, Poverty in the United States: 1999 (Septerber 2000).
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Figure 11.
Poverty Rates for Different Age Groups, 1966-1999
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SOURCE: Congressional Budget Office based on Bureau of the Census, Poverty in the United States:
1999 (September 2000}, Table B-2.

have been 5.5 percent using that measure, and the rate for people ages 25 to 44 would
have been 6.7 percent."!

Social Security clearly played a major role in the decline of the poverty rate
among elderly people (although exactly how big a role is uncertain). For example,
from 1970 to 1972, their poverty rate declined by 6 percentage points, from 24.6
percent to 18.6 percent. That drop coincided with three increases in Social Security
benefits that together raised the average payment by about 35 percent (adjusted for
inflation).

Some observers fear that continued prosperity over the next several decades
might not reduce the poverty rate of the elderly. Of particular concern is the economic
outlook for elderly women who never married or who were divorced after marriages
lasting less than 10 years. The Social Security Administration projects that in 2030,
nearly 8 percent of women age 65 or older will have never married and 15 percent will
have divorced and not remarried—almost double the percentages of last year (see Fig-
ure 12). Obviously, specific projections are very uncertain, but the pattern of lower

11. Ibid., pp. 28-29.
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Figure 12.
Marital Status of the Female Population Age 65 or Older, 2000 and 2030
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SOURCE: Congressional Budget Office based on data from the Social Security Administration (intermedi-
ate assumptions).

marriage rates and higher divorce rates among baby boomers—compared with rates
among previous generations—seems unmistakable.

Less clear is how well those women will fare. Many of the never-married
women will have pursued careers and, when they retire, will become eligible for
Social Security benefits on the basis of a full earnings history. But others will have
spent part of their lives rearing children by themselves and either not working outside
the home or not eaming very much. In recent years, about one-third of single women
have had at least one child by the time they reach their early 40s.'> Those women are
ineligible for Social Security benefits based on a husband’s earnings unless they later
marry. And unless those women develop substantial earnings histories, many of them
are likely to have low incomes when they reach their 60s.

The Budgetary and Economic Perspective

Once the baby-boom generation retires, the amount of money that the federal govern-
ment will spend on Social Security and other programs for the elderly will grow sub-
stantially (barring changes to those programs). SSA projects that under current law,

12.  Amara Bachu and Martin O'Connell, Fertility of American Women, Current Population Report P20-526 (Bureau
of the Census, September 2000), p. 6. Among all never-married women ages 21 to 44, the share with one or more
children ranges from 9 percent of women with at least a bachelor’s degree to 66 percent of women without a high
schoo! diploma.
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spending on Social Security will rise from 4.2 percent of GDP this year to 6.5 percent
by 2030—equivalent to an increase of about $240 billion in today’s economy.
Moreover, spending on federal health care programs for the elderly and disabled will
probably rise at an even faster rate because of increases in the cost per beneficiary. In
all, spending for Social Security, Medicare, and Medicaid is projected to grow from
less than 8 percent of GDP this year to roughly 15 percent by 20301

The resources needed to finance the government’s obligations under those
programs—and, in turn, the goods and services that those benefits will pay for—are
drawn from the overall economy when the payments are made. In other words, in
2030 (as in any year), pledges to the elderly as well as other federal priorities—such
as national defense, aid to state and local education agencies, public heaith services,
and transportation projects—will require the government to draw on economic re-
sources available at that time.

One way to prepare for the demographic pressures expected later in this century
would be to take actions that increase the size of the economy (as discussed in Chap-
ter 4). Another approach would be to curtail the growth of benefits for the elderly. If
those benefits are to be curtailed, however, it would be useful to announce the changes
well in advance so that people who will be affected can alter their plans accordingly.
In particular, they might try to save more money or retire later.

In addition, Social Security planners may want to pay special attention to how
proposals to slow the growth of benefits would affect people with a history of low
earnings, especially people who are not eligible for a spousal benefit because they
never married or their marriage did not last for 10 years. Several proposals have tried
to address the needs of such beneficiaries by expanding or replacing the minimum-
benefit provisions in the current Social Security law. Another approach would be to
help those people through the Supplemental Security Income program.

The Social Security Trust Fund Perspective

The Social Security trustees project that spending for the program will begin to exceed
dedicated tax revenues in 2016 and that the Social Security trust funds will be de-

13. According to the intermediate assumptions in the trustees’ 2001 report, Social Security spending will increase by
2.35 percent of GDP between now and 2030. The Congressional Budget Office forecasts that GDP will total about
$10.3 trillion in 2001.

14. Congressional Budget Office, The Long-Term Budget Outlook.
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pleted in 2038. Those events could easily occur sooner or later, depending on a host
of economic and demographic variables that are difficult to predict accurately.”

The perspective of trust fund accounting provides, at best, only a partial view of
the challenges posed by the aging of the population. Whether a program receives
earmarked revenues and is accounted for through a government trust fund or relies on
annual appropriations does not alter the fact that whatever resources the federal gov-
ernment is required to spend it must acquire through taxes, borrowing, sales of assets,
or some combination of those actions. Ultimately, the government’s ability to meet
future commitments—whether Social Security benefits or some other payments—
depends on the total financial resources of the economy and the willingness of citizens
to fund those programs, not on the balances attributed to the trust funds. :

Some approaches that would strengthen the government’s ability to meet future
commitments would contribute little to making the Social Security trust funds solvent.
For example, approaches that would promote productivity would most likely increase
real wages. But under the benefit formula established by the 1977 amendments,
higher wages would eventually translate into higher Social Security benefits (although
with a substantial lag).

Likewise, some approaches for making the Social Security trust funds solvent
would, by themselves, do nothing to reduce the program’s obligations or increase the
nation’s economic capacity to meet those obligations. For example, the Congress
could pass a law transferring enough funds from the federal government’s general
fund to the Social Security trust funds to ensure that those funds always showed a
positive balance. That would fix the solvency problem on paper. But such accounting
devices—moving money from one part of the budget to another—would not directly
affect either the size of the economy or the government’s obligations to the elderly.

15. Because the Social Security Act states that benefits are anty payable from the trust funds, it is not clear how
would be distributed to beneficiaries after those funds were depleted. The trustees project that at that

point, tax revenues dedicated to the Social Security program would be sufficient to pay only about 73 percent of
projected benefits.
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Chapter Four

Strategies for Preparing
for an Aging Population

ny strategy to prepare the United States for an aging population must deal with
Aa key fact: the goods and services that retirees consume in the future will have

to be produced at that time by the U.S. economy or imported from abroad.
From that perspective, what matters is not the financial structure of the Social Security
program but the capacity of the economy. Various options for reform will have differ-
ent effects on the economy and on the division of resources between the elderly and
other people. To the extent that those options boost the future size of the economy
and increase the nation’s accumulation of assets, they can lessen the burden on future
workers of making payments to the elderly.

How can the federal government expand the economy? Possible ways include
running budget surpluses or promoting private saving, which can provide more funds
for investment in business equipment, structures, and other types of capital; changing
tax and regulatory policies to make the economy more efficient or give people greater
incentives to work or improve their skills; and increasing government spending on
programs that are geared toward investment rather than current consumption. In
addition, changing some of the rules of the Social Security program could promote
economic growth. In most cases, increasing the size of the economy requires policy
actions that cause people to consume less or work more. Thus, policymakers should
weigh the benefits of a larger economy in the future against the costs of those policy
actions today.

This chapter looks at three strategies that have been at the heart of the public
debate about preparing for the nation's future needs. Those strategies are saving
budget surpluses and using them to pay down federal debt, using the surpluses to
create private retirement accounts, and changiag the rules of the current Social Secu-
rity program. Those options are not mutually exciusive; they could be combined in
any number of ways.
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Preserving Budget Surpluses

With the federal government running a budget surplus each year, many people argue
that those surpluses should be saved and used to pay down federal debt. Federal debt
held by the public has already declined in recent years——from about 50 percent of the
nation’s gross domestic product in 1995 to about 35 percent last year (see Figure 13).!
Continuing to pay down that debt could provide economic and budgetary benefits. By
expanding the nation’s saving, that policy could boost the stock of private capital and
increase the size of GDP. As aresult, future workers might be better prepared to bear
the burden of making payments to an aging population. In addition, lower levels of
debt would reduce the government’s interest payments on the debt, which could give
future policymakers more flexibility for dealing with unexpected developments.

. The Mechanics of Federal Budget Surpluses

Whenever the federal government’s total yearly spending exceeds its total yearly
revenues, the government runs a budget deficit. If the Treasury does not finance that
deficit by drawing down its holdings of cash, gold, or other assets, the government has
to borrow funds from the public by selling Treasury securities (bonds, notes, and
bills). That additional borrowing increases the government’s debt held by the public.

The situation is not unlike what happens when a family borrows on a credit
card. The balance on the card is a debt, which carries finance or interest charges as
long as the debt is outstanding. The family can reduce its debt by paying off more
than it spends (including finance charges) each month.

Since 1998, the government has been running budget surpluses and repaying
debt. Looking forward, the Congressional Budget Office projects that if current poli-
cies do not change, budget surpluses will grow and, over the coming decade, provide
enough money to pay off all of the publicly held debt available for redemption by
2010.2

CBO does not expect the Treasury to redeem (buy back) all of the outstanding
debt. Many of the outstanding bonds will not mature for many years, and the govern-
ment does not have the right to redeem them before maturity. Thus, the only way it
could pay off those bonds early would be to buy them on the open market. But as the
stock of debt dwindled, debt holders might demand a premium to surmrender their

1. Federal debt held by the public is debtissued by the federal government in the form of Treasury securities and held
by nonfederal investors. In this chapter, “debt” refers to debt held by the public.

2. Congressional Budget Office, The Budger'and Economic Outlook: An Update (August 2001).
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bonds. At some point, that premium could grow so high as to make it impractical to
pay off any more debt. Budget surpluses would then have to be invested in other
assets. CBO calls those assets “uncommitted funds,” reflecting the fact that the Trea-
sury does not now have the legal authority to invest in most types of nonfederal assets,
such as stocks and bonds of private corporations. Under current law, the federal
government would have to hold its uncommitted funds as cash, gold, or deposits at the
Federal Reserve or commercial banks. '

Managing those holdings within the constraints of current law would be difficult
for the federal government; thus, the Treasury would probably seek authority to invest
in other assets, including stocks and debt of U.S. or foreign companies and securities
issued by foreign governments. However, govemnment ownership of private assets
would raise significant questions about the government’s role in the economy (dis-
cussed below). It would also raise questions about how such securities should be
treated in the federal budget (see Box 4).

Figure 13.
Federal Debt Held by the Public as a Percentage of GNP, 1790-2000

Percent
120 3

100 |

i i /] i 1 i 1 1 - |

0
1790 1805 1820 1835 1850 1865 1880 1895 1910 1925 1940 1955 1970 1985 2000

SOURCE: Congressional Budget Office.

NOTE: This figure compares debt with gross national product (GNP) rather than the more famifiar gross
domestic product (GDP) because GNP is the measure used in the historical data. GNP measures
the total income of all U.S. residents (including net payments for capital and labor incoma eamed
in other countries). GDP measures the income produced on U.S. soil. The difference between
the two was about $12 billion in 2000.
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Box 4. ’
The Budgetary Treatment of Governmen
Purchases of Private Securities

Several recent proposals envision having the government invest in private securities,
such as corporate stocks and bonds. The possibility of such purchases raises the
question of how they would be treated in the federal budget, which operates mainly
on a cash basis.

The Office of Management and Budget’s Circular A-11 on budget preparation
says that purchases of private securities should be recorded as outlays when they are
made and as offsets to outlays (offsetting receipts) when the securities are sold.
Interest and dividend payments are also supposed to be classified as offsetting re-
ceipts. Under that treatment, the budget would not distinguish between using $10
million to buy private securities and spending the same amount to buy office supplies
or a building. Indeed, Circular A-11 direcgs that all federal purchases of assets,
whether financial or physical, receive the same treatment and be shown as outlays.
That approach is consistent with the practice of recording most government transac-
tions on a cash basis.

Some people suggest, however, that the purchase of private securities should be
treated differently because the securities would be bought as a means of financing
future government obligations and would not constitute a use of budgetary resources.
In their view, securities transactions between the government and the public, if they
are carried out at fair market prices, should leave the budget balance (surplus or defi-
cit) unaffected. That is how the budget treats the issuance of Treasury securities
when the government borrows from the public.

Under that altemative treatment, purchases of securities would be reported as an
increase in the government’s assets, which would be exactly offset by a reduction in
another asset (cash) or an increase in a liability (Treasury debt). Similarly, sales of
securities would leave the budget balance unaffected because the reduced value of
one asset held by the government (securities) would be exactly offset by an increase

The Economic Effects of Saving Surpluses

Using budget surpluses to pay down debt would probably raise national saving and
expand the pool of funds available for investing at home and abroad. Over time, the
U.S. capital stock could grow larger, and the nation could accumulate more net assets
in other countries. As investment in businesses’ structures and equipment increased,
workers would become more productive, real wages would rise, and the United States
could produce more goods and services. In addition, the income from the extra net
foreign assets could supplement the income produced domestically. In October 2000,
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Box 4.
Continued

in another asset (cash). Investing in private securities is risky, however, and changes
in the market prices of securities would result in gains and losses to the government.
Under this alternative budgetary accounting, those gains and losses would be reported
as positive or negative outlays in each reporting period. That way, such purchases
would be treated like transactions of the financing accounts for credit programs,
profits from the government’s sale of its gold reserves, or seigniorage on the coins
that the government issues.’

Proposals for private retirement accounts also envision having people invest in
private securities, such as stocks and bonds.? If all of the benefits and risks of private
accounts accrued to the individual owners, those accounts would be private and out-
side the federal budget. However, the federal governmeat (and thus taxpayers) would
retain a large interest in the accounts if people’s annual Social Security benefits were
reduced dollar for dolar by the amount of annual income they received from their
account. In that case, many account holders would receive no net gain from having
such a private account; in effect, they would merely be acting as investing agents for
the federal government. Because the federal government would have a substantial
interest in the holdings of the private accounts, those accounts might appropriately be
treated as governmental rather than private, withi cash flows to and from them in-
cluded in the federal budget.

'

1. Seigniorage is the profit that the government makes from putting new curvency in circulation. It
results when the face value of the cutrency is greater than the cost of producing it. Seigniorage
and the other items listed above are not recorded in the budget (in other words, they do not con-
tribute to deficits or surpluses). However, they are regarded as “means of financing” because they

i or d the that the government needs to borrow.
2. See Congressional Budger Office, The Budgetary Treatment of Personal Retirement Accounts,
CBO Paper (March 2000).

CBO estimated that real income per person could be about 10 percent higher in 2040
if the off-budget surpluses projected through 2010 were saved rather than used for
more government spending that consumed goods and services (see Figure 14).%

National saving would not rise dollar for dollar with an increase in federal
budget surpluses because private savers would probably reduce their saving. There

3. That estimate is based on CBQO’s midrange assumptions for population, productivity, and medical costs. For
details, see Congressional Budget Office, The Long-Term Budget QOutlook (October 2000).
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are three reasons for such a response. First, higher budget surpluses would lower

interest

rates, which would reduce people’s incentive to save. Second, budget sur-

pluses arise because the government is collecting more income from households than
it is spending; as a result, households have less after-tax disposable income than they
would otherwise, which reduces both their current consumption and their personal

saving.

Third, higher budget surpluses imply lower tax liabilities in the future, which

Figure 14. A
Real Income per Person Under Different Assumptions About Saving Surpluses
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NOTES: Al! of these projections use midrange long-term assumptions that are explained in Congressional

Budget Office, The Long-Temm Budget Outlook (October 2000).

Off-budget surpluses consist of the surpluses of the Social Security trust funds and the Postal
Service. Under the “save off-budget surpluses” assumption, on-budget surpluses in 2000 through
2010 are zero, and off-budget surpluses match CBO's 10-year baseline for the off-budget ac-
counts published in July 2000. Although CBO published a new 10-year baseline in August 2001,
its projection of the off-budget surplus did not change by much.

Under the "save no surpluses” assumption, the total surplus in each year from 2000 through 2010
is zero {an on-budget dsficit offsets the off-budget surplus). Revising the assumptions to refiect
CBO's 10-year baseline projections published in August 2001 would not significantly affect pro-
jections of debt under this assumption about surpluses.

Under the “save total surpluses” assumption, total surpluses {both on- and off-budget) in 2000
through 2010 match CBO's 10-year baseline for the total surplus published in July 2000. Using
CBO’s August 2001 baselina would increase the projected level of fedoral debt and reduce the
gap between the projected levels of real income per person under the “save total surpluses” and
“save off-budget surpluses” assumptions.
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lessens people’s incentive to save to pay future tax bills.* Despite those consider-
ations, it is unlikely thdt the decrease in private saving would completely offset the
increase in budget surpluses.

Government Accumulation of Assets

One of the potential problems with saving surpluses is that the government could
accumulate a large amount of assets and possibly own a significant number of shares
in private companies. Although asset accumulation can increase the funds available
for capital investment and boost economic growth, it would be unprecedented for the
federal government to hold a large quantity of private assets. The possibility of such
holdings raises broad philosophical questions (would it be appropriate for the govern-
ment to own shares in and possibly control private companies?) as well as economic
questions (could the government’s involvement distort market signals and corporate
decisionmaking?).’

Answers to those questions would depend on how the investments were chosen,
the portfolio managed, and the asset-purchase program overseen. Economic theory
and the experience of other governments provide some insights. In principle, the
government could reduce the impact of its investments on the economy by investing in
index funds, maintaining a passive stance, and Istting private shareholders determine
corporate behavior. In addition, the investments could be managed by a board that
was subject to strict rules. According to economic theory, if financial markets were
efficient and government investments in any particular stock were not too large, the
government would not significantly affect the prices of stocks selected for its portfolio
or alter the allocation of capital among firms.

- . However, financial markets may not behave exactly as economic models pre-
dict, and putting a company’s stock in the government’s portfolio might influence
stock prices and capital flows. For example, the price of a stock often rises when the
stock is listed in the Standard & Poor’s (S&P) 500 index.® A similar situation might
occur when the government put a company on its list of stocks to buy.

4. Robert J. Barro, “Are Government Bonds Net Wealth?” Journal of Political Economy, vol. 82, no. 6 (December
1994), pp. 1095-1117. For an evaluation, see Douglas W. Elmendorf and N. Gregory Mankiw, “Government
Debt,” in John B. Taylor and Michael Woodford, eds., Handbook of Macroec ics, vol. 1C (A d
Eisevier Science, 1999).

§.  For views on those topics, see the of Alan G pan, Chairman, Board of Governors of the Federal
Resecve System, before the Senate Budget Committee, January 25, 2001, and the statement of David M. Walker,
Comptroller General of the United States. before the Senate Budget Committee, published as General Accounting
Office, Long-Term Budget Issues: Moving from Balancing the Budger to Balancing Fiscal Risk, GAO-01-385T
(February 6, 2001).

6.  Statement of Kevin Hasset, Resident Scholar, American Enterprise Institute, before the House Ways and Means
Committee, February 13, 2001.
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Table 2. .
Asset Holdings of Retirement Funds for State and Local
Government Employees (In billions of dollars)
Type of Asset 1996 1997 1998 1999 2000
Corporate Stocks 829 1,085 1,234 1,343 1,352
Corporate and Foreign Bonds 211 245 280 310 322
U.S. Govemment Securities
Treasury 204 217 218 211 206
Agency 105 123 142 165 198
Municipat Securities 1 2 3 3 2
Open-Market Paper 28 29 38 40 46
Mortgages 17 18 24 22 22
Checkable Deposits and Currency 8 5 10 9 9
Time and Savings Deposits 2 2 2 2 1
Security Repurchase Agreements 728 29 38 40 46
Miscellaneous Assets _63 _64 66 81 85
Total 1,495 1,817 2,054 2,227 2,288

SOURCE: Congressional Budget Office based on data from Federal Reserve, Flow of Funds Accounts of

the United States (June 8, 2001).

NOTE: The numbers in this table represent asset holdings at the end of the year.

Many state pension funds.invest in stocks and bonds. Those funds held almost
$1.7 trillion in corporate stocks and bonds in the fourth quarter of 2000 (see Table 2).
The states have a mixed track record in insulating their investment decisions from
politics: in some cases, investment policies bent to political pressure, and the perfor-
mance of the portfolios suffered.” However, the overall returns on investments in state
and local pension funds are similar to those on investments in private funds (adjusted
for differences in the size and composition of the portfolios), which suggests that

7. Olivia Mitchell and Ping-Lung Hsin, “Public Pension Governance and Performance,” in Salvador Valdés-Prieto,
ed., The Economics of Pensions: Principles, Policies, and International Experience (Cambridge: Cambridge
University Press, 1997); Alicie Munnell, “The Pitfalls of Social Investing by Public Pension Plans,” New England
E ic Review (September/October 1983), pp. 20-37; John Nofsinger, *“Why Targeted Investing Does Not Make
Sense,” Financial Management, voi. 27, 10. 3 (Autumn 1998), pp. 87-96; and Roberta Romano, “Public Pension
Fund Activism in Corporate Governance Reconsidered,” Columbia Law Review, vol. 93, no. 4 (May 1993), pp.

