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A STARTING POINT FOR REFORM: IDENTIFY-
ING THE GOALS OF SOCIAL SECURITY

TUESDAY, FEBRUARY 10, 1998

U.S. SENATE,
SPECIAL COMMITTEE ON AGING,

Washington, DC.
The committee met, pursuant to notice, at 10:05 a.m., in room

SD-628, Dirksen Senate Office Building, Hon. Charles Grassley,
(chairman of the committee), presiding.

Present: Senators Grassley, Burns, Santorum, Reid, and Reed.

OPENING STATEMENT OF SENATOR CHARLES GRASSLEY,
CHAIRMAN

The CHAIRMAN. I call this first hearing of the Special Committee
on Aging for the year 1998 to order. To open it up, I think I should
first of all explain to all of you in the audience who have come to
this very important hearing particularly to our witnesses, that
there will probably be sparse attendance at the hearing this morn-
ing because there are three other committee meetings going on.
There are two others that I should be at that I am not going to
be at, one of them a very important hearing, a discussion of taxes
as it relates to education credits. But I am going to conduct the
meeting and hopefully people can come and go.

But I particularly want to make a point for Senator Breaux. He
has a lot of the same committee assignments I have, plus another
important one on Commerce, and he is always faithful at being at
these hearings and he is going to have to be at these others, as
well. But if he comes into this meeting I am going to break into
whatever we are doing and accommodate Senator Breaux so that
he can make an opening statement, if he is able to, and leave.

I want to say also I just talked about conflicts from committees.
At 11:00 or thereabouts we will probably have to shut down for a
short period of time to have a vote on the Senate floor, a cloture
vote, which I hope won't take any more time than just my running
over there and casting a vote and coming back, and that is in the
neighborhood of usually 6 or 7 minutes.

[The prepared statements of Senators Breaux and Enzi follow:]
PREPARED STATEMENT OF SENATOR JOHN BREAUX

I am delighted to be here today, and I thank our distinguished panelists for join-
ing us. I am glad our committee is at the point of taking a serious long-term look
at what I think is the greatest issue facing our country with the exception of Medi-
care reform-the future stability of Social Security. I firmly believe that long-term
entitlement reform is certainly a legacy that this President and Congress should
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leave behind. Moreover, I am pleased to work with Senator Grassley as the Aging
Committee takes a leading role in this historic debate.

The urgent need for reform is clear. The 1997 Trustees Report for Social Security
set forth solvency predictions, which the trustees themselves described as "sober-
ing." This report described the aging of the baby boom generation as "requiring sub-
stantial changes and sacrifices by some or all Americans."

As we look toward options for reform, Republicans and Democrats alike need to
accept certain fundamental truths. The changing face of America has produced the
ingredients of a potential crisis-smaller families, fewer workers, higer benefits,
and longer life spans. While we can all be proud that both Social Security and Medi-
care have dramatically increased the quality of life for the elderly, the truth is sim-
ply that we live in times that hardly resemble 1935 when FDE signed Social Secu-
rity into law. The public retirement program was forged in an era of economic hard-
ship when no one could envision today's complex demographics.

The current financial problems facing Social Securnty are not new, and we cer-
tainly do not need to spend months debating how to simply restore solvency. This
debate is not just about financial reform. If we only want to balance the books we
can rely on the same traditional fixes we've used in the past with Social Security
and Medicare. I believe, however, we owe it to the next generation to do much more.
Future generations should feel confident that Social Security will not only be there
for them, but that it is also a worthy investment.

Already, several policy options are on the table. However, this hearing gives us
an opportunity to step back and look at the more fundamental and underlying deci-
sions our country must make. What do we want our public retirement system to
look like in the 21st Century? What values, principles, and goals should guide us
as we look towards reforming Social Security?

These are questions that must be answered before true reform can begin, and I
look forward to the input from our witness today.

PREPARED STATEMENT OF SENATOR MICHAEL B. ENZI

Thank you, Mr. Chairman. I appreciate your holding this hearing to discuss the
goals of our nation's Social Security program. We are all aware of the value of the
Social Security program in helping our nation's senior citizens achieve a secure re-
tirement. It is important, therefore, that changes are enacted to ensure that the pro-
gram is available in the future to those who currently support it with their payroll
taxes. This hearing will be extremely helpful as we debate the future role of Social
Security in our society.

Our nation's demographics are to blame for the projected insolvency of Social So-
curitv in 2029. When the Baby Boomers be gin to retire, the program will be forced
to rely on the payroll taxes of a smaller pool of workers to finance retirement bene-
fits of a growing segment of our population. It is well known that the current sys-
tem is unsustainable. Therefore, it is inevitable that reforms will be necessary to
save Social Security. Since the program is so important, it is vital that all proposals,
from modest tinkering to the current system to large-scale overhauling, are evalu-
ated in a careful, rational manner. This issue should not be subject to the dema-
goguery that persistently plagues any effort to save Medicare which incidently is
scheduled to go broke long Ore Social Security.