795-853.
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political influence may not have greatly interfered with the pursuit of market returns
for many state funds.?

Some countries have also built up large holdings of government-owned private
assets.’ Norway, for example, has accumulated net assets (primarily foreign stocks
and bonds) totaling almost half of its GDP. It reduces political interference by having
the country’s central bank manage those investments. However, its decision to invest
mainly in foreign securities limits its potential scope for distorting the activities of its
private sector. Moreover, Norway is a relatively small country whose actions would
not be expected to affect world financial markets to any appreciable extent.

The U.S. government has been successful in managing the Thrift Savings Plan
(TSP), which invests in stock and bond markets through broad-based indexes and pays
retirement benefits to federal workers through a system of individual accounts. A
crucial feature of the TSP is that its assets are owned by federal workers, not the
government. The board that oversees the program has a fiduciary responsibility to
manage those assets for the sole benefit of the owners of the individual accounts.!®

If lawmakers decided that the federal government should not invest in private
assets, they would need to cut taxes or increase spending at some point to eliminate
budget surpluses. Making those changes smoothly over time would be desirable be-
cause sudden shifts in policy run the risk of causjng economic disruptions.

Economic Efficiency

Saving surpluses and accumulating nonfederal assets would have an uncertain effect
on the efficiency of the U.S. economy. If surpluses were not saved and current spend-
ing pelicies did not change, future taxpayers could face much higher tax rates to cover
the growing costs of Social Security, Medicare, Medicaid, and interest on the federal
debt. Thus, saving surpluses could help reduce the pressure to raise future taxes and
possibly avoid large variations in marginal tax rates over time. (A marginal tax rate is
the rate that applies to an additional dollar of taxable income.) Rising marginal tax

8.  Alicia Munnell and Annika Sunden, “In Practices of State and Local Pension Funds: Implications for
Social Security Reform™ (paper presented at the Pension R h Council conf at the Wharton School,
University of Pennsylvania, April 26-27, 1999).

9.  General Accounting Office, Budget Surpluses: Experiences of Other Nations and Implications for the United
States, GAO/AIMD-00-23 (November 2, 1999).

10. Under cenain circumstances, the Secretary of the Treasury is authorized to reduce the holdings of the TSP fund.
For instance, when negotiations to increase the legal limit on federal debt deadlocked in 1995, Treasury Secretary
Robert Rubin sold holdings of the TSP's Go Securities In Fund to create room under the debt
limit and ensure that the govemment would be able to meet its November 15 quarterly payment to bondholders.
Those holdings were later replenished in full with interest, as required by law.
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Box 5.
The Impact on Financial Markets of
Paying Down Federal Debt

Many private investors hold government debt (Treasury securities) in their portfotios
because it provides a relatively safe return and is highly liquid (that is, can be easily
bought and sold). If govemment debt were nearly paid off, investors would have to
adjust their portfolios, and investment firms would have to change some of their
procedures for assessing the prices of assets.

Investors would probably be able to find other assets that were relatively safe,
and U.S. financial markets would most likely create new financial instruments to
satisfy investors” demands. But those other assets might not be as liquid as Treasury
sccuritics are today, In addition, investors would have to hold asscts that were proba-
bly not as safe as government debt. Nevertheless, because the cost of guaranteeing
government debt is ultimately bome by taxpayers, higher risks to investors might be
largely offset in the long run by lower risks to taxpayers. The effects on economic
efficiency would most likely be small.

The Federal Reserve uses Treasury securities to carry out some of its important
functions, such as buying and selling securities on the open market in order to infly-
ence the economy. Nevertheless, it would still be able to perform open-market opera-
tions if federal debt was not available. Open-market operations can be carried out
using any liquid asset. However, the Federal Reserve would have to work out a num-
ber of practical problems, and policymakers might have to change the Federal Re-
serve’s charter to allow it to use other assets.

rates can be particularly harmful to economic efficiency because they reduce people’s
incentives to work and save, and the resulting losses in efficiency tend to increase by
much more than the tax rate does.!! Paying down debt lessens the pressure to raise tax
rates in the future by reducing interest payments on the debt. (Slowing the growth rate
of federal spending could have similar effects.)

However, government investments in private assets could interfere with the
efficient operation of the nation’s capital markets. The size of that interference is
difficult to gauge for reasons discussed earlier. Some people also argue that if inves-
tors were not able to buy Treasury securities, efficiency in capital markets could saf-
fer, but it is doubtful that such a change would have much effect (see Box 5).

11. Those losses increase by roughly the square of the tax rate. Fora nontechnical discussion of this issue, see Harvey
Rosen, Public Finance, 5th ed. (Homewood, B Richard D. Irwis, 1999).
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Creating Private Retirement Accounts

A second strategy that might help the nation prepare for an aging population is to use
budget sarpluses to pay for the creation of private retirement accounts. During the
previous Congress, lawmakers introduced a host of proposals for such accounts (for a
list of those proposals, see Appendix B). Although the proposals differed in signifi-
cant ways, they shared a common feature: the income that would be available from an
account at someone’s retirement would depend on the contributions made to the ac-
count and the rate of seturn on the account’s assets during the person’s working life.
In addition, most proposals would let workers invest part of their accounts in corpo-
rate stocks (see Box 6 for a discussion of the economic effects of such investments).

Private accounts have drawn widespread interest for several reasons:

® They would give workers some freedom and responsibility for choosing
investments and planning their retirement;

® They could expand people’s access to financial markets and improve theit
understanding of the value of saving;

® They might help protect budget surpluses from being used for increased
government spending or for tax cuts; and

® They could be used to shift control of those surpluses from the government
to the private sector and thus avoid the potential drawbacks of having the
government own private assets.

Some analysts also argue that private accounts offer the opportunity for higher ratés of
return than the traditional Social Security system does, but that argument can be mis-
leading (see Box 7).

Proposals for private accounts can help prepare the nation for an aging popula-
tion only to the extent that they increase national saving. However, private accounts
are not necessary, or by themselves sufficient, to boost national saving. As discussed
in the previous section, the government might be able to increase such saving by pre-
serving budgel surpluses and paying down federal debt. However, national saving
would not rise if the government simply financed the creation of private accounts by
borrowing. In that case, every dollar saved in a private account would be offset by a
dollar borrowed by the government.

In setting up a system of private accounts, policymakers would also bave to
confront various questions. Would participation be mandatory or voluntary? Would
people be given a limited choice of assets (as in the government’s Thrift Savings Plan
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Box 6.
The Risks and Returas of Stocks

Stock investments are a common feature of many proposals for Social Security.
Those proposals range. from ones that would create private retirement accounts to
ones that would invest part of the Social Security trust funds in the stock market (see
Appendix A for more details).

The interest in stocks is not surprising, Stocks have historically yielded a higher
rate of retum than fixed-income securities, such as Treasury bonds. From 1926
through 2000, for example, the real rate of return on large-company stocks averaged
about 7 percentage points more than the real rate of return on three-month Treasury
bills (see the table at right).!

However, stock investments also carry correspondingly higher risks, and the rates
of return on those investments vary greatly. Accordmg to historical data, investors
face about a 25 percent chance of realizing lower returns from holding a portfolio of
stocks in the Standard & Poor’s 500 index for 10 years than from holding 10-year
govemment notes for the same length of time.? Moreover, for several years in a row,
a stock portfolio could lose money relative to a bond portfolio.

Analyses that focus only on the avetage return on stocks and ignore the risk can
be misleading. If financial markets are efficient, the higher returns on stocks should
exactly compensate investors for the added risk.* Although investing in the stock
market would improve the projected balances in the Social Security trust funds or in
private accounts, on average, it would also make those average balances much more
uncertain. Adjusting the projected balances to account for that risk by using the mar-
ket’s assessment (that is, discounting them at a market risk-adjusted rate) would elimi-
nate all of the apparent gains from investing in stocks.

That difference may be smaller in the future. Although the value of the stock market has dropped
over the past yeas, some analysts argue that it is stlll high relative to corporate eamings. Sec Robert
Shiller, Irrational Exub e (Pri n, NJ.: Pri University Press, 2000).

Thomas MaCurdy and John Shoven, “Asset Allocation and Risk Allocation: Can Social Security
Improve Its Future Solvency Problem by Investing in Private Securities?” in John Campbell and
Martin Feldstein, eds., Risk Aspects of Investment-Based Social Security Reform (forthcoming).

Traditional economic models cannot easily explain the high returns on stocks relative to their observ-
able risk, but that situation may have more to do with the shortcomings of economists’ models than
with the possibility that investing in stocks could provide a “free lunch.”
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Annual‘Real Rates of Return on Various Types
of Assets, 1926-2000 (In percent)

Real Rates of Return
in the 87 Percent

,Q:'r;g?e Confidence Interval®
Type of Asset of Retum® LowerBound  Upper Bound
Large-Company Stocks® 77 -11.4 310
Small-Company Stocks* 9.0 -19.3 474
Long-Term Corporate Bonds® 2.5 8.7 12.8
Long-Term Treasury Bonds' 22 -76 13.0
Intermediate-Term Treasury Notes® 22 4.5 9.3
Three-Month Treasury Bills 0.7 -34 5.0

SOURCE: Caiculated by the Congressional Budget Office using data presented in Sfocks,
Bonds, Bills and Inflation® 2000 Yearbook, ©2001 ibbotson Associates, Inc.
(www.ibbotson.com). Based on copyrighted works by Ibbotson and Sinquefield. All
rights reserved. Used with permission.

a. Calculated as a geometric average.

b. The range in which the middle two-thirds of the numbers fall, assuming a normal distribution
of returns.

c. Returns for large-company stocks are calculated from the Standard & Poor's (S&P) 90 index
from 1926 to 1956 and from the S&P 500 index from 1957 to 2000.

d. Returns for small-company stocks are calculated from the smallest one-fifth of stocks by
capitalization on the New York Stock Exchange from 1926 to 1981 and from the Dimensional
Funds Advisors Smali Company Fund from 1982 to 2000.

e. Retumns for long-term corporate bonds are calculated from Salomon Brothers' long-term high-
grade corporate bond index.

f. Long-term Treasury bonds have an average maturity of 20 years.

g. Intermediate-term Treasury notes have a maturity of five years.
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Box 7.
Why Comparing Rates of Return Can Be Misleading

A popular criticism of Social Security and other public pension programs that are funded on a
pay-as-you-go basis is that they produce very low “rates of return” for future beneficiaries. To
be sure, simply comparing the present value of taxes paid into the program with the present
value of average benefits shows that the implied rate of return on the taxes paid is projected to
be low for many workers who will be retiring in the next several decades.’ If those taxes were
instead invested in private accounts, the argument goes, the expected returns would be much
higher,

Those types of “money’s worth” comparisons can be highly misleading, however.? In any
pay-as-you-go program, the first generation of retirees in the system always receives a very high
rate of return, at the expense of later generations, who receive a correspondingly low rate of
return. That result stems from the fact that initial generations receive benefits far greater than
the taxes they paid. Thus, the low rate of return for later generations is not an indication of
inefficiency in the system; it merely reflects a zero-sum transfer among generations. Changes to
the Social Security system can alter the distribution of returns among generations, but they
cannot alter this fundamental arithmetic: raising the returns for current generations of workers
can be done only by lowering the returns for future generations.

Another way to understand this argument is to focus on the fact that taxes paid into Social
Security are not an investment. The implicit return is determined by the program’s rules for
taxes and benefits, not by the return on any real asset. (Investing the trust funds in stocks
would not change that analysis; see Appendix A for details.) As noted above, the low rate of
return expected by some beneficiaries does’not reflect inefficient investment or administration,
just the rules for transfers. Because the apparent rate of return is the result of legislative action,
it conld easily be increased to a level that matched or even exceeded the average retum on
stocks. Doing that, however, would require transferring wealth from later generations.

Rate-of-return comparisons can be misleading for two other reasons. First, some of the
revenues from the Social Security payroll tax are used to finance survivors® and dissbility
insurance. Ignoring the value of that insurance can understate the benefits of the current Social
Security program. Second, some rate-of-return comparisons overlook differences in risk.
Corporate stocks deliver a higher expected return than government bonds, but they also carry
higher risks. On a risk-adjusted basis, investing in government bonds would provide the same
return as investing in corporate stocks. Of course, compared with private accounts, Social
Security benefits may involve greater political risk—that is, the risk that future policymakers
will decide to reduce benefits.

1. “Present value™ converts a stream of future income or payments into ar equivalent lump-sum amount
received or paid today, Of course, some beneficiaries will receive higher returns than others as a result
of their individual circumstances, but an analysis of the net benefits by age group indicates that future
workers are likely to receive much lower retuns from Sccial Security than their parents and grandpar-
ents did. See Dean Leimer, Cokorr Specific Measures of Lifetime Net Social Security Transfers, ORS
Working Paper 59 (Socia! Security Administration, Office of Research and Statistics, February 1994).

2. See John Geanakoplos, Olivia Mitchell, and Stephen P. Zeldes, “Social Security Money’s Worth,” in
Olivia Mitchell, Robert J. Myers, and Howard Young, eds., Prospects for Social Security Reform
(Philadelphia: Pension R h Council and University of Pennsylvania Press, 1999).
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for federal workers) or would they have the freedom to choose from a wide range of
investments (as with individuval retirement accounts, or IRAs)? At retirement, would
people have to convert the assets in their private accounts into an annuity (a series of
regular payments that continues until the person and his or her spouse dies), and if so,
under what conditions? How would the accounts affect people’s exposure to various
sources of risk? Would individuals be guaranteed a minimum benefit if the markets
performed poorly, and if so, who would pay for the guarantee? How much would
administering a system of private accounts cost? How would the accounts be financed
and integrated into the current Social Security program? And how would a system of
private accounts handle nonworking spouses, people with disabilities, low-income
workers, and people with intermittent work histories?

The Basic Structure of a Privatization Plan

Many proposals for private accounts would combine a‘cut in the Social Security bene-
fits specified in current law with the establishment of mandatory private accounts that
were owned and directed by individual workers. Such proposals—often referred to as
privatization—would give workers control over how their money was invested. Most
privatization plans have five elements in common:

® They would provide income at retirement that would depend partly on the
contributions made into an account and the rate of return on the account’s
assets during the person’s working life;

® They would reduce Social Security benefits from the amounts specified
under current law;

"+ ® They would require (or at Jeast give a strong financial incentive for) work-
ers to put a certain percentage of their earnings into individual investment
accounts;

® They would generally allow workers to decide for themselves how to allo-
cate their accounts among the qualified investments available; and

® They would prohibit withdrawals from those accounts until workers reached
acertain age.

The budgetary cost of setting up a system of private accounts would depend on
the details of the proposal, but the amount could be large. For example, creating a
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system of accounts based on 2 percent of workers” earnings could cost about $1 tril-
lion over 10 years."

The Effects on National Saving

Private accounts could increase national saving if they preserved some of the budget
surpluses as private saving. The size of that increase is hard to estimate, however,
because it would depend on the specific details of the proposal and on how the gov-
ernment and the private sector responded. Moreover, raising national saving is not
costless: it requires people to reduce their current consumption (see Box 8).

In analyzing the impact of private accounts on government saving, the major
issue is the extent to which using surpluses for such accounts would prevent
policymakers from using them for some other purpose, such as additional government
spending or tax cuts.

In analyzing the impact oo saving in the private sector, the major issue is how
the accounts would influence people’s decisions about saving. Under many proposals,
the government would offer a tax credit that gave people some or all of the funds they
would need to set up a private account. Because mary low-income people have few
assets, an account would probably represent new savings for them. Indeed, past expe-
rience with 401(k) plans suggests that low-income people increase their saving in
response to tax incentives, although the size of that response is hard to gauge. B Simi-
lar responses might occur under a system of private accounts.

Experience also suggests that most high-income people respond to tax incen-
tives by shifting their assets from other accounts into their 401(k) plan rather than by
increasing their total saving. However, that experience may not be directly applicable
to some proposals for private accounts. Combining a tax credit with a cut in future
Social Security benefits could limit the risk that people would reduce their other sav-
ing dollar for dollar; those who did could have less income in retirement. With that
combination, high-income people might increase their total personal saving, including
saving in the accounts.

Despite those areas of uncertainty, using budget surpluses for private accounts
would probably increase pational saving more than using surpluses for additional

12. That estimated cost excludes any additional interest payments that the government would have to make if it
financed the accounts by increasing federal debt.

13. Fric M. Eagen and William G. Gale, The Effects of $01(k) Plans on Household Wealth: Differences Across
- Earnings Groups, Working Paper No. 8032 (Cambridge, Mass.: National Bureau of Economic Research, December
2000).
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Box 8.
Who Would Bear the Transition Costs
of Privatizing Social Security?

Any proposal to privatize the Social Security program faces a challenge: who would
pay for Social Security benefits during the transition from the current system to the
privatized one? In today’s program, taxes on current workers largely finance Social
Security payments to current beneficiaries; thus, the system’s funding relies on inter-
generational transfers. Under a privatized system, however, intergenerational trans-
fers would be replaced by workers’ financing their own retirement by building up
assets in private accounts. Thus, a transition period would occur during which some
generations of workers might have to make payments not only to their private ac-
counts but also to current beneficiaries.

The added costs to those transitional generations would make them worse off and
cause them to reduce their consumption of goods and services. However, that reduc-
tion in their current consumption would have long-term benefits for the economy: it
would boost national saving, increase the nation’s capital stock, and raise the real
wages of future generations of workers.

The government could spread the transition costs among many generations by
issuing debt that was paid off over a period of time. Such an approach would reduce
the burden on any single generation, but it would not increase the economy as fast as
would a policy that imposed high transition costs early on.

Using federal budget surpluses to fund the creation of private retirement accounts
could produce long-term economic gains if it displaced other, less productive uses of
those surpluses. In that case, current generations would bear a transitional cost in the
sense that they would have to forgo tax cuts or additional spending on government
services.

government spending or tax cuts would. Most types of government spending consume
resources, and many types of tax cuts simply stimulate private consumption.* By
contrast, a substantial portion of the resources transferred to private accounts would
probably be saved, for the reasons discussed above.

14. Tax cuts or government spending may have other economic effects besides their impact on national saving. For
example, cuts in marginal tax rates may increase the abor supply. In addition, some types of government spending
may increase productivity.
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The Effects on the Labor Market

What effects private accounts would have on the labor market is uncertain. Both the
current Social Security system and a private-account system could distort people’s
decisions about work. Comparing the labor-market effects of the two systems would
require examining the specifics of the proposal for private accounts. Without knowing
those specifics, no firm conclusions can be drawn.

On one hand, private accounts could reduce distortions in the labor market and
encourage people to work more because those accounts would tighten the link be-
tween workers’ contributions and their retirement benefits. On the other hand, a
proposal for private accounts might include provisions (such as subsidies for contribu-
tions by low-income workers or guarantees of minimum benefits) that could distort
incentives to work.

If low-income workers received subsidies for their contributions, the subsidies
might encourage some people to join the labor force. However, if those subsidies
were phased out as people’s income rose, they would also impose an implicit tax on
work for people whose income was in the phaseout range (because those people would
receive less subsidy for each additional dollar of income). The size of that implicit tax
would depend on the size of the subsidy and the rate at which it was phased out.
Other labor-market distortions could arise from the fact that subsidies or guarantees of
minimum benefits would have to be paid for in some way. If they were funded
through increases in payroll or income tax rates, they could lessen people’s incentives
to work. :

Administrative Costs

Any pension system costs something to administer. Staff must perform such tasks as
collecting funds, keeping records, managing assets, calculating and paying benefits,
oversecing and enforcing rules, and (in some cases) marketing and selling the plaas.

Some lessons can be learned by looking at the administrative costs of a range of
institutions that offer retirement savings accounts or that manage programs to provide
income in retirement. Those institutions include mutual funds, defined-contribution
pension plans, Social Security, and private-account plans in other countries. The
experience of those institutions suggests that the administrative costs of a system of
private accounts would depend greatly on the structure of the program. Under some
proposals, administrative costs would be modest; but those costs could be high if an
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account system provided many services to investors and gave them a wide choice of
investments."

Of course, administrative costs may pay for services that people value. Some
people may want to choose whether to participate in the program, how much to con-
tribute, the mix of assets in their portfolio, and the frequency with which they adjust
their portfolio. When they are at or near retirement, they may want choices about
whether and when to convert their assets into an annuity and the kinds of annuities to
buy. Restricting the freedom to make financial choices reduces administrative costs,
but it may also reduce the value that people place on their accounts.

Another issue for policymakers to consider is how administrative costs would be
allocated among participants. Two concerns arise. First, if people do not face the
marginal costs of their transactions, they may take actions—such as churning (short-
term buying and selling) of assets in their portfolios—that raise administrative costs.
Second, if some of the fixed administrative costs are not spread among accounts, they
could absorb much of the income of people who have small accounts (because of low
incomes or intermittent work histories).

Risks and Guarantees

All public and private pension systems carry risks. How those risks are distributed
can have significant effects on economic well-being. This section compares two types
of public pension systems—a defined-contribution plan and a defined-benefit plan—to
show how risk might be allocated in a private-account system. Those two public
systems have counterparts in the private sector. Participation in private defined-con- -
tribution plans was about half the level of participation in private defined-benefit plans
in the late 1970s, but the opposite is true today (see Figure 15).

A public defined-contribution plan resembles a 401(k) pian in that a defined
amount of a worker’s salary is-contributed to an account and invested in assets such as
stocks and bonds. At retirement, the worker’s income depends on the size of the
contributions and the rate of return on the assets. In such a system, each individual
bears the risk of certain unexpected changes, such as an increase in life spans (which
creates the need for more money in retirement), a drop in wages, or a decline in the
stock market.

With a public defined-contribution system, variations in the value of stocks can
create large differences in the retirement income of workers who retire in different
years. The riskiness of stock investments can be dramatically reduced by requiring

15. Formoreinformation, see John B. Shoven, ed., Admini. ive Aspects of I Based Social Security Reform
(Chicago: University of Chicago Press, 2000).
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Figure 15.
Number of Active Participants in Private Penslon Plans, 1977-1997
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SOURCE: Dapartment of Labor, Pension and Welfare Benefits Administration, “Abstract of 1997 Fénn
§500 Annual Reponts,” Private Pension Plan Bulletin, no. 10 (Winter 2001), available at
www.dol.gov/doVpwba/public/programs/opr/bulletd7/caver.htm.

that workers invest in a stock market index (such as the S&P 500} composed of many
companies. Even so, the risks cannot be eliminated. For example, workers with
average wages who invested 6 percent of those wages in the S&P 500 index over 40
years and then bought an annuity at retirement would have replaced almost 100 per-
cent of their peak wage if they had retired at age 62 in 1969 (see Figure 16). But if
they had retired just six years later (in 1975)—shortly after the oil price shocks of
1973 and the recession of 1974-1975, which knocked down the stock market—they
would have replaced just 42 percent of their peak wage.'® Those two years present an
extreme example, but they show some of the potential for large year-to-year fluctua-
tions in the income of retired workers who retire at different times. Such an analysis
also shows that those fluctuations could be reduced by requiring people to hold portfo-
lios of both stocks and bonds.

In a public defined-benefit plan (such as Social Security), by contrast, workers’
income in retirement depends on their history of wages and a formula that relates
those wages to benefits. The formula can be set up to redistribute income from people

16. Gary Burtless, Social Security Privatization and Financial Market Risk, Working Paper No. 10 (Washington, D.C.:
Center on Social and Economic Dynamics, February 2000). The repiacement rate for similar workers retiring at
age 62 in 2000 would have been more than 100 percent of their peak wage,
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Figure 16.
How the Year of Retirement Affects Income-Replacement Rates
in a System of Private Accounts Invested in Stocks or Bonds

Replacement Rate (Percent)
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SOURCE: Gary Buntiess, Soclal Security Privatization and Financial Market Risk, Working Paper No. 10
{Washington, D.C.: Center on Social and Economic Dynamics, February 2000).

NOTES: The estimates are based on average male workers who are assumed to work for 40 years and
save 6 percent of their scamings. Dividends and interest are reinvested. On their 62nd birthday,
workers retire and convert their accumulations into a single-life annuity.

. “Replacement rate” is the workers’ initial anmwity divided by their averags real annual eamings
® when they were 54 to 58 years old.

who had high-wages to those who had low wages, providing a type of insurance for
low-income people.

Many of the risks that individuals face in a public defined-contribution system
do not disappear in a defined-benefit system. For example, if people live longer than
expected, public defined-benefit programs may become financially strained, creating
the political risk that policymakers will change the benefit formulas or tax rates. If
average wages grow more slowly, average benefits at retirement will be lower (al-
though a progressive defined-benefit formula will help reduce some of the variation in
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wages among individual workers). In such a program, however, risks can be shifted to
different people and across time, thus providing a form of social insurance."

The risks of any private-account proposal depend on the proposal’s specific
provisions. Many proposals are not for pure defined-contribution plans; instead, they
contain provisions that could pool risks among generations under certain conditions.
For example, many private-account proposals guarantee a minimum level of retire-
ment income; some. may also tax earnings on withdrawals from the accounts. If the
stock market does poorly, a minimum-benefit guarantee can shift the risks onto future
generations. In principle, the government can transform any defined-contribution
system into a defined-benefit system by using a set of guarantees and taxes to pool
risks among generations.

Guarantees can create other problems, however. By insuring people against
losses in their investment portfolio, the government could unintentionally encourage
investors to put money into risky assets. If such gambles were successful, investors
would pocket handsome returns; but if they failed, the losses would be covered by the
government. That type of “moral hazard” is a problem inherent in many insurance
contracts. It can be reduced by restricting people’s choice of assets, but it cannot be
eliminated.

Annuities

Most of the public discussion of private accounts has focused on questions about
contributions, rates of return, and the accumulation of assets in the accounts. Much
less attention has been paid to how people would draw down their accumulated funds
in old age, but that issue is equally important.

Today, most retirees receive a life annuity from Social Security that is indexed
to inflation. If the retiree is married or has dependent children, Social Security also
Pays benefits to his or her survivors. In addition, many people receive annuity pay-
ments from private pensions.

Annuities like Social Security provide insurance against the risk of longevity—
that is, the risk of outliving one's resources. A life annuity protects against longevity
risk by providing a stream of payments for as long as the annuitant (or his or her
spouse if the contract provides survivor benefits) is alive. The insurer (an insurance
company or the government) absorbs the uncertainty about longevity and pools that
uncertainty among many annuitants. Since some annuitants live longer than expected

17. Peter Diamond, “The Economics of Social Security Reform,” in R. Douglas Amold, Michael J. Graetz, and Alicia
H. Munncll, eds., Framing the Social Security Debate: Values, Politics, and Economics (Washington, D.C.
National Academy of Social Insurance, 1998).
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and others die earlier than expected, the insurer can protect each individual against
life-span uncertainty but itself be subject only to uncertainty about the average life
span of the population.

Without access to annuities, people must divide their resources according to
their expectations about how long they will live after retirement. They may find
themselves without enough money if their actual life span exceeds what they had
expected. For example, someone who retires at age 65 with assets of $100,000 and
who expects to live 10 more years may choose to spend those savings in 10 equal
instaliments. But if the retiree lives to age 76, he or she could end up without any
assets.

One key issue for any system of private accounts is how people would be pro-
tected from outliving their resources. Would the system rely on private markets to
provide annuities or would the government carry out that task? If the former, would
people be able o buy annuities at fair prices and would private markets offer the same
level of protection against longevity risk during retirement that Social Security does
now?

Although private insurance companies currently sell life annuities to retirees,
the market is very small. The reasons inclade competition from Social Security
(which provides a similar product), people’s desire to leave assets to heirs, and prob-
lems in the market that raise prices. An analysis by CBO concluded that private annu-
ities are 15 percent to 25 percent more expensive than average mortality rates would
suggest.'® That higher price reflects a combination of overhead costs and the fact that
people who expect to have longer-than-average life spans are more likely than other
people to purchase annuities (a phenomenon known as adverse selection).

-. If a system of private accounts was created and private insurance companies
supplied the annuities, the prices of those annuities would probably fall. The system
would put more people into the annuities market, which could lower both overhead
costs and the share of annuitants with longer-than-average life expectancy. Further-
more, a growing market for annuities could increase the variety of annuity products
and better adjust those products to meet consumers’ demand.

Nonetheless, some factors could hinder the functioning of the private annuities
market: adverse selection, high marketing costs, shortsighted bekavior by consumers,
and the existence of a social safety net. Government oversight of the annuities market
and private retirement accounts could address some of those problems and reduce the
cost of annuities to society. But policymakers would face a trade-off between balanc-
ing the gains from reducing overall costs and the losses from restricting individual
choice.

18, Congressional Budget Office, Social Security Privatizationand the Annuisies Marker, CBO Paper (February 1998).

77-406 D-01--4
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The government could sharply limit adverse selection in the annuities market by
requiring everyone with a private account to convert that account into an annuity at
retirement. Such a requirement would increase the pool of people participating in the
market and reduce the costs of adverse selection. However, it would also reduce peo-
ple’s choices and might not allow many retirees to pass the assets in their account to
their children. (Life annuities end at the death of the owner, unless a joint annuity has
been purchased, in which case it ends at the death of the spouse.)"’

In requiring account holders to buy annuities, policymakers would also have to
confront some difficult questions. Would insurers be forbidden to separate annuitants
into risk classes on the basis of sex, marital status, income, health, and forebears’
longevity? Prohibiting the separation of annuitants into risk classes results in a redis-
tribution of resources among different people. If a low-income retiree with shorter life
expectancy pays the same price for an annuity as a high-income person with above-
average life expectancy, wealth will be redistributed from the low-income person to
the high-income one. If unisex annuities are required, resources will be implicitly
redistributed from men to women (since women live longer, on average, than men).
Both types of redistribution could have substantial effects on the welfare of certain
groups. Those redistributions also occur in the current Social Security system, but
they are masked by the complexity of the system.

Other Considerations

Creating a system of private accounts would require policymakers to address several
other practical issues. First, how would the system handle benefits for nonworking
spouses, people with intermittent work histories, workers with low income, and people
with disabilities? The current Social Security system provides benefits for those
people. Would it continue to do so? If so, how would the provision of such benefits
be integrated into the system of private accounts?

Second, the success of private accounts will depend partly on people’s knowl-
edge about financial markets and the quality of their financial decisions. That is an
important issue because in 1998 (the most recent year for which data are available)
roughly half of all U.S. families did not own stock either directly or indirectly
(through mutual funds, retirement accounts, and other managed assets). Moreover,
large percentages of U.S. families in their prime saving years did not own stock in
1998: 41 percent of families headed by someone ages 45 to 54, and 44 percent of

19. Some countries have addressed that problem by requiring only that people annuitize enough of their accounts to
provide a minimum level of income in retirement. The rest of an account could be used for any other purpose,
including being passed to children as a bequest. In Chile, for example, people are not allowed to withdraw funds
from their account unless they have an annuity that provides income of more than 70 percent of their taxable
eamings over the past 10 years and at least 120 percent of the minimum pension. See Congressional Budget
Office, Social Security Privatization and the A ities Market, p. 31.
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families headed by someone ages 55 to 64 (see Table 3). Of course, that may not be
a permanent state of affairs: stock holdings could become more widespread over time
and people more knowledgeable about financial markets.

In addition, some people may have trouble making wise financial decisions.
Evidence suggests that some people spend their retirement accounts early when they
have the freedom to do so. For example, in 1990, nearly $50 billion in pension assets
were distributed to people before they reached age 59%2, and roughly half of those
distributions were spent rather than rolled over into another gualified account.?' In
addition, some married workers might not pick annuities that provide coverage for
their spouse without government regulations. The General Accounting Office found
that the share of retired married men selecting joint and survivor annuities (which
provide coverage for their spouse) increased by 15 percentage points after passage of
the Retirement Equity Act of 1984, which required workers to get written approval
from their spouse before choosing an annuity that did not provide such coverage.?

Third, policymakers would have to set up a rcgulatory structure to oversee any
system of private accounts. Regulations could be aimed at protecting investors from
fraud and incompetence, ensuring that investment funds had enough capital, and
preventing people from investing in overly risky assets during their working life or
from spending down their assets too fast in rétirement and then relying on public
assistance programs if they ran out of resources, Dealing with that last issue might
require having retirees annuitize part of their wealth so they would not outlive their
TEesources.

The experience of private retirement accounts in the United Kingdom illustrates
some of the potential risks of inadequate oversight and regulation. The UK. instituted
a reform that allowed workers to switch funds from their occupation-based pension
plans to personal accounts. In the so-called misselling scandal, representatives of
financial firms used high-pressure sales tactics to persuade some people to switch
from favorable occupational pensions to personal pensions that provided lower re-
turns.?

20. Many of those families do not own stock because they have low income and do not save; howeve, stocks also
account for a disproportionately small fraction of the portfolios of low-income people who have assets.

21. Andrew Samwick and Jonathan Skinner, “Abandoning the Nest Egg? 401(k) Plaos and Inadequate Pension
Saving,” in Sylvester Schicber and John Shoven, eds., Public Policy Toward Pensions (Cambridge, Mass.: MIT
Press, 1997).

22, General Accounting Office, Pension Plans: Survivor Benefit Coverage for Wives Increased After 1984 Pension
Law, GAO/HRD-92-49 (February 1992).

23.  For more details, see Congressionat Budget Office, Social Securiry Privatization: Experiences Abroad. CBO Paper
(January 1999).
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Table 3.
Families’ Direct and Indirect Holdings of Stock, by Type of Family

1989 1992 1995

Percentage of Families with Direct or Indirect Holdings of Stock
All Families 31.6 36.7 40.4

Families by Incoms (In 1998 dollars)
Less than 10,000 * 6.8 5.4
10,000 to 24,899 127 17.8 222
25,000 to 49,999 315 402 45.4
50,000 to 99,999 : 515 62.5 85.4
100,000 or more 81.8 78.3 81.6

Families by Age of Family Head
Lass than 35 224 28.3 36.6
35to 44 38.9 42.4 46.4
45 to 54 41.8 46.4 48.9
55 to 64 36.2 45.3 40.0
85to 74 26.7 30.2 34.4
75 of more ' ’ 259 25.7 27.9

Median Value of Stock Holdings Among Families with Stock
(In thousands of 1998 dollars)

All Families ’ 108 12.0 15.4
Families by income (In 1998 dollars)
Less than 10,000 6.2 3.2
10,000 to 24,999 46 6.4
25,000 to 49,999 7.2 8.5
50,000 to 99,999 23.6
100,000 or more 85.5

Families by Age of Family Head
Less than 35 . . 5.4
3510 44 . . 10.6
45 t0 54 . 27.6
55 to 64 32.9
65t0 74 36.1
75 or more 21.2
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Table 3.
Continued

1989 1992 1995 1998

Stock Holdings as a Percentage of Families’ Financial Assets

Ali Families 27.8 337 40.0 53.9
Families by Income {In 1998 doliars)
Less than 10,000 . 15.9 12.9 24.8
10,000 to 24,999 1.7 15.3 26.7 275
25,000 to 49,999 16.9 23.7 30.3 39.1
50,000 to 99,999 23.2 335 399 48.8
100,000 or more 353 40.2 46.4 63.0
Families by Age of Family Head
Less than 35 20.2 - 24,8 27.2 44.8
3510 44 29.2 31.0 39.5 54,7
L4510 54 33.5 40.6 429 58.7
55 to 64 27.6 37.3 444 58.3
65 to 74 26.0 316 35.8 51.3
75 or more 25.0 25.4 39.8 48.7

SOURCE: Congressional Budget Office based on Arthur B: Kennickel, Martha Starr-McCiuer, and Brian
J. Surette, “Recent Changes in U.S. Family Finances: Results from the 1998 Survey of Con-
sumer Finances,” Federal Reserve Bulletin, vol. 86, no, 1 (January 2000).

NOTES: Indirect hokdings of stock are those held in mutual funds, retirement accounts, and other man-
aged assefs.

* == 10 or fewer families surveyed.

Changing the Rules of the Current
Social Security System

Policymakers have discussed a third approach for addressing the budgetary challenges
of an aging population: phasing in cuts in future Social Security benefits so as to slow
the growth of the program’s spending. In addition, some people have proposed in-
creasing the rate of the Social Security payroll tax. Cutting benefits and raising taxes
represent different choices about how to divide economic resources between workers
and rctirees and between current and future generations. Although tax increascs could
"improve the solvency of the Social Security trust funds and the balance of the federal
budget, they might not address the broader economic challenges created by an aging
population.
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‘Reducing Benefits

Slowing the growth of Social Security spending by reducing benefits to future retirees
could be one way to lessen future pressures on the federal budget and expand the
economy in the long run.* Indeed, economic models suggest that many types of
benefit cuts could increase GDP in the long run, although those long-term gains could
take a couple of decades to appear fully.”* How benefit cuts would affect the economy
in the near term is uncertain.

Reducing benefits would probably increase national saving, although the size of
the effect—and its path over time—is very uncertain. The results would depend on
how much workers anticipated and responded to the cuts in benefits. Workers who
were forward looking would probably reduce their current consumption and increase
their saving in anticipation of receiving smaller benefits. However, some people
might not be so forward looking. They would also have to lower their consumption,
but that would probably occur in retirement when they received smaller benefit
checks.

The effect on the labor supply of cutting future benefits would depend on the
precise nature of the cuts. Some reductions in benefits might encourage people to
work more. For example, raising the age for early retirement could cause some work-
ers to delay their retirement. The size of that impact is uncertain, but an analysis of
retirement behavior around the world suggests that there is a strong link between the
earliest age at which workers can claim public pension benefits and the age at which
they retire.® In the United States, the number of men retiring at age 62 rose signifi-
cantly after policymakers added a provision to Social Security in 1961 that allowed
early retirement at that age (see Figure 17). Benefit cuts might also encourage work
by reducing expected lifetime income, causing people to work more to make up some
of the difference. Conversely, benefit cuts could discourage work by reducing the
amount by which expected future benefits rise with each additional hour of work.

Slowing the growth of Social Security spending by cutting benefits would prob-
ably reduce the lifctime resources of some transitional generations. Later generations,
however, would most likely have higher real wages and pay lower taxes, for two
reasons: the additional national saving that would result from lower spending would
boost the capital stock and raise their wages, and the cuts in benefits would lessen the
chance that taxes would be raised in the future.

24.  See Congressional Budget Office. Long-Term Budgetary Pressures and Policy Options (May 1998), Chapter 3.

25. Laurence Kotlikoff, Kent Smetters, and Jan Walliser, “Privatizing Social Security in the U.S.—Comparing the
Options,” Review of Economic Dynamics, vol. 2, no. 3 (July 1999).

26. Jonathan Gruber and David Wise, eds., Social Security and Retirement Around the World (Chicago: University
of Chicago Press, 1999).
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Figure 17.
The Probability of Retirement for Men at Various Ages in Different Years
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SOURCE: Data on retirement hazard rates supplied by Gary Burtless, Brookings Institution, Washington,
D.C.

NOTE: Early retirement benefits were introduced for men in 1961. (They were introduced for women in
1956.)




100

74 SOCIAL SECURITY: A PRIMER September 2001

Because Social Security benefits are a major source of income for many people,
it would be important to announce any benefit cuts well in advance so people would
have enough time to respond by adjusting their plans for saving and retirement. More-
over, if the changes were made in a way that preserved the benefits of low-income
people, then larger cuts would be necessary in the benefits received by other retired
workers.

Some of the major issues involved in reducing benefits can be seen by looking
at three options: speeding up the increase in the retirement age, lengthening the num-
ber of years of employment for which Social Security benefits are calculated, and
reducing annual cost-of-living adjustments.

Accelerate the Increase in the Retirement Age. Under current law, workers born
before 1938 become eligible for full Social Security retirement benefits at age 65.
That normal retirement age increases in two-month increments for people born there-
after, reaching 66 for workers born in 1943, It remains at 66 for workers born be-
tween 1944 and 1954 and then begins to rise again in two-month steps, reaching 67 for
people born in 1960 or later. Workers will still be able to start collecting reduced
benefits at age 62. But as the NRA increases and moves further away from age 62, the
size of that reduction will grow.

Members of Congress and others have recommended speeding up the change to
a normal retirement age of 67. One opfion would steadily increase the NRA by two
months per year until it reached 67 for workers born in 1949. Under that option, the
first people to face a normal retirement age of 67 would become eligible for reduced
benefits (at age 62) in 2011, which is 11 years sooner than under current law.

The savings from that change would begin as workers in the first affected age
group (people born in 1944) reached age 62 in 2006. Each year after that, the savings
would grow as more beneficiaries were affected, with each successive group incurring
larger reductions in benefits. Workers in the first group who began collecting benefits
at 62 would receive about 1 percent less than they would under current law. Workers
who turned 62 in 2011 would receive about 7 percent less than they would under
current law. Some Social Security beneficiaries with low income would qualify for
federal means-tested programs, such as Supplemental Security Income and Food
Stamps, so part of the savings in Social Security benefits might be offset by greater
spending for other programs.

Proponents of raising the normal retirement age point out that, on average,
people are healthier and live longer today than was the case in the early days of Social
Security, and thus they may be able to work for a longer part of their lives. Opponents
argue that raising the normal retirement age is nothing more than another way to cut
future monthly Social Security benefits.
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Lengthen the Computation Period for Benefits. Social Security retirement benefits
are based on the average indexed monthly earnings of workers in jobs covered by the
system. The current formula computes those earnings on the basis of 2 worker’s 35
highest-eaming years of employment. Lengthening that averaging period would gen-
erally lower benefits slightly by requiring more years of lower earnings to be factored
into the benefit computation.

One argument for lengthening the computation period is that it would encourage
people, who are now living longer, to stay in the labor force longer as well. It would
also reduce the advantage that workers who postpone entering the labor force some-
times have over people who get jobs ata younger age. Because the AIME calculation
is based on 35 years of employment and thus can ignore many years of low or no
earnings, people who enter the labor force later suffer little or no loss of benefits for
their additional years spent not working and not paying Social Security taxes.