I believe that it is important that we take action to save Social Security as soon
as possible. In fact, I am proud to be a cosponsor of two pieces of legislation that
I believe will help preserve our nation's Social Security program. I was an original
cosponsor of the "Strengthening Social Security Act of 1997," which was introduced
by my colleague Senator Gregg. This bill would provide for the refund of one percent
of the current employee Social Security payroll tax to be placed into personal invest-
ment accounts. Individual employees could choose-like in an IRA-whether to in-
vest these accounts via a menu Of options similar to the Federal employees' Thrift
Savings Plan. The change would be instituted in a manner that enables the young-
est workers to plan for this modification of the Social Security system while seniors
currently over 55 would not have their benefits affected at all. This modest reform
will give people a choice on how to invest their money for their retirement needs,
without fundamentally altering the Social Security program.

In addition, I cosponsored another bill offered by Senator Gregg that would re-
quire the Commissioner of the Social Security Administration to submit specific leg-
islative recommendations that are deemed necessary to ensure the long-term sol-
vency of the program. This will put the Administration on the record as to what
legislation they would endorse for saving Social Security. The President has unfortu-
nately been silent on the subject of Social Security reform, except for his vague de-
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mand that any budget surplus be set aside for Social Security until a reform plan
is developed. We need the participation of the executive branch of our Federal Govy
ernment now as we work to develop a reform plan to save Social Security, and this
bill will guarantee it.

Once again, I thank the Chairman for holding this hearing. I am aware that there
are many different viewpoints involved in the debate over Social Security. I appre-
ciate our panelists taking the time to share their thoughts and views of the objec-
tives of the Social security program. If we all work together in a constructive man-
ner, I am confident that we will be able to restore long-term solvency to the Social
security program in a way that is fair and equitable to all retirees, both current
and future.

The CHAIRMAN. I want to call the hearing to order now. I thank
everybody who participated in the preparation for this, member
and committee staff as well as the staff of the people who are testi-
fying and also, those of you who are in attendance because of your
interest in this subject.

We will be hearing important testimony on how to confront an
issue of great concern. This is the financial problem of the Social
Security system, a very sound system today, a sound system for the
near future, but what do we do about making it a very sound sys-
tem for Baby Boomers and beyond?

This is one program that calls out for reform. In order to save
Social Security for the future, we must act, and the sooner we act,
the better. And the reason for that is that if we act now, 10, 15
years ahead of time, it is not going to hurt anyone. If we act 10
years from now a lot of people are going to be hurt.

Without Social Security, many retirees simply could not survive
because Social Security provides the vast majority of resources to
people in retirement.

When President Clinton recently called out for action on the need
to reform the Social Security program, I was very, very encouraged
and still am encouraged, particularly following up, as he has, with
his speech at Georgetown University yesterday because everybody
in this audience knows, right or wrong, Social Security, as well as
Medicare, are two of the most politically sensitive issues that all
political leaders must deal with. If anything is ever to be accom-
plished in the way of reform, it must be bipartisan.

The President has taken a necessary first step to accomplish
this. The President's move to open a public dialog and put a time-
table in place is action embraced by all of us in Congress who al-
ready have been talking about the crucial need to reform Social Se-
curity.

But we here in Congress also understand that tackling a problem
as large and as sensitive as Social Security requires presidential
leadership. So on behalf of my colleagues, I say to President Clin-
ton, welcome to the debate.

Before I discuss the focus of today's hearing I would like to ad-
dress the issue of the projected Federal budget deficit. Of course,
there is no surplus yet, but from all the talk, you would think that
the money is burning holes in everybody's pocket.

Since the President made his pledge to save Social Security first,
we have been trying to unravel exactly what those words mean.
They do not mean that the President proposed a transfer of Social
Security revenue into some account walled off from Treasury-not
at all. What do those words mean in the short term? I think they
mean that we should not spend any budget surplus until we have
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enacted a program to restore the long-term viability of Social Secu-
rity. In practical terms, not spending the surplus will reduce the
Federal debt.

We must make full use of the window of opportunity made pos-
sible by the budget surplus, but reform of the Social Security pro-
gram will present a special challenge. And quoting from the Post,
which addresses President Clinton's speech yesterday, I quote from
the President, "Do not have a tax cut. Do not have a spending pro-
gram that deals with that surplus." I welcome that statement be-
cause it mirrors some things that I have said, that we have an op-
portunity as far as the surplus is concerned if Congress just does
nothing. In other words, if we don't pass any laws dealing with this
windfall, we do good. We automatically pay down the national debt.
Congress doesn't have to act. That puts the government in a very
good position to meet our obligations to Social Security.

I suppose I could be accused of one-upmanship to the President
at this point if I would suggest that, as the President has said,
don't mess with the surplus. The President has suggested addi-
tional revenue, a good deal of it, from the tobacco settlement if
there is such a settlement, as an example. And I would suggest to
the President that if we are going to be entirely credible, and I am
not accusing him of not being credible-he is very credible on ev-
erything he has said to this point-but with additional revenue
coming in, we can really strengthen the Social Security system by
making sure that that doesn't go to a lot of new programs. That
money could also go to shore up Social Security.