Opponents argue that this option would hurt beneficiaries who retire early be-
cause of poor health or unemployment—the people who would be least able to con-
tinue working. It would also disproportionately affect people who spent significant
time outside the Social Security system—such as parents (usually women) who inter-
rupted their career to raise children—and workers who were unemployed for long
periods.

Reduce Cost-of-Living Adjustments. Each year, the Social Security Administration
must adjust recipients’ monthly Social Security benefits for inflation. To do so, it
raises benefit payments by the percentage incrcase in the consumer price index. Some
policymakers suggest that the law be changed so that the yearly COLA equals the
increase in the CPI minus a specified amount, such as 0.5 percentage points.

-, Many economists believe that the CPI may overstate increases in the cost of
‘Tiving, but they disagree about the size of the overstatement. There are conceptual
problems with devising a “true” cost-of-living index, as well as difficulties collecting
and compiling data for such an index. For those reasons, economists have had trouble
reaching a strong consensus on this issue. In 1996, the Advisory Commission to Study
the Consumer Price Index (known as the Boskin Commission) concluded that the CPI
probably overstates the change in the cost of living by between 0.8 and 1.6 percentage
points a year.”’ Since the commission’s report was issued, the Bureau of Labor Statis-
tics has made several changes to the way it calculates the CPI and eliminated some of
the problems with the index. But some thorny issues remain, including how to mea-
sure the cost of living for Social Security beneficiaries.

27. Advisory Commission to Study the Consumer Price Index, Toward a More Accurate Measure of the Cost of
Living, final report submitted to the Senate Finance Comumitiee (December 4, 1996).
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To the extent that the CPI still overstates increases in the cost of living for those
beneficiaries, policymakers could reduce COLAs by a corresponding amount without
making Social Security recipients’ real benefits lower than they were when the recipi- -
ents became eligible for the program. Moreover, reducing cost-of-living adjustments
by a relatively small amount could save a great deal of money.

The impact of even a small cut in COLAs, however, would be significant for
future older beneficiaries, whose benefits would reflect the cumulative effects of a
series of smaller COLAs. In the long run, the people whose benefits would be most
affected would be the oldest recipients and those who first became eligible for Social
Security at an early age on the basis of disability.

The Effects of Raising Payroll Taxes

Another option—which would address the narrow issue that promised Social Security
benefits are expected to exceed the revenues dedicated to the program—would be to
" raise payroll taxes. Because what really matters is the overall budget balance, any tax
could be increased to finance future Social Security spending. However, to limit the
scope of the analysis, this report focuses on the Social Security payroll tax.

The Social Security trustees project that the gap between the program’s income
and costs in 2050 will be about 4.6 percent of the nation’s taxable payroll.® Thus,
increasing the combined payroli tax on workers and their employers from 12.4 percent
to 17.0 percent at that time would be one way of dealing with the shortfall.”

The payroll tax rate has been raised several times since the Social Security
system was created in the 1930s (see Figure 18). The total rate (including the shares
paid by employers and employees) was only 2 percent when the program began, but it
increased in a series of steps over the years to the current rate of 12.4 percent. The
wage base to which the tax rate applies also rose during that period. In 1951, the
payroll tax was assessed on workers’ earnings up to $3,600, which was 148 percent of
the average wage at that time (see Table 4). By 1999, the payroll tax applied to earn-
ings up to $72,600, or 251 percent of the average annual wage. This year, the maxi-
mum level of earnings for the tax is $80,400.

Although employers nominally pay half of the payroll tax, the burden of the tax
largely falls on workers. Both economic theory and empirical studies suggest that
most of the tax is shifted to workers in the form of lower wages and less generous

28. Social Security Administration, The 200! Annuat Report of the Board of Trustees of the Federal Old-Age and
Survivors Insurance and Disability Insurance Trust Funds (March 19, 2001).

29. Another option for raising revenues would be to increase the maximurm level of earnings subject to the payroll tax.
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Figure 18.
The Payroil Tax Rate for Social Security, 1937-2000

Percent
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SOURCE: Social Security Administration,

NOTE: The payroli tax rate includes both employee and employer payments.

fringe benefits.® Workers would also bear most of the burden of any increase in the
tax rate.

Raising the payroll tax rate would reduce the marginal return from working (that
is, the return from an additional hour worked). For many workers, raising the payroli
tax rate by, say, 5 percentage points could reduce their marginal after-tax compensa-
tion by almost 10 percent (compared with what that compensation would be other-
wise).”! Those workers could include people in families in the 28 percent income tax
bracket and some low-income workers who already face high implicit marginal tax
rates because the earned income tax credit phases out as they earn more.*

30. Fornewevidence and review of the literature, see Jonathan Gruber, “The Incidence of Payroll Taxation: Evidence
from Chile,” Journal of Labor Economics, vol. 15, no. 3, part 2 (July 1997), pp. $72-S101.

31. That would be true for anyone facing a total marginal tax rate on Jebor compensation of almost 50 percent (such
as a federal income (ax rate of 28 percent and a state income tax rate of 5 percent, in addition to the 12.4 percent
payroll tax for Social Security and the 2.9 percent tax for Medicare).

32. This yesr, the eamed income tax credit (EITC) phases out at a 21 percent rate for workers with two or more
children and eamings berween $13,090 and $32,121. For each additional dollar they eam, workers in that incame
range lose 21 cents of EITC benefits. Thus, the phaseout imposes 2 marginal tax of 21 percent on those workers.
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Table 4.
The Payroll Tax Base for Social Security and Average Wages
in Selected Years, 1951-1999

1951 1961 1971 1981 1991 1999

Maximum Taxable Eamings
(Dollars) 3600 4,800 7,800 29,700 53,400 72,600

Average Wage for a Worker
Covered by Social Security
(Dollars) 2,425 3,573 5754 12,600 20,487 28,948

Maximum Taxable Eamings
as a Percentage of the
Average Covered Wage - 148 134 136 236 261 251

SOURCE: Congressional Budget Office based on data from the Social Security Administration.

Increasing the payroll tax rate would probably reduce the labor supply (com-
pared with keeping the tax rate steady). The size of that effect would depend on how
workers responded to the increase. Some information can be gleaned by examining
how workers responded to earlier changes in their after-tax wages. Based on past
observations, the total supply of labor could decline by between zero and 3 percent for
each 10 percent drop in after-tax wages, with virtually all of the response coming from
second workers in households that already have one worker.”® However, responses
outside that range are not unlikely.*

The effect on GDP of raising the payroll tax rate is less certain; it would depend
on what was done with the additional revenues. If the government did not use them
for another purpose, those revenues would increase government saving, which could
boost national saving. In that case, the impact on GDP would depend on whether the
positive effects on economic growth from more national saving outweighed the nega-
tive effects on the labor supply. Moreover, the decline in interest costs associated
with lower federal debt could allow policymakers to reduce the payroll tax rate in the
future, which could have a positive long-term impact on the economy.

33. Congressional Budget Office, Labor Supply and Taxes, CBO Memorandum (January 1996).

34. Raising the payroll tax rate could increase hours of work or intensity of work among people who eam more than
the maximum level of taxable eamings. The tax increase would reduce their income but not their marginal
incentive to eam an extra dollar. As a result, they would have an incentive to work a little more to make up for the
lost income. In addition, increases in the payroll tax would have a smaller effect on the supply of labor than the
estimate cited in the text if they increased workers' expectations of future benefits.
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By contrast, if the extra payroll tax revenues were used to finance more govern-

ment consumption spending, national saving would not rise. Further, because the

“labor supply would probably fall, the policy would most likely reduce GDP. In that

case, the tax increase could make it more difficult for the nation to prepare for an
aging population.
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Appendix A
The Economic Effects of
Having the Government Issue Debt
to Finance Investments
in the Stock Market

debt and invest the proceeds in corporate stocks. Such a policy raises concerns

about possible government interference in corporate decisionmaking (discussed
in Chapter 4). It also raises questions about how such investments would affect the
overall economy. Those economic effects are uncertain, however, because they would
ultimately depend on how future Congresses allocated the risks and the returns of
stock investments among various people.

S ome proposals for Social Security reform envision having the government issue

Such a policy would essentially represent a swap of assets between the public
and private sectors. The government would buy shares of stock from private investors
and issue Treasury bonds of the same value. Other things being equal, such an ex-
change cannot create wezlth for the government: the value of the stocks in the govern-
ment’s portfolio would exactly maich the value of the bonds that it sold to the public.

The investment policy would affect the economy only to the extent that it redis-
tributed income. That redistribution could either increase or decrease saving depend- .
ing on how the government reatlocated the income from the investments. If, for exam-
ple, current generations received higher benefits when the stock market did well but
did not receive lower benefits when the market soured, government investments in
stocks would redistribute income toward current generations. That would encourage
current consumption, reducing national saving and future gross domestic product.'
Current generations would be better off because of such a policy, but future genera-
tions would be worse off.

1. Kent Smetters, Investing the Social Security Trust Fund in Equities: An Option Pricing Approach, Technical
Paper 1997-1 (August 1997), available from CBO’s Macroeconomic Analysis Division or at www.cba.gov/
tech.hiral.



107

84 SOCIAL SECURITY: A PRIMER September 2001

The government could also redistribute investment income to people who do not
own stocks now.? However, the economic impacts of such a policy are uncertain. On
one hand, that redistribution could raise interest rates, which might cause some people
to save more.> On the other hand, it would increase the income of people who save
but do not own stocks, which could cause some of those people to save less. The
latter effect could be significant: by one estimate, it could cause the private stock of
capital to decline by 50 cents for each dollar invested by the Social Security trust
funds.*

Some people argue that because the government could pool the risks of stock
investments broadly over time and among people, it could bear such risks at less cost
than individuals can. However, that argument ignores the fact that people already
implicitly share the risks and rewards of stock market investments through the income
tax system. Indeed, some of the recent improvement in the federal budget can be
traced to the rise in the stock market and the resulting revenues from capital gains
realizations. Explicit stock investments might produce no additional benefit. More-
over, to pool risks, the government would have to distribute stock losses as well as
gains to people who do not hold stocks now. There are doubts that the government
would really do that, especially since many of those people have low income.

In addition to the effects on saving and risk sharing, government investments in
the stock market could raise interest rates on government debt and reduce retumns on
stocks. Those possibilities stem from the fact that to induce private investors to buy
additional government bonds instead of stocks, interest rates on bonds would have to
rise relative to those on stocks.

2. People may not own stocks for a variety of reasons, including transaction costs (the explicit charges associated with
buying or selling stocks as well as the implicit costs of acquiring information about the stock market).

Peter Diamond and John Geanakoplos, Social Security Investment in Equities I: Linear Case, Working Paper No.
7103 (Cambridge, Mass.: National Bureau of Fconomic Research, April 1999).

[

4. Andrew B. Abel, “The Effects of Investing Social Security Funds in the Stock Market When Fixed Costs Prevent
Some Households from Holding Stocks,” American Economic Review, vol. 91, no. 1 (March 2001), pp. 128-148.
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Appendix B

Proposals for Private Accounts
in the 106th Congress

introduced in the 106th Congress in 1999 and 2000. (None of the proposals

The table below lists proposals to create private retirement accounts that were

were enacted.) Those bills were among many proposals to change the Social

Security program.
Bill Number Title of Bill Sponsors
House Bills
HR. 249 Personal Retirement Act of 1999 Mark Sanford
H.R. 251 Strengthening Social Security Act of 1999 Mark Sanford
HR. 874 Individual Social Security Retirement John Porter, Speacer Bachus,
Accounts Act of 1999 Mark Sanford, Emest J. Istook Jr.,
. Christopher Shays, Nick Smith
H.R.1793 21st Century Retirement Act Jim Kolbe, Charles Stenholm,
Nick Smith, Cal Dooley,
Mark Sanford, Carolyn McCarthy,
James C. Greenwood
H.R. 1897 Retirement Security Act of 1999 Thomas Petri
H.R. 3206 Sociat Security Solvency Act of 1999 Nick Smith, Charles Stenholm,
John Porter, Jim Kolbe,
Thomas J, Campbell,
Mark Sanford, John Shadegg,
Patrick J. Toomey
H.R. 5659 John Kasich

Personal Social Security Act of 2000

(Continued)
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Bill Number Title of Bill Sponsors
Senate Bills
S.21 Social Security Solvency Act of 1999 Daniel Patrick Moynihan,
Robert Kerrey
S. 588 Social Security for the 21st Century Act Jim Bunning
S. 1103 Personal Security and Wealth in Rod Grams
Retirement Act of 1999
S.2740 Savings Accounts Are Valuable for Mary Landrieu
Everyone Act of 2000
S.2774 Bipartisan Social Security Reform Act Judd Gregg, Robert Kerrey,
of 2000 John Breaux, Charles Grassley,
Fred Thompson, Charles Robb,
Craig Thomas
S. 3200 Social Security KidSave Accoufts Act Robert Kerrey, Rick Santorum,

Daniel Patrick Moynihan,
Charles Grassley, John Breaux

77-406 D-01--5
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The CHAIRMAN. Well, Mr. Crippen, thank you for your observa-
tions. Thank you for the publication which I thought was a very
helpful document, the primer on Social Security. I think it would
be good if all members would have a chance to review this as we
begin this discussion.

Let me talk a little bit about the commission. You mentioned
Patrick Moynihan’s memorable and very classic statements that he
would make as a member of the Finance Committee and one of
them, like you said, is if you do not ask the right question you are
not going to get the right answer.

It would seem to me that what the president was trying to do
with the commission was to ask them a question and hopefully get
the answer and it seems to me that in a certain way what they are
going to give out tomorrow is not really an answer. In theory, com-
missions serve a purpose of making difficult political recommenda-
tions that Congress does not have the political courage to do. Hav-
ing served on a couple of commissions, I know that was what we
were supposed to do—come up with a recommendation.

It seems like the Social Security Commission has come up with
three recommendations. They are sort of sounding like Congress.
You know, on one hand you can do this, on the other hand you can
do that, but if you have a third hand, you have a third option. So
they have given us three options. I was actually hoping that they
would bite the bullet and come up with something that was non-
political and leave the politics of what we do to the Congress,
where we are supposed to make the political decisions but have
them make the recommendation as to what is the best policy, dis-
regarding the politics, and we would handle that later on, which
has always been, I thought, the role of a commission.

I remember our CSIS Commission on Social Security with Sen-
ator Judd Gregg and myself and Jim Kolbe and Charlie Stenholm
in the House and others made a recommendation on Social Secu-
rity and our Medicare Commission attempted to make a single rec-
ommendation. A document was produced. Yet with the Social Secu-
rity Presidential Commission it seems like we have three separate
recommendations. Do you have any comment on that? One of them
actually is the one that, as you pointed out, I think has no tax in-
creases and no benefit cuts. I mean I hear what you are saying and
that does not seem to be very realistic in solving the problem.

Can you solve the problem in Social Security without doing any
benefit cuts and without doing any tax cuts? I mean it would seem
to me if we could solve the problem of solvency that way we would
have done it a long time ago. That is easy. Is that realistic, though?

Mr. CRIPPEN. I suspect not, Mr. Chairman. We are, as you know,
not in a position to make policy recommendations. On the other
hand, we are around to try to help measure the effects of legisla-
tion and reforms.

In an economic sense what needs to happen in order to change
the outlook that I have presented here today, particularly with this
last chart, what needs to happen is the current generation, the
baby boomers, the current workers, will probably have to reduce
consumption some, increase savings therefore in order to grow the
economy more.
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If you want to think of it this way, maybe we should, as boomers,
if we want to fix this problem, pay twice—once for our parents and
once for ourselves. We are paying for our parents and a little more
than they require and we have the surpluses in the Social Security
system, at least. But if we are going to pay a second time for our-
selves then we may want to save more now and we may want to
take reduced benefits when we retire. That would allow us to pay
fwice but over the term of our entire lives, not just our working
ives.

So there are options that would help considerably but it does
mean that this generation is probably going to consume less, con-
sume less now and consume less in retirement, in order to change
the outlook of this picture a great deal. Clearly, as I said, we need
to worry about the effects of not only Social Security reform but ev-
erything else we do, be it Medicare or immigration policy and other
things, on how the economy grows. Without that, this problem can
become untenable. But clearly to grow the economy we need to re-
duce consumption. It is the classic stuff your parents told you—
save now. Unless we do that as a country, we will not be growing
the economy nearly as much as we could and make this a much
easier situation for our kids.

The CHAIRMAN. The general proposition that I have heard many
members repeat and I was wondering if you think it is correct is
that in order to fix Social Security you do not have a lot of options.
I mean you can either reduce the benefits or increase the taxes or
revenues to pay for those benefits. Is that pretty much a correct
statement or is that an incorrect statement?

Mr. CrippEN. Well, if you define the problem as being the trust
fund and the solvency of the trust fund, that is certainly the limit
of your options. You need to increase revenue to the trust fund or
cut outflow, period. I mean there are not a lot of other options.
One, however, in addition, that we probably need to mention is
that increasing the rate of return on the trust fund is used as a
way to improve that outlook.

I would suggest, however, none of those are necessary or suffi-
cient. That is to say it is not the trust fund solvency or balances
that worry us; it is, however, the impact of those expenditures and
the economy. Therefore the operation of the trust fund may be im-
portant. If it generates surpluses that are saved and not spent in
other areas, then indeed it might be helping that national savings
and growing the economy.

But just like the argument about rate of return, unless national
savings are actually increased somehow and the capital stock is in-
creased and the economy grows better, raising the rate of return
does not do any good. It does not change this picture one iota. It
makes the trust fund look better so instead of 2038 it may look like
2055 or pick a year when it grows insolvent but it does not change
this picture.

We could legislate a higher rate of return. We now pay a rate we
make up based on Treasury rates. We could pay twice that. All we
have to do is change the law. The trust fund will look a whole lot
better but it would not have any impact on this view of the world.
So many of these reforms that look only at solvency or look only
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at the trust fund itself, as I said, may not help this picture and
could hurt it, as Dr. Rivlin said.

So we need to be careful. Clearly to fix the trust fund problem
there are not many options but we should not just fix that problem.
We need to do that in the context, I would suggest, of the Federal
budget and the effects on the economy.

The CHAIRMAN. The first option that the commission is going to
recommend, I take it, includes transferring general revenues into
the program. Can you comment on that as a vehicle to help solve
this problem? Is it workable, not workable? What do you think?

Mr. CRIPPEN. It depends on where those general funds come
from. President Clinton actually proposed doing some pretty large
transfers of general revenues into the Social Security program. In
the case of his proposal, the funds essentially pass through the
trust fund, leaving behind, of course, the government bonds, some
called IOUs, but the cash came out the other side and was used
for other government expenditures, in the main.

So if general revenues are transferred through the trust fund, it
gets borrowed back to the government and those funds get ex-
pended for other programs. All you have done in this first instance
is raise the trust fund balances without doing anything to address
this problem, if this is the way you want to address it. You have
not changed economic growth. You have not changed the obliga-
tions to the elderly. And given those tests, it does not do much.

Now if those general funds that are transferred into the trust
fund are coming from surpluses that would otherwise be spent ei-
ther by individuals or by the government, then you may have a net
positive effect on savings, but it really depends on what you as-
sume the source of those funds is as to whether it can help or hurt.
It will make the trust fund look better but again the trust fund is
}ess interesting, I would suggest, than looking at these kinds of ef-

ects.

Does it affect how much Social Security is as a percent of the
budget? No. Does it affect economic growth? It does not. Does it
change the obligations to retirees? It does not do that, either. So
unless it actually adds to national savings and helps us grow the
capital stock, it is another one of those, like rate of return, that
makes the trust fund look better but does not help the problem.

The CHAIRMAN. Could you maybe give me a comment on the
three recommendations or the examples that the commission is
putting out tomorrow? The first one is a voluntary option to invest
2 percent of the payroll in a personal account, the second one is a
voluntary option to invest 4 percent of the payroll in a personal ac-
count and the third example they give is a voluntary option to in-
vest an additional 1 percent of payroll in a personal account with
a 2.5 percent match from payroll taxes.

Can you comment on those ideas? I take it they all are versions
of trying to create individual retirement accounts but it is a ques-
tion of whether the money to do that comes from the general reve-
nues or whether it comes as a carve-out from the existing payroll
taxes. Can you give me some discussions on the pluses and
minuses of that?

Mr. CRIPPEN. Well, again the test that I would suggest that you
want to look at is what effect do these reforms have on the obliga-
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tions for the elderly in the future? What does our benefit structure
look like? Second, what does it do to the economy? It depends criti-
cally upon where the funds come to finance those individual ac-
counts.

If, for example, we are taking a surplus, if there were a surplus
today, and we were, instead of having the Federal Government pay
down debt held by the public, that surplus was used to fund indi-
vidual accounts, that would have a net in the first instance—it
would be a net zero impact because we are taking savings of the
Federal Government and making it savings of individuals. So net
national savings would be the same.

The CHAIRMAN. But isn’t the argument that the individual sav-
ings would bring about a higher rate of return because it may be
in the markets or a combination of the markets, as opposed to gov-
ernment investing it?

Mr. CRIPPEN. That is part of the argument. As I said, there are
two real fallacies with that. The first is if you adjust for the risk,
what economists or market analysts call the risk-adjusted rate of
return, the bond market, which is what we are essentially paying
the funds now, and the equity market are roughly the same. So you
are getting paid more but it is because you are taking more risk,
so over time, the risk-adjusted rates of return.

But more importantly, the rate of return to the trust funds,
again whether they are individually held or whether the govern-
ment holds them, are much less important. It makes the trust fund
look better but unless the economy is actually growing to reflect
those higher returns, it does not help. We can, as I said, legislate
higher rates of return. There is no reason would could not say that
these bonds now held by the Social Security trust funds could be
paid at the S&P 500 rate. There is absolutely no reason legisla-
tively, morally, economically. Whatever you want to do, you can
raise the rate of return on these funds but that will not help the
problem, just as putting them in individual accounts and raising
the rate of return will not necessarily help the problem. It depends
on whether or not those monies are new and contributing to na-
tional savings. If you are just taking them from one pot, splitting
them up and putting them in a million other pots, it does not mat-
ter. You have had no effect.

Now the proponents certainly would argue that there may be an-
cillary effects, and we cannot deny that. If people have their indi-
vidual accounts they may save more than they would otherwise. It
may make a lot more people aware of their retirement, the lack of
retirement funding. Those are all possible. But just in the first in-
stance, from a macroeconomic point of view, that alone will not
solve this dilemma. It may make the trust fund look better. We can
do that by fiat.

The CHAIRMAN. The argument has been that if you put more
money into the trust fund, I guess because of investing it in a com-
bination of markets, stocks and bonds or a combination, you are
putting more money in there. You seem to be telling me that that
does not really matter.

Mr. CRIPPEN. It matters only if it is new savings. Let us say, for
example, that we have these individual accounts financed by rais-
ing Treasury debt. We issue bonds in order to raise the money to
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give to individuals and their accounts. We have the capital markets
here giving you cash in return for bonds and we are giving individ-
uals cash over here to buy bonds, or equities. So all we have done
is move the money around but we have not increased the amount
of money in the capital markets or in investment in capital stock.
It washes because if you borrowed it and then gave it to individ-
uals you would have a zero impact roughly on the capital markets
and certainly no impact on economic growth.

The CHAIRMAN. Well, what do you think? Can you comment from
an economic standpoint on what we are going to be getting as a
Congress tomorrow? Do you think it offers some realistic options or
is it, as one editorial seemed to refer to it, really a punt on a rec-
ommendation to the Congress? I, for one, was kind of hoping we
would get a recommendation and we could say this is great or this
is not so great or it is terrible but we just got some things—I do
not want to be critical. A lot of these people were good friends of
mine and believe me, I know the difficult task of coming up with
a single recommendation on anything but I was kind of hoping that
the reason we had a commission was to come up with a single rec-
ommendation and yet now we seem to be coming back with a list
of options. We knew the options. We know the choices. I was trying
to get some kind of recommendation.

Can you give me a comment on what we are going to get?

Mr. CrIPPEN. You know this history better than I. You were a
participant and I have been an observer. But even when you have
a recommendation and not a list of them, such as you did with
CSIS or even with the Medicare Commission—you had a majority
for a recommendation—trying to get that adopted is an uphill bat-
tle. When you have a range of options and a Chinese menu, that
has to be harder. It just has to be.

So I am afraid the task before you is perhaps improved some by
the work of the commission but not made a lot easier.

The CHAIRMAN. I guess the answer is obvious but since Septem-
ber 11 and the fact that surpluses have pretty much disappeared
because of requirements that we are addressing which are impor-
}:‘ant,?does that affect the urgency of addressing Social Security re-
orm?

Mr. CRIPPEN. First let me say that we do not know yet what the
surplus picture looks like. We are in the midst of doing that, as we
normally do, to produce for late January. Clearly with the economy
the way it is and with more spending for homeland security, the
surpluses are going to be diminished, even in the long run. In the
short run they may be nonexistent.

Nonetheless, the economy will, we believe, in the long run still
perform relatively well over the next 10 years and produce a fair
amount of Federal revenue, maybe even to the tune of having sur-
pluses. But I think in either event it does not reduce the urgency
of fixing or addressing Social Security. The sooner we do it, the
more likely we are to change behavior of both our generation and
that of our kids in a way that will grow the economy and maybe
let us adjust. If our benefits are to be reduced, we can adjust ahead
of time before we retire for that reduction; we might actually in-
crease our own savings if our future benefits look worse. So we
may have a double positive, if you will.
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But the sooner we do that, not looking to affect anybody who is
currently on the rolls or close, the dilemma that we describe here
has nothing to do current retirees. Therefore surpluses or not sur-
pluses in the next year or two are not the important thing; it is
making some changes now that can make this future look different
and allow us all——

The CHAIRMAN. That is the important point. I think it is very im-
portant that Congress continue to assure existing retirees that
what we are doing today is not going to affect them. It is going to
affect people like yourself and myself and a lot of people in the au-
dience who are maybe part of the baby boom generation or genera-
tion X. That is what we are talking about legislating, a system for
that group of people, not for the group that is there now. They are
fine. They are going to have enough to take care of their needs. My
father is a little over 80 years of age. That program is not going
to be adversely affecting him one way or the other. But for my gen-
eration and my children’s generation, unless we do something it is
simply going to have some very big problems.

Well, I appreciate it very much. Again thanks for staying on the
subject. Again the primer is a very good document and it is very,
very helpful. I look forward to continuing to work with CBO on
these problems and thank you for being with us.

Mr. CRIPPEN. I want to report, Mr. Chairman, that this morning
when I talked to my father he was more worried about whether the
ice was thick enough to walk on to fish than he was about Social
Security.

The CHAIRMAN. That is probably very correct. That is a more im-
minent problem.

Let me welcome up our second panel. Again you see that what
we are doing here is trying to get some nonpartisan presentations
on these issues. I am sure there will be plenty of time for every
interest group in Washington to come up and say what they think
about the commission’s recommendation and pick it apart or agree
with it or what have you but in trying to get the three presenters
we have today, we are trying to keep it as nonpartisan as we can.

I would like to welcome Barbara Bovbjerg, who is Director of
Education, Workforce and Income Security Issues at GAO, our
General Accounting Office, for making this presentation. Mr. Geof-
frey Kollman over at CRS will be available, I take it, to answer
maybe some questions we might have. He is a specialist on social
legislation, including Social Security.

So Ms. Bovbjerg, we welcome you back to the committee and look
forward to your comments.
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STATEMENT OF BARBARA D. BOVBJERG, DIRECTOR, EDU-
CATION, WORKFORCE, AND INCOME SECURITY ISSUES, U.S.
GENERAL ACCOUNTING OFFICE, WASHINGTON, DC

Ms. BovBJERG. Thank you, Chairman Breaux. It is really a
pleasure to be here and I thank you for inviting me to discuss the
challenges of addressing Social Security reform.

I hope you do not feel that I am raising my voice at you but I
have been told I need to speak really loudly because people in the
back cannot hear.

Before I begin summarizing the substance of my statement I
wanted to take this opportunity to convey to you Dave Walker, our
Controller General’s, personal commitment to assisting you in this
endeavor. He very much wanted to be here today and was quite
disappointed he could not be. As we speak he is at ground zero in
New York.

He asked me to express his strong interest in these issues we are
addressing today and to let you know that he and GAO stand ready
to support Congress and this committee in the coming months in
considering how best to restore financial stability to Social Secu-
rity.

But let me return to the business at hand. Over the past few
years a wide array of proposals have been put forth to restore So-
cial Security’s long-term solvency and now a commission appointed
by the president is deliberating possible reform recommendations.
As the debate over possible action begins anew, you asked me here
to help clarify some of the key issues Congress and the public will
face in considering options for Social Security reform. Accordingly,
my testimony today discusses the nature and timing of the prob-
lem, GAO’s framework for evaluating reform proposals, and find-
ings from our recent report on Social Security’s role in securing in-
come adequacy.

First let me address the nature and the urgency of the problem.
I will do this only quite briefly, as Dr. Crippen has already dis-
cussed the fiscal and economic challenges Social Security presents.
As he observed, the anticipated growth in Social Security, in com-
bination with rapid growth in Medicare and Medicaid, will domi-
nate the Federal Government’s fiscal future and weaken the econ-
omy. Absent reform, the Nation will ultimately have to choose be-
tween persistent, escalating deficits and debt, significant tax in-
creases, or dramatic budget cuts.

I brought a picture with me that we have used many times be-
fore to illustrate this budgetary challenge. We call this the haircut
graph because it illustrates the budgetary scalping the government
could experience if we do not take action soon to rein in entitle-
ment spending.

The graph shows the actual composition of Federal spending in
the year 2000 and what it could look like in 2030 and 2050. In our
illustration we assume that the 10-year surpluses CBO projected in
August are eliminated. Of course, we do not know what the next
projections will be but we can guess they will be considerably less
optimistic than they were prior to September 11.

But if we assume that they are eliminated and we make no
changes to Social Security, Medicare or Medicaid, by 2030 under
today’s levels of taxation there will be virtually no room for any
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other Federal spending priorities. Those, of course, include national
defense, education, law enforcement, among others. By 2050 we
would be paying interest out of current tax receipts but little else.

Failure to take remedial action will place unsustainable pressure
on——

The CHAIRMAN. Let me interrupt you. This is a very important
statement. If we do not do anything—we are talking if we do not
do anything, we keep it just like it is on the current path, by about
2}(1)30 there is not going to be any money left for anything other
than——

Ms. BOVBJERG. At current levels of taxation, yes.

The CHAIRMAN. If we have no tax increases for these programs
or no reductions in the benefits of these programs, just these three
programs will be accounting for how much of our total Federal ex-
penditures? 100 percent?

Ms. BOVBJERG. These programs would represent about 60 per-
cent of total Federal spending at that point but more than 100 per-
cent of revenue collections if we kept them at the same rate.

Now let me hasten to say that this is a picture that I can say
with confidence absolutely will not happen. The President and the
Congress will not let this happen. This would be a calamity and Dr.
Crippen spoke in some detail about economic effects—this is just
the fiscal side of it—but this is an illustration of what could hap-
pen under the current path, as you put it.

The CHAIRMAN. You make the point that Congress will not let
this happen. I am just wondering when are we going to do some-
thing to not let it happen? That is the question. It is going to take
a while to get it done and you cannot wait till 2030, obviously, to
get it done.

Ms. BOvBJERG. That is right. That is right. The time for action
is still now and it is still urgent, September 11 notwithstanding.

The events of September 11 have indeed necessitated shifting our
policy focus to national security and counterterrorism but they
have not changed the need to focus on Social Security and Medi-
care. Instead, they have made it potentially harder by reducing the
fiscal flexibility we were anticipating as recently as last summer.

But the Social Security problem is about more than finance. Let
me turn now to GAO’s framework for evaluation. To assist Con-
gress in its deliberations, we have developed criteria for evaluating
Social Security reform proposals. The criteria are groups of ques-
tions to consider. The first measures the extent to which a proposal
restores financial solvency and whether that approach presents the
potential for being sustained. That is, would the proposal also re-
store structural stability to this program over the long term? Re-
forms that lead to sustainable solvency would avoid the need to re-
visit Social Security finances again and again.

Our second criterion considers benefits, the balance between re-
tirement income adequacy and individual equity. Let me explain.

From the beginning, Social Security benefits addressed retire-
ment income adequacy, in part through the program’s progressive
benefit structure, providing proportionately larger benefits to lower
earners. Individual equity refers to the relationship between con-
tributions made and benefits received and the program’s focus on
replacement of preretirement earnings seeks to address this ele-
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ment, which can also be thought of as rate of return on individual
contributions. Balancing these seemingly conflicting objectives
through the political process has resulted in the design of the cur-
;ent program and should be taken into account in any proposed re-
orms.

Our third criterion focuses on administrability. Program com-
plexity can make implementation and administration more difficult
and make it harder to explain to the public. Some degree of com-
plexity arises in virtually all proposed reforms to Social Security,
even those representing only incremental changes.

The greatest potential implementing and administrative chal-
lenges are not surprisingly associated with proposals that would
create individual accounts. This is not to say that such proposals
should not be considered but rather that the administrative chal-
lenges associated with them should be understood and included in
any assessment of these approaches.

Our criteria aim to balance financial and economic considerations
with benefit adequacy and equity issues and administrative chal-
lenges and to facilitate evaluating proposals as packages. Focussing
on the pros and cons of different individual pieces will not take
interactive effects into consideration and will just make reaching
consensus all the more difficult. But in the end, the overall assess-
ment of a proposal will depend upon what weights individual deci-
sionmakers assign to the different criteria. GAO can help explain
and analyze potential impacts, but Congress will ultimately decide
what value to place on different aspects of Social Security reform.

Finally, let me turn to a discussion of our recent report on one
aspect of these criteria—income adequacy. This report, which we
prepared at the request of Congressman Shaw, chairman of the
House Social Security Subcommittee, considers how adequacy may
be measured and how varying approaches to solvency could affect
it. We observe in this report that no single measure of adequacy
presents a complete picture. Consequently, we used a number of
measures, including dependency rates, poverty rates, and earnings
replacement rates, to make comparisons in relative adequacy over
time. We compared simulated, fully funded benefits for different co-
horts and different earnings histories to these different adequacy
measures.

In short, we found the progressive benefit reductions, which re-
duced benefits by smaller proportions for lower earners, would re-
sult in a smaller percentage of beneficiaries receiving benefits
below poverty thresholds than proportionate benefit reductions,
which reduce benefits across the board.

Raising the retirement age is an example of a proportionate re-
duction because unless people change their retirement behavior, it
represents a reduction in monthly benefits that is applied regard-
less of earnings level. Indexing the initial benefit formula to prices
rather than wages is another proportionate reduction. Of course,
when such measures are accompanied by progressive changes to
the program, these effects can be offset. Further, as I said earlier,
the extent to which adequacy is preserved must be balanced
against effects on individual equity and rates of return.

In conclusion, changes to the Social Security program should be
made sooner rather than later. Earlier action yields the highest fis-
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cal dividends for the Federal budget and provides a longer period
for affected future beneficiaries to adjust their retirement planning.
The events of September 11 and the need to respond to them do
not change this and waiting only makes it harder.

Today I described GAQ’s criteria against which reform proposals
may be measured. These may not be the same criteria every ana-
lyst would suggest and certainly the weights different policymakers
assign to them will vary, but we believe these criteria provide at
least a foundation for devising agreeable and feasible solutions. In
seeking such solutions, policymakers will be deciding, whether ex-
plicitly or implicitly, what purpose Social Security should serve and
what benefit levels are adequate. Is Social Security’s role to mini-
mize the need for means-tested public assistance? Is it to minimize
poverty? Or should the program seek simply to replace preretire-
ment earnings? Should it seek to maintain a certain standard of
living for beneficiaries or does it seek to preserve purchasing
power? These are not easy questions but are the heart of assessing
proposed solutions to this financial, economic and social challenge.

Time is running out. The boomers are nearing retirement age
and once they retire our flexibility to alter the program will begin
to decline just as the financial pressures begin to intensify. And,
as my boss is fond of saying, compared to health reform, Social Se-
curity is easy lifting. It is time to take action.

Mr. Chairman, that concludes my statement. I have prepared a
written statement to be submitted for the record if I may.

[The prepared statement of Ms. Bovbjerg follows:]
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M. Chairman and Merabers of the Comunittee:

Thank you for inviting me here today as you continue the angoing
discussion on how best to ensure the long-term viability of our nation’s
Social Security program.* Social Security not only represents the
foundation of our retirement income system; it also provides millions of
Americans with disability insurance and survivor's benefits, As a result,
Social Security provides berefits that are critical to the current and future
well-being of tens of millions of Americans. However, as we have said in
congressional testimonjes over the past several years,” the system faces
both solvency and sustainability challenges in the longer term. The
chatlenges of combating terrorism and otherwise addressing homeland
security have now come to the fore as new, unexpected, and urgent claims
on the federal budget. Still, none of the changes since September 11 have
lessened Social Security’s long-term pressures on the budget. In fact, the
events of September 11 have served to increase our long-range challenges.
Without reforms to Social Security and Medicare, these programs are
unsustainable, and their long-term impact on the federal budget and the
economy will be dramatic.

Over the past few years, a wide array of proposals have been put forth to
restore Social Security's long-term salvency, and now a coramission
appainted by the President is deliberating possible reform
recommendations. It is not my mtention totake a posmon for or against
any individual reform proposal , or approach. Rather, I hope my
testintony today, which ishasedon a body of work we have published
over the past several years, will help clarify some of the key issues in the
debate.! To do that, I'm going to talk about the nature and timing of the
Social Security problem, a framework and criteria for eveluating reform
proposals, and findings ﬁ'om our recent report on Social Security’s role in
helping ensure in guacy.'

! Social Security refers here to the Old Age, Survivors, and Disability Insurance (OASDD
program.

* Social Security: Oriten‘afw Evatuoting Sccial Security Reform Proposals
(GAO/T-HEHS-99-94, Max. 25, 1999); Social Secarity: The Presidend's

Proposal
(GAOIT H'EHS(AIND-ON:) Nov. 9 1999), Long-Term Budget lssues Moving from
the Badget to FPiscal Risk (GAD-01-385T, Feb. 6, 2001).

¥ See the list of relazed GAO prod the end of this

;oSozaogl )Secuntv Program’s Role in Helping Ensure Income Adeguacy (GAO-02-62, Nov.
), 2001

Pagel GAO-(2-288T
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In summary, our Social Security challenge is more urgent than it may
appear and is part of a larger and significant fiscal and economic
challenge. The Social Security program, combined with rapid growth in
Medicare and Medicaid, will dominate the federal government’s future
fiscal outlook. Absent reform, the nation will ultimately have to choose
between persi escalating federal deficits, significant tax increases
and/or dramatic budget cuts; waiting only makes it harder. Although Social
Security’s Trust Funds will not be exhausted until 2038, according to the
latest trustees’ report’s intermediate projections,’ the program’s cash
demands on the rest of the federal government will begin much sooner.*
Beginning in 2016, Social Security’s annual cash deficit will place
increasing pressure on the rest of the budget to raise the resources
necessary to meet the program’s ongoing costs - a pressure that will
continuously increase over time. Failure to take remedial action will, in
combination with other entitlement spending, place inable
pressure on the govemment and, ultimately, the economy. Focusing on
trust fund solvency alone is not sufficient. We need to put the program on
a path toward sustainable solvency. Aiming for sustainable solvency
would increase the ch that future policymal would not have to
face these difficult questions on a recurring basis. Moreover, while
addressing Social Security reform will not be easy, Medicare presents a
much greater, more complex, and urgent fiscal challenge.

Still, this problem is about more than finance. A comprehensive
framework for addressing the problem can help. To assist the Congress in
its deliberations, GAO has developed criteria for evaluating Social Security
reform proposals: financing sustainable solvency, balancing adequacy and
equity, and impl ing and administering reforms. These criteria sim to
balance financial and economic considerations with benefit adequacy and
equity issues and the administrative challenges essociated with various
proposals. The use of these criteria can help facilitate fair consideration
and informed debate of Social Security reform proposals. Reform
proposals should be evaluated as packages that strike a balance among
individual reform el ts, and important interactive effects should be

* For the annual report of the Board of Trustees for the Soclal Security Trust Funds, SSA
actuaries project future revenues and benefits. For these projections, they use alternative
i hic tren

p regarding ic and Tuding average
fertility, and jgration. The di P the board's
best estimate of future trends.

¢ In this testimony, the tarm “Trast Funds”® refers to the Old-Age and Survivors Insurance
and Disabitity Insurance Trust Funds.
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considered If we focus on the pros and cons of each element of reform, it
will be more difficult to build the bridges necessary to achieve consensus,
In addition, overal} evaluation of each proposal depends on the weight
individual policymakers place on each criterion.

Finally, our recent report on Social Security and income adequacy
provides some specific insights on one of our criteria. First, no single
measure of adequacy provides a complete picture; each measure reflects a
different outlook on what adequacy means. So a variety of measures
should be considered. In addition, all adequacy measures depend
significantly on what types of income are counted. In particular, noncash
benefits such as Medicare play a major role in sustaining standards of
living for their beneficiaries. Any examination of income adequacy should
acknowledge the major role of noncash benefits and the needs they help
support. Second, given the cutrently projected long-term financial shortfalt
of the program, it is important to compare proposals to both benefits at
currently promised levels and benefits funded at current tax levels. We
have developed benchmark policy scenarios to illustrate the range of
possible outcomes and used these benchmarks to examine the outloak for
income adequacy. However, since our report was focused on income
adequacy, it did not examine measures of individual equity, which should
be balanced against adequacy measures. Third, various approaches to
benefit reductions, in particular, would have differing effects on adequacy.
More progressive approaches to reducing monthly benefits would have a
smaller effect on poverty rates, for example, than less progressive
approaches. Also, reductions that preserve current law benefits for
survivors, disabled workers, and the very old would help minimize
reductiuns to income adequacy, though they could place other
beneficiaries at greater risk of poverty.