The Social Security program is now 62 years old and may be
starting to show its age. The program that was created in the
1930s ooks very different. The country it was designed to serve
looks far different than it did in 1936. We have more two-earner
families and we have many more people covered by private pen-
sions.

But the greatest change society is undergoing is the dramatic
shift in the number of people who are over the age of 65. We could
say to Otto von Bismarck 110 years later that people do live be-
yond the age of 65 and they are going to retire sometime and draw
out of Social Security.

In 1940, 8 percent of the United States was 65 or over. That is
57 years ago. By the year 2030, that number is going to increase
from 8 percent to 20 percent. Life expectancy for a man who
reached age 65 in 1940 was 12 years. By 2000 it is projected to be
15.5 years. For women, life expectancy at age 65 was 13 years. By
2000 it will almost be two full decades, 19 years. Just think what
life expectancy rate we may achieve in the future as we continue
to reap the benefits of medical technology.

Changing those demographic proportions has made reform of the
program inevitable. Consideration and study of a variety of pro-
grams to reform Social Security is now under way. Some proposals
assume no major restructuring of the Social Security program.
However, other proposals go beyond restoring financial balance.

Dramatic changes to the program have been proposed, which try
to meet other objectives that are new to the Social Security equa-
tion. For instance, providing a reasonable rate of return on con-
tributions is a relatively new objective. Unfavorable returns for fu-
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ture generations mean that Social Security is not a good invest-
ment when looked at strictly from the retirement perspective.

For some, reform of Social Security is about how to continue pro-
viding individuals with an adequate income when their workingyears have ended because of their old age. But for others, the de-
bate over Social Security will be much wider in scope.

So the purpose of this hearing is to sort out the objectives that
different groups want to achieve through Social Security reform.
There have been many different road maps for reform laid out be-
fore us but a map does not do any good if we don't know where
we want to go. In order to evaluate the various reform proposals,
we need to come to a consensus on the role Social Security should
play in our lives.

We have asked witnesses with diverse viewpoints to come here.
We have our Commissioner of Social Security with us. The Com-
missioner will present the first testimony by a Social Security Ad-
ministration official on the issue of reform of the Social Security
program since the President has started his strong initiative.

We will also hear from former Congressman Tim Penny; an offi-
cer of the AARP, Joseph Perkins; and Fidel Vargas, a member of
the 1994-95 Advisory Council on Social Security. These witnesses
will provide us with their view on what the mission of Social Secu-
rity should be in the next century.

Finally, Jane Ross of the GAO will be here. She will describe
some of the conflicts that arise in trying to achieve the objectives
that other witnesses will discuss.

With the President's call for national public forums, Social Secu-
rity reform has been put on hold for one more year. One of the first
priorities in this discussion will be to reach some understanding of
the objectives Americans want this reform to achieve.

Let me repeat something. Unless we come to some agreement on
what Social Security will do, reform will not succeed. I hope this
hearing will push open the lines of communication so that we can
reach where we are headed.

I now want to call upon our two colleagues who have come, to
make their opening statement. We usually call in the order of their
coming, so that is Senator Reed of Nevada-I mean Rhode Island-
and then Senator Reid of Nevada.

Senator REID. We are interchangeable. It doesn't matter.
STATEMENT OF SENATOR JACK REED

Senator REED. Thank you, Mr. Chairman. I want to commend
you for holding this hearing and addressing this very crucial issue.

Social Security has represented a fundamental intergenerational
commitment in our society for more than 60 years but it is facing
a huge demographic shift which is causing fewer people to work to
support more people who have reached the age of 65 to retire. We
have to confront this issue very straightforward. It is not an easy
issue but it is an unavoidable issue because the population will
continue to age and we will see the Social Security system under
increased pressure.

I think it is important to have a dialog about these issues, not
only here in this committee but also throughout the country and
I am encouraged that such a dialog is beginning to take place, not



6

only to arrive at a solution but also to legitimize in the minds and
the hearts of the American people what this solution should be.

So I am encouraged today that we are beginning that dialog and
I want to again commend you and look forward to our continued
deliberations on this issue, and I thank the Chairman.

The CHAIRMAN. Thank you and I want to thank both of you for
your participation because there is so much conflict this morning.
So I appreciate very much your being here.

Senator Reid of Nevada.
Senator REID. Mr. Chairman, one of the first things I would note

is people are always wondering what the difference is between
Democratic and Republicans. I, this morning, have figured out one
difference. When we were in charge we all had pads on our chairs
so we were as tall as the Chairman. Now we are kind of in a hole,
aren't we, Jack?

Senator REED. No, I sit tall, Harry.
The CHAIRMAN. I suggest to you there is a screw underneath

your chair. I will screw it up next time so that you are on the same
level I am because you truly are on the same level I am.

Senator REID. You are not suggesting I have a screw loose?
The CHAIRMAN. No, you do not have. I can say categorically you

do not have.
Senator REED. We hope you don't screw it up, Mr. Chairman.

STATEMENT OF SENATOR HARRY REID

Senator REID. Thank you, Mr. Chairman. Mr. Chairman, I an
pleased that the first hearing of the second session of this 105tI
Congress is dedicated to Social Security.

I welcome the new Commissioner here. We appreciate the worl
that you have done and that you have to do, which is even mor.
important.