Social Security’s
Long-Term Financing
Problem Is More
Urgent Than It May
Appear

Today the Social Security program does not face an immediate crisis but
rather a long-range and more fundamental financing problem driven
largely by kmown demographic trends. The lack of an immediate solvency
crisis changes the challenge, but it does not eliminate the need for action.
Acting sooner rather than later would allow changes to be phased in so the
individuals who are most likely to be affected, namely younger and future
workers, will have time to adjust their retirement planning while helping
to avoid related "expectation gaps.” It is also important to put the overall
federa) budget on a sustainable footing over the long term, thereby
promoting higher economic growth and more fiscal flexibility to finance
other priorities.
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Since there is a great deal of confusion about Social Security’s current
financing arrangements and the nature of its long-term financing problem,
Pd like to spend some time describing the nature, timing, and extent of the
financing problem.

Demographic Trends Drive
Social Security’s Long-
Term Financing Problem

As you all know, Social Security has always been largely a pay-as-yougo
system. This means that current workers' taxes pay current retirees’
benefits. As a result, the relative numbers of workers and beneficiaries
affect the program’s financial condition, This ratio, however, is changing:
today the ratio of workers paying Social Security taxes to beneficiaries is
3.4:1 and it is expected to drop to around 2:1 by 2030. The retirement of
the baby boom generation is not the only demographic challenge facing
the system. People are retiring early and living longer. A falling fertility
rate is the other principal factor underlying the growth in the elderly’s
share of the population. Taken together, these trends threaten the
financial solvency and sustainability of this important program.

(See fig. 1)
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Flgure 1: Ratio of Covered Workers to Beneficlaties

Covered workers per OASDI beneficlary
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Source: GAQ analysis of data from Office of the Chietf Actuary, Soclal Securlty Administration (SSA).

‘The combination of these trends means that labor force growth will begin
to slow after 2010 and become negligible by 2025. (See fig. 2.) Relatively
fewer workers will be available to produce the goods and services that all
will consume. Without a major increase in productivity, low labor force
growth will inevitably lead to slower growth in the economy and, absent a
change in tax policy, to slower growth of federal revenues. This in turn
will only accentuate the overall pressure on the federal budget.
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This slowing labor force growth is not always considered as part of the
Social Security debate. Fundamentally, there are only two ways to mitigate
the slowdown in labor force growth: keep people in the labor force longer
or bring in more people. Given longer life expectancies, improving health
status of older workers, economic needs, and budget realities, it may be
appropriate to consider finding ways to encourage peocple to work longer.
Social Security’s retirement ages are often the subject of discussion and
debate. It is also appropriate to consider whether and how changes in
pension and/or other goverrunent policies could encourage longer
workforce participation. To the extent that people choose to work longer
as they live longer, the finances of Social Security and Medicare would be -
improved, and the expected slowdown in labor force growth might be
mitigated. However, in the case of Social Security, absent any new
increases in the full retirement age, any improvement could be offset to
some degree by the higher benefits that workers could have as a result of
delaying receipt of their benefits.
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Another key uncertainty is new entrants into the labor force. In domestic
social palicy, we have seen an increasing focus on encouraging those
previously outside the labor force (such as welfare recipients and the
disabled) into the workforce. Concern about the slowdown in the labor
force may also lead to discussions about immigration and its role. These
are issues that the Congress may wish to explore further in the next few

years.
Because of these demographic trends, current estimates show that within

16 years benefit payments will begin to exceed program revenue, which is
composed largely of payroll taxes on cwrent workers.” (See fig. 3.)

* Income tax revenue resulting from taxation of up to 50 percent of Social Security beefits
for certain higher income beneficiaries is credited to the OASI and DI Trust Funds and
provided 2 percent of total income in 2000.
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Flgure 3: Social Security incoine and Cost Rates
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Social Security Cash Within the federal budget, Social Security—more properly, the Old-Age
Flows, Trust Funds, and and Survivors Insurance and Disability Insurance programs (OASDD—has
the Federal Budget two trust funds that authorize Treasury to pay benefits as long as the

applicable trust fund has a positive balance. Currently, Social Security's
cash income exceeds cash expenditures. The Trust Funds, by law, invest
the resulting surplus in U.S. government obligations or securities that are
backed by the full faith and credit of the U.S. government. At present, the
Trust Funds’ assets are in the form of special, norunarketable Treasury
securities that are backed by the full faith and credit of the U.S.
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government and s0 carry no risk of default.’ Although the Trust Funds
cannot sell their holdings in the open market, the Trust Funds face no
liquidity or interest rate risk since it can redeem its special Treasury
securities before maturity at face value. These securities earn interest
credits at a statutory rate linked to market yields, and this interest from
the Treasury is credited to the Trust Funds in the form of additional
Treasury securities.

Social Security is included in the most commonly used measure of the
government's financial balance, known as the unified budget
deficit/surplus. The unified budget measure includes all federal spending
and revenue. Between 1983 and 1998, surpluses in the Social Security trust
funds were used (o partially offset a deficit in alt other government
accounts within the unified budget® Since 1998 when the federal
government began running unified surpluses, same or all of the Social
Security surpluses have been used to reduce federal debt held by the
public.”

I think it is useful to pause for a moment here and reflect on what the term
“trust fund” means in the federal budget.” Trust funds in the federal
budget are not like private trust funds. Individuals can create a private
trust fund using his or her own assets to benefit a stated individuai(s). The
creator, or settlor, of the trust names a tnustee who has a fiduciary

ibility to the desi d assets in accordance with the

stipulations of the trust. In contrast federal trust funds are budget
accounts used to record receipts and expenditures earmarked for specific
purposes. The Congress creates a federal trust fund in law and designates

SUnder current law, the Secretary of the Treasury as ustee may purchase marketable
Treasury and agency if the Secretary ines that such p is “in the
public interest * Such purchases have been rare. As of the end of fiscal year 2000, about
0.004 percent of OASDI trust fund holdings were in le Treasury it

®The interest credited to the trust fund does not currently affect the unifted surptus or
deficit because it is an intemal transaction of the government. One part of the government
(the Treasury) credits the interest o another part (the trust fund), so the two transactions
offset one another and there is no net budgetary effect.

4 portion of the Social Security surpluses offaet an on-budget deficit in fiscal year 1998.
Fiscal year 1999 was the first year since 1960 that the federa] government ran an on-budget
surplus.

11 For a discussion of trust fands and other earmarked fumds in the budget, see Federal
Trust and Other Eaymarked Punds: Answers to Frequendly Asked Questions
{GAO-01-1995P, Jan. 2001).
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a funding source to benefit stated groups or individuals. Unlike most
private trustees, the federal goverrunent can raise or lower future trust
fund collections and payments or change the purposes for which the
collections are used by changing existing laws. Moreover, the federal
govenment has custody and control of the funds, including the earnings
of most federal trust funds.

Under current law, when the Social Security Trust Funds’ receipts exceed
costs—that is, when the Trust Funds have an annual cash surplus—this
surplus is invested in Treasury securities and can be used to meet current
cash needs of the government or to reduce debt held by the public. In
either case, the solvency of the Trust Funds is unchanged. However, while
the Treasury securities are an asset to the Trust Funds, they are a liability
to the Treasury. Any increase in assets to the Trust Funds creates an
increase of equal size in future claims on the Treasury. One government
fund is lending to another. As a result, these transactions net out on the
govermnment’s consolidated books.

While the accumulated balances in a trust fund reflect the government's
commitment to pay benefits, limited to the assets held in the fund, they do
not in and of themselves increase the government's ability to meet the
related program commitments. That is, simply increasing trust fund
palances does not improve program sustainability. Increases in trust fund
balances can strengthen the ability to pay future benefits if a trust fund'’s
cash surpluses are used to improve the government's overall fiscal
position. For example, when a trust fund’s cash surpluses are used to .
reduce debt held by the public, this increases national saving, contributes
to higher economic growth over the long terr, and enhances the
govermment's ability to raise cash in the future to pay benefits. It also
reduces federal interest costs below what they otherwise would have
been, thereby promoting greater fiscal flexibility in the future.

The corabined Social Secirity Trust Funds will be solvent through 2038
according to the Trustees’ intermediate estimates.” However, our long-
term model shows that well before that time program spending will
constitute a rapidly growing share of the budget and the economy.
Ultimately, the critical question is not how much a trust fund has in assets,
but whether the government as a whole can afford the promised benefits
now and in the future and at what cost to other claims on scarce

e 1y, the DI fnd is p d to be in 2026 and the OASI fund in 2040,
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resources. The future sustainability of programs is a key policy issue
policymakers should address—i.e. the capacity of the economy and budget
to afford the commitment. Fund solvency can help, but only if promoting
solvency improves the future sustainability of the program. General fund
transfers to the Trust Funds can improve solvency, but unless
accompanied by program reforms and/or reductions in debt held by the
public will have no effect on the program’s overall sustainability.

Social Security’s Cash
Flow Is Expected To Turn
Negative in 2016

Today, the Social Security Trust Funds take in more in taxes than they
spend. Largely because of the known demographic trends I have
described, this situation will change. Under the Trustees' intermediate
assumptions, combined programn outlays begin to exceed program
revenues in 2016. At that time, the program will become a net claimant on
the rest of the federal budget. (See fig. 4.)
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Figure 4: Social Security’s Trust Funds Face Cash Deficits as Baby Boomers Retire
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As 1 noted above, the special Treasury securities represent assets for the
Trust Funds but are future claims against the Treasury. To cover the cash
shortfall, —which is expected to grow— the Trust Funds will begin
drawing on the Treasury, first relying on its interest income and eventually
drawing down its accumulated trust fund assets. Regardless of whether
the Trust Funds are drawing on interest income or principal to make
benefit payments, the Treasury will need to obtain cash for those
redeemed securities either through increased taxes, spending cuts,
increased borrowing from the public, or correspondingly less debt
reduction than would have been the case had Social Security’s cash flow

Pege 12 GAD-02-288T



136

remained positive.” The projected change in Social Security cash flow in
2016 will not mean a crisis in program financing: promised benrefits will
continue to be pafd in full However, this negative cash flow will place
increased pressure on the federal budget to raise the resources necessary
to meet the program’s ongoing costs.

Decline in Budgetary
Flexibility Will Be Severely
Exacerbated Absent
Entitlement Reform

From the perspective of the federal budget and the economy, the expected
growth in Social Security spending is a major challenge in combination
with the even faster expected growth in Medicare and Medicaid spending.
This growth in spending on federal entitlements for retirees will become
increasingly unsustainable over the longer term, compounding an ongoing
decline in budgctary flexibility. Over the past few decades, spending on
mandatory programs has cc d an ir ng share of the federal
budget. For example, prior to the creation of the Medicare and Medicaid
programs, in 1962 mandatory spending accounted for about 33 percent of
total federal spending. By 2000, this share had more than doubled to
approximately 66 percent of the budget.

The Director of the Office of Management and Budget (OMB) has recently
suggested the possibility of federal budget deficits through fiscal year
2004, and other budget analysts appear to be in agreement. While we do
not know today what the 10-year budget projections will be in the next
updates by CBO and the Office of Management and Budget (OMB), we do
know the direction: they will be considerably less optiristic than before
September 11, and the long-term oudook will look correspondingly worse.
For example, if we assume that the 10-year surpluses CBO projected in
August are eliminated, by 2030 absent changes in the structure of Social
Security and Medicare, there would be virtually no room for any other
federal spending priorities, including national defense, education, and law
erforcement. (See fig. 5.) The resource demands that come from the
events of September 11—and the need to address the gaps these events
surfaced—will demand tough choices. Part of that response must be to
deal with the threats to our long-term fiscal health. Ultimately, restoring
our long-term fiscal flexibility will involve both promoting higher long-
term economic growth and reforming the federal entitlement programs.
‘When Congress returns for its next session, these issues should be placed
back on the national agenda.

B 1f the unified budget is in surplus at this point, then financing the excess benefits will
require less debt redemption rather than increased borrowing.
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Flgure 5: Augusi 2001 Proj;
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Since Social Security will constitute claims on real resources in the future
when it redeems assets to pay benefits, taking action now to increase the
future pool of resources is important. As Federal Reserve Chairman
Greenspan has said, the erucial issue of saving in our economy relates to
our ability to build an adequate capital stock to produce enough goods and
services in the future to accommodate both retirees and workers in the
future. The most direct way we can raise national saving is by increasing
government saving. Saving a good portion of the surpluses would allow

4 Testimony before the Committee on Banking, House, and Urban Aftairs, U. S Senate,
July 2¢, 2001.
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the federal government to reduce the debt overhang from past deficit
spending, provide a strong foundation for future economic growth and
enhance future budgetary flexibility.

Correspondingly, taking action now on Social Security not only would
promote increased budgetary flexibility in the future and stronger
economic growth but would also require less dramatic action than if we
wait. Perhaps the best way to show this is to compare what it would take
o achieve actuarial balance at different peints in time. Figure 6 shows
this. lfwedidnothnwmhl?ﬂss—theywﬁ\emhmdsmma!ed
to be exh hieving actuarial bal would require benefit
reductions of 30 percent or a tax increase of 39 percent." As figure 6
shows, earlier action shrinks the size of the necessary adjustment.

N
Figure 8: Neoded to Maintain Soclal Security Solvency
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Satitcs: GAD anaysis of data from the intermediate assumptions of the 2001 OASDI Trustees

" Based on esiimates of program income from both the payroll tax and taxation of GASDI
benefhs.
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Thus both sustainability concemns and solvency considerations must drive
us to act sooner rather than later. Trust Fund exhaustion may be more
than 30 years away, but the squeeze on the federal budget is only 15 years
inourﬁ:ture.Acﬁonsmkmtodaycaneaseboththasepresmmdme
pain of future actions. Acting sooner rather than later aiso provides a more
reasonable planning horizon for future retirees.

Evaluating Social
Security Reform
Proposals

As important as financial stability may be for Social Security, it is not the
only consideration. Social Security remains the foundation of the nation's
retirement system. Yet it is more than just a retirement programy; it also
pays benefits to disabled workess and their dependents, spouses and
chiildren of retired workers, and survivors of deceased workers. Last year,
Social Security paid almost $408 billion in benefits to more than 46 million
people. Since its inception, the program has successfully reduced poverty
among the elderly. In 1959, 35 percent of the elderly were poor. In 1999, 8
percent of beneficiaries aged 65 or older were poor, and 48 percent would
have been poor without Secial Security. It is precisely because the
program is so deeply woven into the fabric of our nation that any proposed
reform must consider the program in its entirety, rather than one aspect
alone. Thus, GAO has developed a broad framework for evaluating reform
proposals that considers rot only solvency but other aspects of the
program as well. Arguably, similar frameworks can also be applied to
other programs like Medicare.

The analytic framework GAO has developed to assess proposals
comprises three basic criteria:

+ the extent to which a proposal achieves sustainable solvency and how
it would affect the economy and the federal budget;

« the relative balance struck between the goals of individual equity and
income adequacy; and

« how readily a proposal could be impl ted ini d, and
explained to the public.

The weight that different policymakers may place on different criteria
would vary, depending on how they value different atributes. For
example, if offering individual choice and control is less important than
maintaining replacement rates for low-income workers, then a reform
proposal emphasizing adequacy considerations might be preferred. As
they fashion a comprehensive proposal, however, policymakers will
ultimately have to balance the relative importance they place on each of
these criteria.
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Financing Sustainable
Solvency

Any reforms to Social Security must ensure that program revenues
continue to exceed the cost of benefit payments if the Social Security
program is to achieve sustainable solvency. Historically, the program's
solvency has generally been measured over a 75-year projection period. If
projected revenues equal projected outlays over this time horizon, then the
system is declared in actuarial balance. Unfortunately, this measure is
itself unstable. Each year, the 75-year actuarial period changes, and a year
with a surplus is replaced by a new 75th year that has a significant deficit.
This means that changes that restore solvency only for the 75-year period
will not hold. For example, if we were to raise payroll taxes by 1.86
percentage points of taxable payroll today—which, according to the 2001
Trustees Report, is the amount necessary to achieve 75-year balance—the
system would be out of balance next year. Reforms that lead to
sustainable solvency are those that avoid the automatic need to
periodically revisit this issue.

As I have already discussed, reducing the relative future burdens of Social
Security and health programs is essential to a sustainable budget policy for
the longer term. It is also critical if we are to avoid putting unsupportable
financial pressures on future workers. Reforming Social Security and
health programs is essential to reclaiming our future fiscal flexibility to
address other national priorities.

Balancing Adequacy and
Equity

The current Social Security system’s benefit structure strikes a balance
between the goals of retirement income adequacy and individual equity.
From the beginning, benefits were set in a way that focused especially on
replacing some portion of workers’ pre-retirement earnings, and over time
other changes were made that were intended to enhance the program'’s

role in helping ensure adequate incomes. Retirement incore adequacy,
therefore, is addressed in part through the program’s progressive benefit
structure, providing proportionately larger benefits to lower earners and
certain household types, such as those with dependents. Individual equity
refers to the relationship between contributions made and benefits
received. This can be thought of as the rate of return on individual
contributions. Balancing these seemingly conflicting objectives through
the political process has resulted in the design of the current Social
Security program and should still be taken into account in any proposed
reforms.

Policymakers could assess income adequacy, for example, by considering

the extent to which proposals ensure benefit levels that are adequate to
protect beneficiaries from poverty and ensure higher replacement rates for
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low-income workers. In addition, polic \ could ¢ ider the impact
of proposed changes on various sub-populations, such as low-income
workers, women, minorities, and people with disabilities. Policymakers
could assess equity by considering the extent to which there are
reasonable returns on contributions at a reasonable level of risk to the
individual, improved intergenerational equity, and increased individual
choice and control. Differences in how various proposals balance each of
these goals will help determine which proposals will be acceptable to
policymakers and the public.

After I finish this brief overview of our evaluation framework, 1 would like
to come back to this criterion and share some results from our recent
report on income adequacy.

Implementing and
Administering Proposed
Reforms

Program complexity can both make impl ion and inistration
more difficult, and make it harder to explain to the public. Some degree of
implementation and administrative corplexity arises in virtually all
proposed reforms to Social Security, even those that make incremental
changes in the already existing structure. However, the greatest potential
implementation and administrative challenges are associated with
proposals that would create individual accounts. These include, for
example, issues concerning the management of the information and
money flow needed to maintain such a system, the degree of choice and
flexibility individuals would have over investment options and access to
their accounts, investment education and transitional efforts, and the
mechanisms that would be used to pay out benefits upon retirement.
There is also the necessary and complex task of harmonizing any system
of individual accounts with the extensive existing regulatory framework
governing our nation’s private pension system. In evaluating such
proposals, the complexities of hing these sy would have to be
balanced against the opportunity of extending pension participation to
millions of uncovered workers.

Continued public acceptance and confidence in the Social Security
program require that any reforms and their implications for benefits be
well understood. This means that the American people must understand
what the reforms are, why they are needed, how they are to be

i d and administered, and how they will affect their own
retirement income. All reform proposals will require sorae additional
outreach to the public so that future beneficiaries can adjust their
retirement planning accordingly. The more transparent the
implementation and administration of reform, and the more carefully such
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reform is phased in, the more likely it will be understood and accepted by
the American people. From a practical stand-point, the phase-in of any
reform should reflect individual faimess and political feasibility. With
regard to proposals that involve individual accounts, an essential
challenge would be to help the American people understand the
relationship between their individual accounts and traditional Social
Security benefits, thereby ensuring that we avoid any gap in expectations
about current or fiture benefits.

Examining Effects of
Reform on Income
Adequacy

Over the past few years, we have been developing a capacity at GAO to
estimate the quantitative effects of Social Security reform on individuals,
Such estimates speak directly to applying our adequacy/equity criterion to
reform proposals. We have just issued a new report that includes such
estimates to illustrate the varying effects of different policy scenarios on
individuals.” Today, I would like to share our findings regarding what
measures can be used to examine income adequacy, defining appropriate
benchmarks for assessing the future outlook for individuals' Social
Security benefits, and how varying approaches to reducing benefits could
have different effects on adequacy. Our recent report did not, however,
present estimates of effects on individual equity." In addition to these
points, our report looked at how concem over income adequacy has
shaped the Social Security program over the years and how income
adequacy has changed over time, especially for different groups of
beneficiaries,

No Single Measure Gives
Complete Picture of
Income Adequacy

Various measures help examine different aspects of income adequacy, but
no single measure can provide a complete picture. Three examples
illustrate the variety of approaches.

'8 Social Security: Program’s Role in Helping Ensure Income Adequacy (GAO-0262, Nov.
30, 2001).

¥ For information on such issues, see Social Security: Issues in Comparing Rates of
Return with Market Investments (GAO/HEHS-99-110, Aug. 5, 1999).
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« Dependency rates measure what proportion of the population depends
on others for income support or, more specifically, on government
income support programs such as Supplemental Security Income (SSI).
Such rates reflect one of Social Security’s goals, reducing dependency
on public assistance, which was articulated very early in the program’s
history.

+ Poverty rates measure what proportion of the population have incomes
below the official poverty threshold, which is just one of many
adequacy standards used in similar rate calculations. The poverty
threshold provides a minimal standard of adequacy; other standards
reflect different outlooks on what adequacy means.