Social Security is a program that is often referred to as the mos
successful social program in the history of the world. I acknowledg
that and I believe that to be the case. This is a program that pro
tects almost 32 million seniors and 12 million individuals unde
the age of 65 from conditions of poverty and a program that bene
fits the elderly and allows them to live their latter years with dig
nit , a program that pays benefits to a covered worker's spouse
children and their survivors.

Today we will examine the objective of the Social Security pro-
gram in the context of overall retirement. I hope we do so with a
clear understanding that Social Security is a social insurance pack-
age. It provides income replacement after retirement, death or dis-
ability of worker.

Because it is a universal social insurance program, we are able
to offer coverage to many. If such a successful government program
were not available, coverage would be out of the reach of many,
many Americans.

It has been stated that without a clear understanding of what we
as a nation want from Social Security, it will be difficult to exam-
ine reform proposals. This is just as the Chairman said. It doesn't
do any good to have a map if you don't know where you are head-
ed. I think that's an important part of this discussion. Let's try to
find out where we are going before we develop a map.
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There is little doubt in my mind regarding the purpose of Social
Security. It exists to provide a floor of protection to American work-
ers and their families to replace income lost due to retirement,
death or disability. It has been extremely effective in fulfilling this
mandate.

I have supported the notion that effective retirement planning be
based on three legs, a three-legged stool it's been referred to: one
provided by Social Security, one by employer-sponsored plans and
one established as a result of private savings. All three are essen-
tial elements of a strong retirement financial plan.

We, as policymakers, need to do all we can to ensure the Amer-
ican people understand this concept and the vital importance of one
leg of this stool. What concerns me recently is what appears to be
a philosophical shift in the country in favor of shifting the onus of
responsibility for the sturdiness of the stool solely to the shoulders
of the individual. Instead of having a balanced stool, it would be
just one leg.

As we shift to defined contribution from defined benefit pension
plans; consistently emphasize the need for individuals to engage in
private saving efforts; and now hear so much discussion to pri-
vatize or partially privatize Social Security; many in and out of
government appear to be encouraging us to step away from our role
in ensuring a strong Social Security retirement program.

The contribution provided by Social Security to ensure its leg of
the three-legged stool is sturdy must be protected and should re-
main a firm commitment of this government to honor its pledge to
the American worker and their families.

I was happy to hear in the State of the Union message the much
talked about expected surpluses would be set aside to ensure the
viability of the Social Security Trust Fund. The great debate about
tax cuts today or Social Security for tomorrow comes down very
succinctly to a question of paying now or paying later.

There are some who would rather pay the tax-paying public now
by offering an immediate tax cut. This sounds very attractive. Who
wouldn't want an immediate break today without concern for the
impact on the future?

I believe it is more important though, Mr. Chairman, to first
honor the debt already owed, honoring our Social Security benefit
for the future, before we offer a dividend today that will bankrupt
the future. To do anything less is fiscally irresponsible.

I have tried to do this before by offering amendments to exempt
the Social Security Trust Fund from inclusion in calculations for a
balanced budget, and I will continue this argument in the foresee-
able future because it is the right thing to do.

One must honor past commitments before incurring new ones.
This is nothing more than sound financial management.

Regarding the future of the Social Security program, we will
need to make changes to address the demographic shifts that are
occurring. It is not fair however to change the ending of the play
in the final act. Once we honor the commitments we have made,
then we can and must talk reform to assure the system is designed
to carry us into the next century. My hope is that we will respect
the Social Security insurance component of the program and insist
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that it remain a universal program, providing a benefit to all work-
ers and their families.

Today's beneficiaries, as well as those of tomorrow and beyond,
are counting on its availability when their day comes.

We have a very successful program that requires some change to
address the realities in the years ahead. We have time because we
are acting now to make careful, hopefully thoughtful and incremen-
tal changes. We are fortunate that the Social Security program
today enjoys a surplus but we must ensure that this surplus is pro-
tected for its intended purpose. That purpose, quite simply, is to
honor the government's commitment to the stool that I have talked
about, the leg of the stool for the individual's retirement security.

As policymakers we should also continue to address which pro-
grams promote the other two legs, as well. That is employee pen-
sions and personal savings. Some work is done in this area but
much more needs to be done.

When President Roosevelt signed the Social Security Act in 1935
he said, "We can never ensure 100 percent of the population
against 100 percent of the hazards and vicissitudes of life, but we
have tried to frame a law which will give some measure of protec-
tion to the average citizen and to his family against the loss of a
job and against a poverty-ridden old age."

So as we discuss today what our national objective for this na-
tion's Social Security program should be, I hope we will remember
the words of President Roosevelt expressed 63 years ago. The role
government has played through Social Security in insuring that
our elderly have a meaningful quality of life in their senior years
cannot be denied. Protecting workers and their families from loss
of income due to death or disability has been vital to the stability
of our society.

As we discuss reform to ensure the long-term solvency of Social
Security, let us be careful before jumping to embrace proposals that
shift all burden to the individual. While these proposals might look
attractive while the markets are high, let us not forget that a mar-
ket that is up today could be down tomorrow. If we forget the past
and only focus on the immediate financial gain, I worry that we
will set our nation up to repeat the very history that led President
Roosevelt to create the Social Security program in the first place.