« Earnings replacement rates measure the extent to which retirement
income replaces pre-retirement income for particular individuals and
thereby helps them maintain a pre-retirement standard of living. When
applied to Social Security benefits, this measure reflects the way the
benefit formula is designed to replace earnings.

For any of these measures, the meaning of a given value of the measure is
not clear. For example, what value of a dependency or paverty rate is
considered low enough and what replacement rate is considered high
enough are quite subjective. Moreover, all of these types of measures
depend significantly on what types of income are counted, such as before-
or after-tax income or noncash benefits such as Medicare and Medicaid.
As a result, the measures are most useful not for their estimated values in
isolation but rather for making comparisons, whether over time, across
different subpopulations, or across different policy scenarios.

Benchmark Policy
Scenarios Illustrate Range
of Possible Outcomes

In the past, we have pointed out the importance of establishing the proper
benchmarks against which reforms must be measured. Often reform
proposals are corpared to currently promised benefits, but currently
promised benefits are not fully financed. It is also necessary to use a
benchmark of a fully financed system to fairly evaluate reform proposals.
To illustrate a full range of possible outcomes, our recent report on
income adequacy used hypothetical benchmark scenarios that would
restore 75-year solvency either by only increasing payroll taxes or by only
reducing benefits. Our tax-increase-only benchmark simulated benefits at
currently promised levels while our benefit-reduction-only benchmarks
imulated benefits funded at current tax levels. These benchmarks used
the program's current benefit swructure and the 2001 QASDI Trustees’
intermediate, or best-estimate, ptions. The benefit reductions were

Page 20 GAO-02-288T



144

phased in between 2005 and 2035 to strike a balance between the size of
the incremental reductions each year and the size of the ultimate
reduction. At our request, SSA actuaries scored our benchmark policies
and determined the parameters for each that would achieve 75-year
solvency. For our benefit reduction scenarios, the actuaries determined
these par ing that disabled and survivor benefits would be
reduced on the same basis as retired worker and dependent benefits. If
disabled and survivor benefits were not reduced at all, reductions in
retired worker benefits would be deeper than shown in this analysis.”

Varying Approaches to
Benefit Reductions Would
Have Different Effects on

Adequacy

Future benefit levels and income ad -y will depend considerably on
how any benefit reductions are made. Figure 7 shows the percentage of
retired workers® with Social Security benefits that fall below the official
poverty threshold for various benchmarks. Note that this graph does not
show poverty rates, which would require projections of total income;®
instead, it focuses only on Social Security benefits. The percentage with
total incomes below the poverty threshold would be lower if other forms
of retirement income were included. The figure shows that the percentage
with benefits below the poverty threshold would be greater under a
proportional benefit reduction than under a progressive benefit reduction.
The proportional benefit-reduction-only benchmark would reduce benefits
by the same proportion for all beneficiaries bom in the same year. The
progressive benefit-reduction-only benchmark would reduce benefits by a
smaller proportion for lower earners and a higher proportion for higher

* See Social Security: Program’s Role in Helping Ensure Income Adequacy (GAO-02-62,
Nov. 30, 2001), appendix II, for more details on the altemative benefit reduction
benchmarks.

® We used retired workers for simplicity. Our focus is on the difference between benefit
reduction approaches, holding everything else equal, and not on the type of beneficiary. We
nse age 62 as the retirement age because most retired worker beneficiaries retire at that
age. Because of a variety of it i iary and h id type, our
estimates should not be interpreted as poverty rates. See Social Securily: Progrem’s Role
in Helping Ensure Income Adequacy (GAO-02-62, Nov. 30, 2001), appendixes Mand IV,

* Given that our analysis examined only Social Security benefits and not total incorne, the
focus should not be on the specific estimates of adequacy measures but rather the
differences between them across types of measures, across beneficiary groups, and across
policy scenarios. . See Social Security: Program’s Role in Helping Ensure Income
Adegquacy (GAO-02-G2, Nav. 39, 2001).
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eamers. The tax-increase-only (no benefit reduction) benchmark
estimates are shown for reference. *

L — e ———
Figure 7: Adequacy of incoms i Future Depends on Benafit
{Refired Workers, All Retiting at Age 62)

Percent of cohort with Soclal Secunty banefits bekow poverty
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Notes: The rates shown In the graph are rot poverty rates bocause they reflact only Social Sesurity
ncoma, not totat incoma. For the 1935 birth cohort, which reached age 62 in 1957, 51 parcent of our
simulated samploe had Social Security benefits below povesty. Uncier the propottional reduction
approach, all benelicarios In @ given birth yesr aro subject 10 3 bonefit reuction that & & constant
proportion of their benefits. Under tha progressive reduction, beneficiaries with iower benefits receive
a smaler proportiondl reduction than those with higher benafits. See appendix iff in Social Security:
Program's Role in Helping Ensure income Adequacy (GAQ-02.62, Nov. 30, 2001) for more cetalls on
the altemativa benefit reduction benchmarks.

Source: GAO's analysis using the GEMINI moda!.

Different approaches to reducing benefits would have different effects on
income adequacy because their effects would vary with earnings levels.
Smaller reductions for lower eamers, who are most at risk of poverty,
would decrease the chanees that their benefits would fall below poverty.

“ Figure 7 also shows that percentage of workers with benefits betow the poverty
threshold would be slightly higher in our simulations for those retiring in 2032 rather than
2017. Thix reflects primarily that the benefit reductiuns in our benchmarks are more fully
phased in for the 2032 group than for the later group. The declines in the percentages from
the 2032 to 2047 retircment years largely reflects that inlial benef:t levels increase with
wages while the poverty threshnld increases with prices, which are assumed to grow more
slowly than wages. Since the benefit reductions are fully phused in by 2035. the last two age
groups expenience nearly the same bencflt reductions.
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Figure 8 illustrates how different approaches would have benefit
reductions that would vary by benefit levels (which are directly related to
earnings). The proportional benchmark would reduce benefits by an
identical percentage for all eamings levels. In contrast, the two alternative,
progressive benchmarks would reduce benefits less for lower earners than
for higher eamers. The so-called “limited-proportional” benefit-reduction
benchmark would be even more progressive than the progressive benefit-
reduction benchmark because a portion of benefits below a certain level
are protected from any reductions while reductions above that level are
proportional.? Moreover, different benefit reduction approaches would
have varying effects on different beneficiary groups according to the
variation in the typical eamings levels of those subgroups. For example,
women, minorities, and never married individuals all tend to have lower
lifetime earnings than raen, whites, and married individuals, respectively.
Therefore, benefit reductions that favor lower earners would help
minimize adequacy reductions for such groups that typically have lower
earmings.

2 ’l'he 1985 hmh cohun will be subject to !.he Ia.rgm benefit reductions of the four cohorts
itbesti ] disparity in benefit reductions by

beneﬁt level.
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A
Figure 8: Benefit Reduction Approaches Have Different Eftects on Diflerenit Benefit
Levels (Retired Workers Born in 1985, All Retire 81 Age 62)
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in Helping Ensure income Acequacy (GAOOQ-BZ Nov. 30, 2001) for more datails on the allernative
benefit reduction banchmarks.

Source: GAO's analysis using the GEMINI model.

As our report also showed, the cffects of some reform options parallel
those of benefit reductions made through the benefit formula, and these
parallels provide Insights into the distributional effects of those reform
options. For example, if workers were to retire at a given age, an increase
in Social Security's full retivement age results in a reduction in monthly
benefits; moreaver, that benefit reduction would be a proportional, nota
progressive reduction. Another example would be indexing the benefit
formula to prices instead of wages. Such a revision would alsobe a
proportional reduction, in effect, because all eamings levels would be
treated the same under such an approach. In addition, indexing the benefit
formula to prices would implicitly affect future poverty rates. Since the
official poverty threshold increases each year to reflect price increases
and benefits would also b# indexed to prices, poverty rates would not be
cxpected to change notably, holding all elsc equal. In contrast, under the
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current benefit formula, initial benefit levels would grow faster on average
than the poverty threshold and poverty rates would fall, assuming that
wages increase faster than prices on average, as the Social Security
trustees’ report assumes they will.

Conclusion

Changes to the Social Security system should be made sooner rather than
later—both because earlier action yields the highest fiscal dividends for
the federal budget and because it provides a longer period for future
beneficiaries to make adjustments in their own planning. The events of
September 11 and the need to respond to them do not change this. It
remains true that the longer we wait to take action on the programs
driving long-term deficits, the more painful and difficult the choices will
become.

Today I have described GAQO's three basic criteria against which Social
Security reform proposals may be measured: financing sustainable
solvency, balancing adequacy and equity, and implementing and
administering reforms. These may not be the same criteria every analyst
would suggest, and certainly how policymakers weight the various
elements may vary. But if comprehensive proposals are evaluated as to (1)
their financing and economic effects, (2) their effects on individuals, and
(3) their feasibility, we will have a good foundation for devising agr

solutions, perhaps not in every detail, but as an overall reform package
that will meet the most important of our objectives.

Our recent report on Social Security and income adequacy showed that
more progressive approaches to reducing monthly benefits would have a
smaller effect on poverty, for example, than less progressive approaches.
Also, reductions that protect benefits for survivors, disabled workers, and
the very old would help minimize reductions to income adequacy, though
they would place other beneficiaries at greater risk of poverty. More
broadly, the choices the Congress will make to restore Social Security’s
long-term solvency and sustainability will critically determine the
distributional effects of the program, both within and across generations.
In turn, those distributional effects will determine how well Social
Security continues to help ensure income adequacy across the popwation.
Still, such adequacy effects then need to be balanced against an
assessment of the effects on individual equity. In addition, all adequacy
measures depend significantly on what types of income are counted. In
particular, noncash benefits such as Medicare play a major role in
sustaining standards of living for their beneficiaries. Any examination of
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income adequacy should acknowledge the major role of noncash benefits
and the needs they help support.

In finding ways to restore Social Security’s long-term solvency and
sustainability, the Congress will address a key question, whether explicitly
or implicitly:

What purpose does it want Social Security to serve in the future?

to minimize the need for means-tested public assistance programs;
to minimize poverty; using what standard of poverty;

to replace pre-retirement earmings;

to maintain a certain standard of living; or

to preserve purchasing power?

The answer to this question will help identify which measures of income
adequacy are most relevant to examine. 1t will also help focus how options
for reform should be shaped and evaluated. Our work has illustrated how
the future outlook depends on both the measures used and the shape of
reform. While the Congress must ultimately define Social Security's
purpose, our work has provided tools that inform its deliberations.

Still, Social Security is only one part of a much larger picture. Reform
proposals should be evaluated as packages that strike a balance among
their component parts. Furthermore, Social Security is only one source of
income and only one of several programs that help support the standard of
living of our retired and disabled populations. All sources of income and
all of these programs should be considered together in confronting the
demographic challenges we face. In addition to Social Security, employer-
sponsored pensions, individual savings, Medicare, employer-provided
health benefits, earnings from continued employment, and means-tested
programs such as SSI and Medicaid all should be considered, along with
any interactions among them. In particular, compared to addressing our
long-range health care financing problem, reforming Social Security is
easy lifting. We at GAO look forward to continuing to work with this
Committee and the Congress in addressing these important issues.

Mr. Chairman, members of the Comumittee, that concludes my statement.
I'd be happy to answer any questions you may have.
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Far information regarding this testimony, please contact me at
GAO Contact and (202) 512-7215, Individuals making key contributions to this testimony
Staff include Ken Stockbridge, Charles Jeszeck, Alicia Cackley, Jay McTigue,

Acknowledgmenfs Linda Baker, and Melissa Wolf.
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The CHAIRMAN. Without objection we will make that part of our
record. Thank you very much.

Compared to Medicare, Social Security is easy to fix. I am not
sure that means that Social Security is easy to fix, just that Medi-
care is very, very, very difficult to fix because of the policy changes
and reinventing a medical delivery system for this whole country
is indeed a real challenge and very, very difficult.

Mr. Kollman, I take it you do not have a statement. Do you have
any comment you want to make on what she said or a follow-up?

STATEMENT OF GEOFFREY KOLLMAN, SPECIALIST ON SOCIAL
LEGISLATION, CONGRESSIONAL RESEARCH SERVICE, WASH-
INGTON, DC

Mr. KOLLMAN. As the third support agency I think I would just
like to reiterate some of the points that were made.

The central issue and it is the one that Barbara just ended on
is this question of urgency. Why should we do something now rath-
er than later? I think there are several important reasons.

One, the problem is not just going to be due to the retirement
of the baby boom. It has often been said that Social Security’s prob-
lem is you have this pig going through a python, likening the baby
boom to the pig. But that implies that once the pig is digested the
problem goes away. That is not true. What you have is a perma-
nent aging of society, due not only to the size of the baby boom but
the fact that people are living a lot longer and the number of work-
ers supporting them is going to decline and it is a downward trend
that continues. So it is a demographic phenomenon, as the director
of CBO said.

Second, and Barbara’s chart to the right explicitly shows this,
this is not just a Social Security issue. It is a much larger issue.
It is a burden on government that goes way beyond Social Security.

Third, the fact that the last four trustee’s reports have tended to
show some improvement, this does not alter the long-range picture.
In fact, until very recently there was a whole slew for 25 years of
trustee’s reports that showed a steadily deteriorating situation and
that continues to this day. And if you look at the last four trustee’s
reports, even though they showed temporary improvements in the
short range, postponing the date of insolvency by a few years, if
you look at the last year of the projection period that has remained
about the same magnitude of problem.

Fourth, there is the looming political problem—the complication
of having an aging society. If we wait till the baby boom is near
retirement or retired, especially if all 77 million of them are about
to be on the rolls or on the rolls, then you have the problem that
they have a tremendous vested interest in the status quo and it
would be very difficult to make change at that point.

Finally, as each year passes the timeframe in which the con-
straints can be imposed gradually get smaller and the longer we
wait to enact them the more precipitous they have to be.

Moreover, we need predictability in our retirement system so
people working today can plan for their future accordingly. It is
their future that is at stake.

So I just wanted to reiterate what I know the chairman has al-
luded to several times as to what the urgency is here.
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The CHAIRMAN. Thank you very much. You referred to the aging
of society and I have referred to it as good news/bad news. The
good news is that people are living a lot longer. The bad news is
that people are living a lot longer. Of course we, as a society, are
very pleased that medical technology has allowed people to live
longer than we did in 1935 when this program was instituted but
at the same time, recognizing that that fact also creates a huge
problem of trying to have fewer people pay for more and more peo-
ple who live longer and longer every year.

So that is the real challenge. So the good news/bad news is sort
of the same thing and our challenge is to figure out how to achieve
the change and keep the commitment that we have to the Amer-
ican people.

I take it, Ms. Bovhjerg, you have seen or at least read some of
the information about the recommendations that I take it the com-
mission in their last meeting hopefully will be able to present. It
seems to me, as I said to Mr. Crippen, I was sort of hoping that
we would get a recommendation and it looks like we get a range
of options with maybe three different recommendations.

That is sort of what Congress has been doing. I mean we know
what the options are. I was hoping that someone outside the
boundary of political decisions would make a recommendation that
would be rational and substantive and get the job done and let us
worry about the politics of it.

Can you describe, Ms. Bovbjerg, what you, or Mr. Kollman, what
you consider to be the different approaches of the three rec-
ommendations that we hear we are getting ready to get?

Ms. BOVBJERG. I wish I could.

The CHAIRMAN. I find it to be very complicated, particularly No.
3. I do not quite understand it yet.

Ms. BovBJERG. I think what we have seen publicly has been very
short on details so I would be really reluctant to try to guess ex-
actly what the commission is thinking in each of the approaches
that they have. I think we will be eagerly awaiting what they come
out with and will be very interested in seeing the details in the ac-
tuarial scoring. We would also look forward to applying our criteria
to the different options.

But as we have said before, I think it is really important to look
at these things as complete packages and while we see some out-
lines perhaps, it is difficult to know what is really in the options
from what the Commission has released so far.

The CHAIRMAN. Can you comment on one of the recommenda-
tions? One of their proposals to index the initial benefit determina-
tion, I take it, to growth in prices rather than to growth in wages.
Can you comment on what is the difference in that? How would
that affect what they are talking about doing if they started index-
ing the benefit determination to growth in prices rather than the
growth in wages?

Ms. BOVvBJERG. Well, this is something that has been discussed
before, I believe most notably in Congressman Kasich’s proposal of
the past, but it is important to understand first how Social Security
bgneﬁts are calculated to really understand what they are talking
about.
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When Social Security determines a recipient’s initial benefit they
first have to determine the average monthly earnings over a 35-
year period and in order to do that they have to bring all the earn-
ings from 35 years in the past, as well as just the last couple of
years, onto the same basis. They do this by inflating for the growth
in average wages.

So then once they determine the initial benefit, that benefit is
then, over the course of the person’s retirement life, inflated for
cost of living, which goes up with prices.

So there are two different kinds of indexing that occur in Social
Security—one for the initial benefit calculation and then the other
to maintain purchasing power over the time that the person is re-
tired.

The CHAIRMAN. The CPI adjustment?

Ms. BOVBJERG. Yes.

Mr. KOLLMAN. But the key factor is that wages are projected to,
as they have in the past, rise more rapidly than prices. So by in-
dexing not just the wages but the benefit formula to the increase
in wages you have a more rapid growth in the level than you other-
wise would if you indexed them to prices.

The CHAIRMAN. So if their recommendation was put into effect
making the initial determination based on prices, that initial deter-
mination, I take it, would be lower than under the current system?

Mr. KoLLMAN. Under the projections, that is correct.

The CHAIRMAN. Can you give me an elaboration on the dates that
we hear all the time between what happens, I guess, in year 2016
versus what happens to the current system in the year 2038?

Ms. BOVBJERG. I would be happy to do that. The year 2038, the
one that I think a lot of people focus on, is when the trust fund
will no longer have enough assets to pay current benefits. That
means that when they collect payroll tax receipts there are not
enough to pay out current levels of benefits and they do not have
any more special Treasuries to cash in. That means that they have
to reduce benefits until they have enough cash in hand to pay them
out.

But 2016 is the point when that first begins. SSA does not have
enough current revenue to pay current benefits and they come back
to the Treasury with their special Treasuries, their trust fund as-
sets, and begin to cash them in. This means that the rest of gov-
ernment has to find the cash.

So as we have been saying for a while now, the really important
date to the Federal Government is 2016. That is when the cash
from the general fund is going to have to come forward to
support—— '

The CHAIRMAN. The reason I asked that question is because I
have heard some members say look, do not worry; you are talking
about 2038; it is a long time from now. But actually in 2016 when
the benefits that we are paying out exceed the revenues that we
are taking in—I mean the only way we are going to continue to pay
those benefits is by taking money from some other function of gov-
ernment.

Ms. BOVBJERG. Either that, raise taxes or borrow.
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The CHAIRMAN. Or back to cutting the benefits at that time. So
really the real critical date we are looking at is really not 2038 but
really is 2016.

Ms. BOVBJERG. And something else to think about is that to the
extent that we begin to use the Social Security cash surplus every
year, the extent we begin to rely on it, by about 2008 when the
first of the boomers start to retire, that amount is going to start
to shrink until it just runs out in 2016.

So if we are reliant on the Social Security surplus, as with were
for so many years in the past, we are going to begin to have to
react to its diminishing after about 2008.

Mr. KOLLMAN. Just to reiterate that, when you say the problem
is in 2016 there is a shortfall in that year of about $17 billion.
There is the point——

The ?CHAIRMAN. Excuse me. The shortfall in 2016 would be $17
billion?

Mr. KoLLMAN. Right, between the actual revenue generated to
the system versus its outgo. That in itself is not the issue. That has
happened before in Social Security. It happened a lot in the late
1970’s and early 1980’s. The problem is it grows so rapidly from
that point that just 4 years later you are up to $99 billion in short-
fall in just 4 years.

Again I want to reemphasize it is a long-term problem that just
keeps accelerating downward.

The CHAIRMAN. I would like some discussion from both of you
perhaps, if you can, on the concept of individual retirement ac-
counts. If we go about designing a program that would encourage
workers to invest in individual retirement accounts I am concerned
about if we do that, how do we do it? What do we have to look out
for? What do we have to be cautious of? What do we have to make
sure we are protecting?

It seemed that Mr. Crippen’s statement, and I am trying to
evaluate everything he said, was that it does not really matter how
much is in the trust fund. I am not sure I have understood what
he was really talking about. And I think that for a rather simplistic
approach for some of us, we are trying to maximize the amount of
money that we have and some of us feel that investing the funds
in general government bonds is giving us such a low rate of return
that we ought to do something to increase that rate of return.

One of the things that we've been suggesting is exactly what I
have as a Federal employee and what everyone sitting up at this
dias has as a Federal employee and that is the ability to invest a
portion of our retirement benefits into a combination under the
Federal retirement plan and a savings plan. We can invest it in
government bonds or we can invest it in a combination of bonds
and stocks or we can invest it in what we call a high-risk account,
which is basically stocks. I think people feel that that gives us the
ability to have a higher rate of return; therefore more money is
being made available to us when we reach retirement age.