The CHAIRMAN. Thank you, Senator Reid.
Senator Santorum and then Senator Burns.

STATEMENT OF SENATOR RICK SANTORUM
Senator SANTORUM. Thank you, Mr. Chairman. Mr. Chairman,

first I just want to congratulate you and thank you for holding this
hearing and for lining up such an impressive list of people to tes-
tify. Unfortunately, I won't be able to stay very long but I do want
to congratulate you for this, focussing the attention of the Amer-
ican public on an issue which I think is one of the most important
facing not the elderly, although this is the Aging Committee, but
I think more so, Social Security right now impacts, at least in a
psychologically real way, young people in this country.

I have the opportunity to go around and talk to young people a
lot. I have been to over 100 high schools since I was elected to the
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U.S. Senate and I talk to young people and there is one question
I always ask. Actually, it is two questions.

I ask the question how many people believe in UFOs and then
I ask, how many people believe that their Social Security will be
there when they get to be retirement age. Usually by a two- or
three-to-one margin more people believe in UFOs than they believe
Social Security will be there when they retire.

In fact, the few people that do raise their hand are laughed at
by their fellow students because they understand the dynamic that
is at work, which is they are paying a lot of money into a system
that is not going to be generationally fair to them, as it has been
to previous generations; that as a result of the demographics, not
just the Baby Boom generation but probably as important, if not
more important, the fact that people are living substantially longer,
that it is going to have fewer and fewer people paying for more peo-
ple on retirement; and that the system will be very costly to them
and the benefits are, at best, uncertain.

If we continue with this head-in-the-sand approach, in fact, if we
just sort of tweak the system believing everything will be okay, we
will be left with a system that will continue to be unfair
generationally. Even if we fix it so that there is money there, it will
be much more costly and the return on the contribution that people
have made into the system will not be fair to future generations,
even if we "fix it" so it is financially secure.

That is not the way this system should work. It should work so,
in fact, people have an opportunity to get a reasonable rate of re-
turn on the taxes or investment or insurance that they are paying,
whatever you want to call it. The only way to accomplish that I
know of is to transition Social Security.

I know this is on camera so we have it for the record here. In
this respect I agree with the President of the United States, and
I don't say that very often so I thought I would get that on the
record. I agree with the President of the United States that we
should use the surplus to transition Social Security. We should not
use it to prop up a system that is unfair for future generations of
America. We should transition it so young people can have some
hope that the tremendous amount of money that they are paying
into the sy stem is going to somehow make its way back into their
pockets when they need it, when they turn retirement age. And ob-
viously the way to do that is through a private savings component
of the system.

I believe Social Security needs to be maintained in some form.
It is a social insurance program, but just that-an insurance pro-
gram, not a transfer payment program that is a pay-as-you-go sys-
tem. That is not a fair generational program.

There are lots of things that we can do. The most important, I
believe, is to hold people in the system harmless and those ap-
proaching retirement harmless. But we have to create new opportu-
nities for young people in this country and if we don't do that then
we are really looking at the younger people in this country and the
future generations and saying, "Frankly, we don't care much about
you; we just care about satisfying the very powerful interest groups
that happen to populate the halls of the U.S. Congress."

Thank you, Mr. Chairman.
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The CHAiRMAN. Thank you, Senator Santorum.
Senator Burns.

STATEMENT OF SENATOR CONRAD BURNS
Senator BURNS. Thank you, Mr. Chairman, for holding these

hearings. I think it is very important.
The American people are telling us that we should reform Social

Security and I, too, agree with the President in what he had to say
the other day. Now, how we do that, we may differ.

But I want to associate myself with Senator Santorum because
I speak to a lot of young people, too, that have a lot of cynicism
about the program and the amount of money that they will put in
it and how much money will be returned to them when they retire.

Social Security didn't really enter my thinking until last January
25. It is more on the front burner now because I turned that age.
You wonder where we can put our money to ensure that not only
do the people who administer the programs but also the people
that have to pay the money in get a fair return on their invest-
ment; plus the fact that we know there are those in our society
that have problems saving money to take care of their retirement
and we must be aware and cognizant of their needs, also.

So how we marry that and how we deal with that will have to
be done in a very sane, quiet debate, rather than getting carried
off on emotions or subjects that can be demagogued very easily by
either side of the debate.

So I appreciate the Chairman for confronting this, having this
hearing. We will be very interested in hearing what the Adminis-
tration has to say. I think the ultimate responsibility is going to
fall on the shoulders of this Congress if we are to have a system
that protects the integrity of the system but also returns to the tax-
payers and the people who invest in Social Security their due.

Thank you very much, Mr. Chairman.
[Prepared statement of Senator Bums follows along with pre-

pared statements of Senators Jeffords, Craig, and Hagel:]

PREPARED STATEMENT OF SENATOR CONRAD BuRNs
Thank you, Chairman Grassley. I want to thank you for holding this important

hearing this morning.
We have a real problem on the horizon as the number of Social Security recipients

increases relative to the number of workers. We know exactly what will happen:
payroll taxes will increase from the current 12 percent to over 17 percent in 2030,
according to estimates lIve seen. Taxes at this level will bring a whole host of new
problems for workers and employers alike, and would take a serious toll on our GDP
and standard of living.

I think most Americans realize Social Security will need some substantial changes
in the next few years. This is certainly the case among younger Americans, many
of whom are pessimistic about ever receiving a Social Security check. So if we are
near a consensus that structural changes need to be made, the burning questions
become where do we want to go?

Today's workers are much more sophisticated about retirement savings than their
parents were. National savings rates are still considered too low, but with the rise
of private pension plans such as 401(k) plans, more workers than ever are actively
saving for retirement. I think we need to look at giving workers freedom and oppor-
tunity to invest in new savings vehicles as part of Social Security, while maintain-
ing a safety net. A double tiered system with an investment tier could result in
greater benefits at level or reduced costs.

There are many questions about where we should go, not to mention how to get
there. I look forward to hearing the advice of some of the experts this morning.
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PREPARED STATEMENT OF SENATOR JAMES M. JEFFORDS

Yesterday, the Clinton Administration proposed holding regional conferences on
the future of Social Security. I look on this hearing before the Special Committee
on Aging as the legislative equivalent of a national town meeting on Social Security.
With the broad spectrum of opinion on the subject represented here today, we can
make a good beginning on setting forth the parameters of the problem.

As Jane Ross of the GAO will testify, we must balance income adequacy and indi-
vidual equity; we must allocate risks and responsibilities to taxpayers; we must
choose among various benefit reductions and revenue increases; we must decide be-
tween pay-as-you-go or advance funding; and we must decide how much to save and
invest in the nation's productive capacity. And we must make explicit the underly-
ing assumptions that each proposed plan makes so that they can all be scrutinized
in the plain light of day.

As Ms. Ross will testify, one such reform proposal to increase the role of individ-
ual savings would change the overall mix of different types of retirement income
and, with it, the relative emphasis on adequacy and income equity of our current
mix.

This change in the mix will impact on other programs that form the social safety
net for seniors. So what we do with Social Security must dovetail with our other
legislative efforts-such as ERISA, IRS reform and Medicare-to address the prob-
lem from its four corners.

For example, recently five other members of the Senate Finance Committee and
I sent a letter to the Commissioner of the IRS warning him that the IRS must treat
with greater flexibility businesses that voluntarily attempt to correct errors in their
pensions. It is crucial that businesses do not face disincentives to running their pen-
sions in the best way that they can, and feel able to correct errors when they are
found. The alternative would dissuade employer sponsored pension benefit plans al-
together-which would itself adversely effect Social Security by increasing its work-
load.

We must look at proposals to provide beneficiaries with options to invest wage
taxes in mechanisms other than government bonds. But, while we're looking at
them, we must bear in mind that, since its inception, most of the actuarial assump-
tions about Social Security have been proven wrong.

I thank Senators Grassley and Breaux for organizing this hearing and I believe
that it will be the first in a series of salutary efforts to define a sound strategy for
Social Security reform.

PREPARED STATEMENT OF SENATOR LARRY CRAIG

Mr. Chairman, thank you for holding this very important hearing on the future
of our Social Security System. This hearing today really begins the debate in ear-
nest, and I am privileged to be able to participate. I commend the Chairman and
the Ranking Member for gathering such a broad-based and experienced panel of wit-
nesses. I'm especially happy to see my former House colleague and friend, Tim
Penny, on the panel. Many times when we served together in the House, we worked
for fiscal responsibility and balancing the budget and it is my pleasure to welcome
him here today. I look forward to listening to an our witnesses today.

It is clear that the Social Security system we have in place today needs to be
fixed. According to the intermediate estimates of the Social Security actuaries, start-
ing in 2012, payroll tax revenues will be insufficient to cover outgo from the funds.
Total income is expected to fall short of outgo beginning in 2019, and the funds are
due to be exhausted in 2029. These statistics become reality in the not-so-distant
future. We need to firmly address the problems within the system, as well as create
a consensus on what the goals of the program should be. We need to do this now.

During this debate, however, it is important that we keep in mind that whatever
reforms we make are aimed at protecting our seniors now and in the future. No one
is talking about cutting benefits for our seniors, and I hope no organization tries
to block needed reform by frightening older Americans. Never again should those
of us who want to save problems like Social Security and Medicare have to fight
against political demagoguery.

We have established that we do need to address the problems facing Social Secu-
rity for the longer term. At the same time, we are looking at how the Balanced
Budget Act will affect the Social Security trust fund and vice versa. In the past,
Congress has sometimes waited to act until a problem became a crisis. That is why
we must keep in mind that we also should address the future of Medicare, which
is a more immediate need. Medicare part A will be completely insolvent by the year
2010. The Medicare trust fund will be in crisis years before the Social Security trust
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fund. We need to remember that for the total security of seniors, we will have to
address both Medicare and Social Security.