Is there an economical or mathematical reason why that concept
cannot work for the Social Security program, as well?

Ms. BOVBJERG. As I understood Dr. Crippen’s response, I thought
what he was suggesting was that the important thing is to increase



157

saving and that it is not always clear that simply shifting from one
source of saving to another is going to achieve a net gain.

The CHAIRMAN. But if one sort of savings—i.e., an investment in
the market or a combination—gives you a better rate of return,
does that not make more money available for the retiree than if he
just invested in something that gives a 3 percent rate of return?

Ms. BOVBJERG. It could but the rate of return on Treasuries does
not have an effect on what Social Security retirees are receiving as
a rate of return. It has an effect on what the trust fund is receiving
as a rate of return. It has an effect on trust fund finance but not
specifically on individuals’ rates of return.

One of the things I was thinking about as I listened to you and
Dr. Crippen speaking was that in my statement—I did not empha-
size it in the oral statement—we talk a little bit about labor force
growth and how really the big factor here is the slowdown and near
Ieveling off of the size of the labor force. And we do talk about
strategies to help people work longer, help increase the labor force,
and that is such an important aspect of all this.

Certainly if you have individual accounts it is something you
would want to think about at the same time, because the longer
people work, the longer their account contributions buildup——

The CHAIRMAN. That is an argument for increasing the eligibility
age for retirement is it not? I mean if people know they can retire
at 65, why work till you are 75?

Ms. BOVBJERG. It is also an argument for considering how we
have structured all of our retirement programs, not just Social Se-
curity but our pension policies. What are the incentives for people?
Do we encourage them to work longer or are the incentives for
them to quit earlier?

The CHAIRMAN. Let me see if I understand what I think you just
said. I, as a Federal employee, do I not earn more in my retirement
benefits than I get if I invest my contributions into the high-risk
account and it turns out to be a very good investment than if I just
put it all in government bonds? Is my retirement benefit the same
no matter what I invest it in?

Ms. BOVBJERG. No, that is not what I meant to say. I am sorry.
What I was suggesting——

The CHAIRMAN. In other words, do I not do better if I invest in
something that gives me a better rate of return than if I invest in
something that gives me the lowest rate of return?

Ms. BovBJERG. Yes, but you would have to consider the risk as-
sociated with both investments.

The CHAIRMAN. I understand.

Mr. KOLLMAN. And I think that is what Dr. Crippen was suggest-
ing is that when you talk about a large transfer of investments into
the equity funds, that would not factor in the risk there is in in-
vesting in equities. I know he made the statement that he postu-
lated, I believe, if I remember correctly, that you would end up
with a rate of return, once it is risk-adjusted, so that what you
would get from the equities really would not be that much different
than you would get from the government long bond rate.

I am not an economist. I am just trying to remember what he
said. I believe that is the argument he made.

The CHAIRMAN. I am just trying to understand what he said.



158

Some of the proposals say look, we will let you invest in the mar-
ket 2 percent or whatever and if you get a better rate of return out
there, that is what you are going to get, but if the market goes to
heck, we are always going to guarantee that you get at least what
you would get under the existing Social Security program. What
does that proposal do for the good of the system? If you say we are
going to let you invest and if you do well, great, you get it, but if
you do badly, you do not get any less than you would get under
your regular Social Security retirement program, does that help the
program? It sounds like it is a no-lose deal. That is like going to
Las Vegas and giving me $100 and saying look, go bet it any way
you want and if you win you get to keep it all but if you lose, we
are still going to give you the $100 that you left with. I do not
know that that accomplishes very much if we do that.

Caé}) you comment on that type of a concept that some have pro-
posed?

Ms. BOVBJERG. It assures people that they are going to get a cer-
tain level of benefit but, at the same time, as I recall, the plans
of that nature require general fund transfers, as well. Actually, 1
think most of the proposals that we have looked at rely on general
funds to some extent but this type of plan would require a fairly
significant infusion.

The CHAIRMAN. Do you all agree with the—I asked this of Dr.
Crippen—with the general statement that I have heard? Look, Sen-
ator or Congressman, you do not have a lot of choices here. You are
either going to decrease the benefits that we give or you are going
to increase the revenues or taxes that are necessary to pay for
those benefits because of what is about to happen out there with
the larger number of people living a lot longer, fewer people paying
the revenues to pay for the same amount of benefits for more and
more people who live longer and longer. Is that pretty much our
options or would you classify it in a different fashion than those
being the two choices?

Ms. BovBJERG. When Dr. Crippen was talking about that, that
is when I started thinking about helping people work longer, con-
sidering other ways to increase the labor force. I mean we have
taken some measures to help people who have been on welfare join
the labor force. We are trying to help people with disabilities join
the labor force. We have had different debates about immigration
policy.

My guess is that Dr. Crippen would say that that was a benefit
reduction because you are asking people to work longer and then
spend less time in retirement, but that struck me as being of a lit-
tle bit different nature than just strictly the changes within the
system.

The CHAIRMAN. Mr. Kollman, do you have a comment on that?

Mr. KoLLMAN. I think that is another way of saying there is no
free lunch. Part of the dilemma, and I do not know if it would be
eased or not but this gets to the issues of benefit adequacy is refer-
ring to, Social Security right now is designed as a wage replace-
ment system so that over time, no matter what wages do, a retiree
can count that he will get a certain proportion of his preretirement
earnings replaced by Social Security.



159

For example, right now if someone always earned an average
wage, he gets about 42 percent of his preretirement earnings.
Then, under the indexing system we have in place, the notion is
that someone retiring 50 years in the future under the current sys-
tem who always earned an average wage would also get 42 percent
of his wages replaced.

The CHAIRMAN. How much?

Mr. KoLLMAN. Forty-two percent, the same percentage as today.

Because wages rise faster than prices, this means that in the fu-
ture what we are projecting is that people will have a higher stand-
ard of living. They can purchase a higher market basket of goods
than-today’s retirees. On the other hand, their relative position to
the rest of society is going to be about the same.

One option that is sometimes mentioned as it relates to the price
indexing option is if you portray the role of Social Security not as
a wage replacement system but as a system that provides a certain
market basket of goods to meet a person’s needs, which would be
very similar to saying you are going to look at it in its relationship
to preventing people from being out of poverty, that is one of the
reasons that supporters of some form of price indexing say look,
you can portray this as we are not going to cut your benefits from
what today’s retirees are able to purchase, we are going to give you
that same amount, but it will not be as much as promised under
current law.

Now the big criticism of such an approach is this means the role
of Social Security in providing retirement income would go down a
lot. Instead of replacing 42 percent it might be only replacing 27
percent of a person’s earnings. And if people want to maintain their
standard of living into retirement they would have to come up with
other resources to make up that difference.

But it is sometimes put that way and you cannot have a free
lunch in terms of yes, we can pay you today’s benefits without rais-
ing taxes or cutting benefits, but perhaps we can present this in
such a way that it can be more palatable if you understand that
we are doing something that may not be as bad in terms of your
purchasing power as one would intuitively think.

The CHAIRMAN. That suggestion to index the initial determina-
tion based on prices, as opposed to growth in wages, does that ad-
dress some of what you are talking about?

Mr. KoLLMAN. Yes. The example No. 2 that the commission is
considering is basically that approach.

The CHAIRMAN. But that is just an initial determination. I guess
the regular cost of livings after that are, in fact, earmarked to
prices, as opposed to——

Mr. KoLLMAN. Yes, their market basket purchasing power would
remain the same in retirement.

The CHAIRMAN. So that would be a helpful suggestion in terms
of what you are trying to reach.

Mr. KOoLLMAN. It is judgmental to say whether it is helpful or
not. I am just trying to point out that aside from you have to cut
benefits and you have to raise taxes, all that may be true but in
terms of are you going to do something that can be portrayed as
throwing people into poverty, then that is not true because the pov-
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erty levels rise with prices and you are keeping them in the same
relative position to that.

The CHAIRMAN. Give me a comment. Where are we headed on
the age adjustment now under current law for eligibility, when it
is all factored in? Do you know when it would be factored in?

Mr. KoLLMAN. It is being factored in now. Anyone born after
1937 through 1943 has had their age raised, their full retirement
age raised to 66, and we are going to have then a hiatus until it
starts going up to 67 and that occurs for people—

The CHAIRMAN. I am in the hiatus group.

Mr. KoLLMAN. Right. Those born between 1955 and 1960. So
anyone born after 1959 will be at the full retirement age of 67.

The CHAIRMAN. So the highest under current law that we have
is an eligibility number of 67?

Mr. KoLLMAN. Not eligibility. That is the so-called full retire-
ment age.

The CHAIRMAN. For full retirement.

Mr. KoLLMAN. The age for eligibility remains at 62. It is just that
someone retiring in the future will have more of a so-called actuar-
ial reduction to their benefit compared to current law.

The CHAIRMAN. An incentive to perhaps work longer, as we
talked about.

I guess from an actuarial standpoint or from your standpoint do
you all feel that eligibility should be tied to life expectancy? What
happens? Are we ever going to go higher than 67? Is this an op-
tion? Is it appropriate to try to tie the full eligibility age to life ex-
pectancy so you guarantee an individual a certain amount of time
in which they will be guaranteed retirement benefits?

I mean what are we saying to people now? Life expectancy is
about 80, I guess, almost?

Mr. KoLLMAN. Depending on your sex.

n The CHAIRMAN. I understand. I am trying to combine the two
ere.

Ms. BOVBJERG. It is about 85 for women, 82 for men.

The CHAIRMAN. I think about 80 is a ballpark figure just for
thinking. So if you become eligible at 65 you have 15 years of re-
tirement. I was just wondering, do you have any thoughts about
maintaining that 15 years of retirement that we have today? Cer-
tainly when we passed this program the average life expectancy
was 65 so most people did not even become eligible under the ini-
tial determination of this program. Now it is about 15 years of re-
tirement if you look at the life expectancy.

Some would say that is a good number and we should continue
that range as life expectancy moves up to 81, 82, 90 years, you
know, should the eligibility age progress at the same rate? Do you
have any thoughts on that concept?

Ms. BoVvBJERG. We did some work for you a couple of years ago
on this issue and certainly it makes a great difference to the trust
fund and it is not unreasonable to think about trying to hold retire-
ment, the length of retirement roughly constant, but there will be
people who cannot work longer.

The CHAIRMAN. I understand.

Ms. BOVBJERG. So one of the policy tasks is to think about how
you structure other sources of support for them.
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The CHAIRMAN. That is something that we on the Aging Commit-
tee have looked at because obviously there is some manual work
that cannot be done by an older person, even though life expect-
ancy has increased. So the question is do you take a disability defi-
nition and expand it to cover people who are not really disabled but
cannot perform the tasks that they were doing before? And I recog-
nize that and want to be helpful in making sure that happens.

Do you all think that this is an urgent issue that we should ad-
dress, the reform issue of Social Security, or is it not urgent at all,
since we can wait till 2038?

Ms. BovBJERG. We at GAO absolutely think it is urgent and I
hope we have not left anyone in this room thinking that we believe
we can wait.

Mr. KoLLMAN. That is why I tried to be somewhat forceful when
I opened my mouth the first time, saying that as the third support
agency, we definitely think that there should be a sense of urgency
here, or at least that it is probably better to do something sooner
rather than later.

The CHAIRMAN. I appreciate both of you. Your offices have been
very, very helpful and I thank you. What we tried to do today was
to get some comments on this overall issue in light of the fact that
the commission will have their final meeting tomorrow and I un-
derstand that they will make three different recommendations.

I think that it is clear that all three what I would call objective
arms of our government have said this afternoon that it is really
urgently needed for Congress to address the problem of Social Se-
curity and do it in an urgent fashion because the need is very ur-
gent to move toward solving this problem.

And I think that all three have also said to this committee that
there are obviously no easy answers, that there are no pain-free
answers. What we have described is going to take political courage
and it is not going to be easy to solve this very difficult problem
with just easy answers. If it had been easy answers we would have
done it a long time ago.

It seems to me when I look at the three propositions that the
commission is likely to put forward tomorrow, in my opinion, I
think the first option really is not a real option. I think it is dead
as far as this Senator is concerned because I don’t think it really
solves the problem. I think that is consistent with what I heard
today from three branches of government, that that option really
does not solve the problem. It may solve some political problems
but it does not solve a problem that we were called upon to find
a solution to. It does not fix it.

So I think we should, when we get those recommendations,
quickly look to options No. 2 and 3 to see if we cannot build on
those options toward reaching a solution to this very important
problem.

I thank both of you and also Mr. Crippen for being with us. Sen-
ator Craig has asked that I include his statement in the record.

[The prepared statement of Senator Craig and Senator Carper
follows:]
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PREPARED STATEMENT OF SENATOR CRAIG

Social Security turned 65 this year. This program has provided years of retire-
ment security to Americans. However, Social Security has aged, and the world has
changed. It is now time to modernize the program to adapt it to our growing Nation.
We want to ensure that current retirees and those nearing retirement age continue
to receive their promised benefits, the benefits they have earned. For future genera-
tions, I want to ensure that our children and grandchildren have a retirement pro-
gram that reflects the magnificent prosperity of this country—a program that pro-
vides financial security, flexibility, opportunities for growth, and most of all, a pro-
gram that future generations can depend upon.

On May 3, of this year, President Bush established a Social Security Commission
to study the future of our national retirement program. The President tasked this
Commission with the responsibility of developing strategies to strengthen the pro-
gram’s foundation and ensure its financial viagility. This Commission is truly an im-
pressive bipartisan group of experts. I have had the great fortune to work with
three commission members who were outstanding colleagues while serving in Con-
gress. I commend the Commission for its hard work and look forward to its final
report.

Currently, Social Security, Medicare, and Medicaid taken together, consume 43
percent of the federal budget and 7.3 percent of our total Gross Domestic Product
(GDP). To put this in perspective, consider that all personal income taxes collected
by the federal government add up to 9 percent of the GDP. Looking ahead, the pic-
ture becomes truly alarming: If we assume for a moment that if the federal govern-
ment’s spending were to remain at its current share of GDP, by 2030, Social Secu-
rity, Medicare, and Medicaid would consume 90 percent of the federal budget,
crowding out virtually all other government spending.

In 1940, when benefits were first paid, there were 42 workers per retiree. In 1960,
there were five workers for every retiree. Now there are slightly more than three.
This downward trend in the ratio of workers to retirees is alarming and requires
us to consider new options for stabilizing this important retirement program.

Just 15 years from now, Social Security payments to beneficiaries will begin to
exceed incoming Social Security payroll taxes—and by 2038, if nothing is done, the
Social Security trust fund will be depleted.

If we do not take serious action soon, we may ultimately face a grim long-term
future that could come down to choosing among the following: 1) massive tax in-
creases, 2) widespread cuts in other federal programs, or 3) deep federal borrowing
and budget deficits. To give you a basic idea of how dire these choices will be, con-
sider that if, in the year 2025, the federal government chose to cover Social Secu-
rity’s shortfalls through cuts in other government spending, it would have to cut the
equivalent of the entire combined budgets of the Department of Energy, the Depart-
ment of Commerce, the EPA, NASA, veteran’s programs, Head Start, and WIC.

However, if we act soon, we have a much better chance of keeping Social Security
solvent and a sound investment for our children and our grandchildren. We can
choose to strengthen the program, provide citizens with the freedom to choose to in-
vest, save, and provide Americans with ownership of their retirement funds. Indeed,
a useful and essential beginning point toward long term modernization of Social Se-
curity is, I believe, the creation of a 1;ﬁ:ersonal retirement account option.

Back in 1999, I held a series of hearings across the great state of Idaho. These
Senior-to-Senior forums enabled us to explore options for the Social Security pro-
gram. At those hearings we discussed ideas that Idahoans had, the very ideas that
the commission and the Nation are now talking about. Also, as the ranking member
of the Senate Special Committee on Aging, I continue to be dedicated to making the
modernization of Social Security a priority. Serious Social Security reform cannot
occur overnight, but Congress must find the courage to act—and act soon. A Band-
Aid will no longer be enough.

We have the opportunity to make a difference in the lives of our children and our
grandchildren. We have that ability so long as we are willing to make some impor-
tant decisions soon. We can sit back and do nothing and leave our children with
a grim future, or we can stand up, face the task at hand, and modernize Social Se-
i:urit_y so future generations can truly count on retirement security. A legacy worth
eaving.

PREPARED STATEMENT OF SENATOR ToM CARPER

I want to thank you, Chairman Breaux, for calling this hearing. It is such a tru-
ism that it is almost cliché to say, but with the possible exception of the war against
terrorism there is truly no more important challenge that we face as a country today
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than strengthening Social Security. I, like everyone else in this room and across our
country, want to ensure that Social Security will be there, not just for my mother’s
generation, not just for my generation, but for my children’s generation and for fu-
ture generations to come.

Passage of the Social Security Act of 1935 was a landmark event in our nation’s
history. Social Security has become not only the largest, but one of the most signifi-
cant and successful programs enacted by the United States Congress. Before the ad-
vent of Social Security, the vast majority of men who lived past the age of 65 contin-
ued to work until they died or until they became disableg. Large segments of the
nation’s elderly population lived in poverty. Even today, slightly less than half of
our nation’s seniors would be poor absent Social Security.

As a result in part of the success of Social Security, we are confronted with what
I would describe as a pleasant problem. We have to find a way to modernize Social
Security to cope with a world in which most people not only don’t expect to work
until they die, but in which an increasing number can now expect to live for a quar-
ter century or more in retirement. As the miracles of modern medicine continue to
make it possible for more Americans to live well into their eighties and nineties,
and in some cases beyond, and as the post-war baby boom generation approaches
retirement, the financial pressures on the Social Security system will inevitably
Frow. The guestion is how we will manage to meet the demands of an aging popu-

ation and do so in a way that is consistent with a balanced budget.

I also want to take this opportunity to commend the President for calling atten-
tion to this issue by appointing his commission—a commission, I might add, with
a very distinguished panel of public and private leaders. I want to note in particular
two members of that commission—a favorite son of Delaware, Sam Beard, and a
good friend of mine from my days in the House, Tim Penny. If the President wanted
to ensure that I would take the recommendations of his commission under careful
cPonsideration, he did the right thing by bringing on board Sam Beard and Tim

enny.

There are just two points that I would make here at the outset about the work
of the President’s commission. First, what the President’s commission is proposing
is a fundamental change, not just in the design of the Social Security program but
also in its purpose. Since its inception, Social Security has been a social insurance
program designed with the purpose of ensuring that all Americans enjoy basic in-
come security in retirement. The President’s commission is proposing to change So-
cial Security to make it an individual investment program with the purpose of pro-
moting individual risk-taking, wealth-accumulation, and estate-building.

Now there is a lot to be said, in general terms, for promoting individual risk tak-
ing, wealth-accumulation, and estate-building. They are the very engines that drive
our entrepreneurial economy and feed our collective prosperity. The question posed
by the recommendations of the President’s commission, however, is whether this is
the appropriate purpose for which we ought to use our Social Security system, even
if it means sacrificing to some extent the effectiveness of the program if promoting
its original, intended purpose. That is one of the central questions we need to ask
ourselves in the course of this debate.

The second point I would make is that finding a way to meet the demands of an
aging population in a way that is consistent with a balanced budget invariably will
involve tough choices. I t}:ink we need to be very clear with ourselves and with the
public that plans to replace today’s Social Security with individual private invest-
ment accounts do not magically relieve us of this burden. If anything, for the fore-
seeable‘future these plans will make the choices we face a great deal more difficult.
Under all three of the plans that the President’s commission has outlined, the large
Social Security surpluses we currently enjoy will be transformed in rather short
order into substantial Social Security deficits—as early as 2005 or 2006.

Whether we like it or not, the context in which we now approach the question
of Social Security reform has changed dramatically in just a few short months.
When then-Governor Bush unveiled his plan during the presidential campaign to re-
place in part today’s Social Security with private investments it was against a back-
drop of budget surpluses that extended for as far as the eye could see. Under these
circumstances, the idea of financing two separate pension systems at one and the
same time—the traditional one for older workers and a new and, one might say,
more sexy one for younger workers was a luxury we could afford to consider.

Today, things are different. We face some exceedingly difficult choices if we have
any intention of getting back to a balanced bud%et, let alone if we intend to get back
in any serious way to paying down the national debt. The President’s budget direc-
tor announced last week that even with substantial Social Security surpluses under
the current system he now expects the federal government as a whole to run deficits
throughout the rest of the President’s current term in office. Any Social Security re-
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form plan that now, in the name of restoring solvency to the system, would turn
Social Security surpluses into Social Security deficits as early as 2005 or 2006 will
dig ourselves into a ditch that we will not easily crawl out of. It might just ensure
that the new string of budget deficits announced last week will ultimately run just
as long as the old string of budget deficits—not for three years but for thirty years.

I'm glad we are focusing today on the work of the commission and the fiscal chal-
lenge we face in seeking a way to finance Social Security in the years to come that
will be consistent with a balanced budget. I hope this hearing will be just what the
Chairman intends it to be; a chance for some “straight shooting on Social Security
and the trade-offs of reform.”

The CHAIRMAN. The committee will stand adjourned.
[Whereupon, at 3:35 p.m., the committee was adjourned.]
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