Social Security worked just fine for many years, given the demographics and the

demographic projections of the 1940's and 1950's, but the world has changed since

then. People are living longer, and the numbers of workers relative to the number

of retirees is steadily declining. Changes in society and demographics have essen-

tially turned the old Social Security system into a pyramid scheme.
The right reforms ultimately mean that we continue to protect the economic secu-

rity of our seniors and protect the next generation of workers from a ruinous tax
burden. Generally speaking, Social Security needs to be changed from exclusively
a system of transfer payments into a true system of savings over which today's
workers and tomorrow s retirees have some control.

In the State of the Union, the President talked about dedicating budget surpluses
to protecting Social Security. That will happen automatically, as long as we do in-
deed run budget surpluses. The danger to Social Security is in the new spending

on bigger government that the President is proposing. We should especially be wary
of new entitlement programs, because they have a consistent history of costing

much more than originally projected. There is room in future budgets for both a sur-

plus and some additional tax relief for overburdened Americans. There is not room
-or the time bomb of major new entitlement spending.

I look forward to the discussions here today. I think it is very important that we

hold this hearing so that we may educate ourselves and the public about the Social
Security crisis that will affect all Americans.

PREPARED STATEMENT OF SENATOR HAGEL

Thank you, Mr. Chairman. I would like to thank you for calling this important
hearing of the Senate Special Committee on Aging.

We all want exactly the same thing-to keep the Social Security system strong
and secure. This program has been important for each generation of Americans
since the 1930s and we must ensure that Social Security remains solid and depend-
able for current retirees and for generations to come.

This is a big challenge-one which we in Congress cannot and should not tackle
alone. Public input must be a key part of this process.

Social Security is the single largest program in the Federal Government. In 1998,
the Congressional Budget Office estimates that the Social Security trust funds will

pay out $381 billion in benefits-almost one-fourth of total Federal outlays. But this
issue is not just about numbers-it's about people. Most retired people count on

their monthly Social Security check, and we cannot allow that security to be put
in jeopardy.

That is why we must act to preserve Social Security. Today, the Social Security
system is solvent because it receives more income from payroll taxes than it pays

out in benefits. But that soon will change. As the so-called "baby boom" generation,
which consists of 75 million Americans born after World War II, reaches retirement
age, the system will come under enormous strain. Declining lirth rates and growing
life expectancies will strain it more.

The number of retired people drawing Social Security benefits is expected to near-
ly double over the next three decades, from almost 44 million today to 81 million

by 2030. Over that same time period, the number of workers whose taxes finance

Social Security benefits is projected to grow by only 17 percent. In 1950, there were
16 workers paying into the system for each retiree drawing from it.

Today, that ratio is about 3-to-i. By 2030 there will be only two active workers
for each retiree. By 2012, Social Securnty will be taken in less in payroll taxes each
year than it must pay out in benefits. If we do not fix the Social Security system,
it will be bankrupt by 2029.

We can't let that happen to Social Security. We need to fix the system, and we

need to start now. If we wait until the baby boomers start to retire, it will be too

late-the only possible solution will be big payroll tax increases, big benefit cuts,
or both. That is unacceptable.

The changes should start with the retiring baby boomers. The Social Security

Trustees report that we must act soon so we have time to phase in changes and
so younger workers can adjust their retirement planning to take changes into ac-

count. we have time to fix Social Security the right way-this is an opportunity we

must not squander!
We need to move to an investment-based approach to Social Security. Individuals

should be able to invest a portion of their payroll taxes in private securities held

in personal retirement accounts. A majority of the 1996 Social Security Advisory
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Council supported transitioning into investment-based personal accounts. Other'
countries have adopted or are considering adopting similar reforms, including the
United Kingdom, Australia, Sweden, Italy and Chile. Personal retirement accounts
would harness the power of private markets and compound interest, giving individ-
uals an increased sense of ownership of their retirement savings. They would also
reduce future demands on the Social Security trust funds, increase national savings
and promote economic growth and personal wealth.

We have time to do what is right for Social Security and for our people. We must
use that time to craft thoughtful, lasting solutions before a crisis is upon us. We
must keep an open mind and study all of the options.

Above all, this issue must be taken out of politics. If we work together with hon-
esty and courage, we will find solutions that preserve Social Security and strength-
en retirement security for generations of Americans to come. Today's hearing is an
important step in the right direction.

Thank you, Mr. Chairman.
The CHAIRMAN. Thank you very much.
Commissioner Apfel is the head of the Social Security Adminis-

tration. We in the Senate know him because he was a c ose associ-
ate as a member of the office of Senator Bill Bradley and he
worked on the issue of social policy for Senator Bradley and Sen-
ator Bradley was a very important member of the Finance Commit-
tee that I serve on.

Also Commissioner Apfel served as associate director for human
resources at the Office of Management and Budget. He also served
as assistant secretary for management and budget at the U.S. De-
partment of Health and Human Services.

We have asked each one of our witnesses to stay within seven
minutes. If that is too short of a time for some of you, just figure
out how short it is and please inform me ahead of time. But if we
can, that will give us an opportunity to have a good round of ques-
tions.

Commissioner Apfel.

STATEMENT OF KENNETH APFEL, COMMISSIONER, SOCIAL
SECURITY ADMINISTRATION

Mr. APFEL. Thank you, Mr. Chairman and members of the com-
mittee for inviting me to appear before you today. It is an honor
to appear before the Aging Committee. I spent many years sitting
on the back row, in an earlier life many years ago, and I know the
importance of this committee to the American public.

I believe no issue is more important to the American people than
ensuring Social Security's future. And for that reason I am espe-
cially pleased that this is the topic of my first congressional hear-
ing as commissioner of Social Security.

Yesterday morning at Georgetown University, President Clinton
stated that "Social Security has been there for America's parents
in the 20th century and I'm determined that we will have that kind
of security for the American people in the 21st century."

As we move to address the challenges facing Social Security in
the future, we must remember what Social Security has meant and
what it means to America. In its more than 60-year history, Social
Security has become the most successful domestic government pro-
gram in our nation's history and our most significant anti-poverty
program. Only one in nine older Americans have incomes below the
poverty line today and about 40 percent are kept out of poverty by'
their monthly Social Security benefit.

46-634 98 -2
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While most people think of Social Security as a retirement pro-
gram, it is also much more than that. It is America's family protec-
tion program. About one out of every three Social Security bene-
ficiaries is not a retiree. They are workers or families who receive
income protection in the event of a wage-earner's death or disabil-
ity. This protection can be invaluable, especially for young families
that have not been able to protect themselves against the risk of
the worker's death or disability with private insurance.

But many younger workers are wary that the retirement benefits
of the program will not be there for them in the future. Today the
trust fund reserves are building rapidly. However, they are pro-
jected to become exhausted by 2029. At that time revenues will be
sufficient to pay only about 75 percent of benefits due. The under-
lying reason for the shortfall, as the Chairman has pointed out, is
tIC America's demographics are changing. People are living
longer, and this is good news. In 1945 the average life expectancy
for a 65-year-old was about 14 years. Today it is 18 and rising.

But it isn't just the number of years people are living; it is the
number of people living them. There will be nearly twice as many
older Americans in 2030 as there are today.

While these demographic changes raise serious, long-range sol-
vency issues, Social Security is not a program in crisis and if we
act wisely, we can prevent a crisis from ever occurring.

President Clinton has said that the time to act is now. The budg-
et has been balanced, the economy is strong and our fiscal dis-
cipline provides us with the opportunity to ensure economic secu-
rity for future generations of retirees. During President Clinton's
State of the Union address he proposed that decisions on spending
the budget surpluses be deferred until we address the program's
long-range solvency. He said that we must save Social Security
first. In doing so, the President made clear that he intends to work
with Congress in a bipartisan manner to preserve the program.

Toward this end, the President is calling for a national dialog on
how we can best achieve this goal. Yesterday at Georgetown Uni-
versity he announced that the first in a series of four nonpartisan
forums will take place on April 7 in Kansas City. Activities are
under way with the Concord Coalition, with the AARP and with
the Pew Charitable Trusts.

The President has also said that the national call to action must
spread to every corner of the country. He has asked members of
Congress to hold forums in their districts and he has invited other
organizations to play a role.

An accurate understanding of the facts about Social Security is
needed as the foundation for this public discussion. The Social Se-
curity Administration will be focusing its efforts on educating the
public about Social Security so that Americans are in the best pos-
sible position to talk about the program's future.

What do I believe Americans should understand about their So-
cial Security program? I want all Americans to understand the eco-
nomic facts about Social Security. The trust funds now take in
more than is paid out and large reserves are being accumulated,
but they will be exhausted in 2029 if no changes are made to the
program. An understanding of the economics is a very important
precondition.
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I want all Americans to understand what Social Security has
meant to older Americans. Social Security provides them with a
solid measure of economic security, even if they outlive the actuar-
ial tables and their savings.

I also want all Americans to understand that Social Security is
much more than a retirement program. I want younger people to
know that not only will Social Security be there for them in the fu-
ture, with changes, but it is there for them now through disability
and survivors protection.

I want all Americans to know that Social Security was never in-
tended to provide for all of a worker's retirement income needs, as
Senator Reid pointed out, when Roosevelt signed it. Pensions and
personal savings have always been and should always be a part of
a sound financial retirement plan.

I want everyone to understand that, as I noted earlier, changing
demographics are driving the need for change.

Finally, I want all Americans to understand one important fact:
there is no free lunch. As attractive as any option for change may
be, there are trade-offs that must be accepted if we choose it. The
advantages and disadvantages of each will have to be examined
and discussed in the year ahead.

With these facts, people will be able to make informed choices
about the Social Security program of tomorrow.

As they consider change I hope they will ask themselves some
hard questions. Will changes to the program preserve and protect
important Social Security accomplishments? Will Social Security
continue to be a benefit that people can count on? Will the elderly,
the disabled and survivors of workers be protected from financial
hardship? Will the program be universal, efficient, fair, and main-
tained as a public trust?

In conclusion, let me say that I strongly support the President's
initiatives to begin to restore Social Security to long-term fiscal
health. What is needed now is a full and an open public debate.
Part of the Social Security Administration's role in this process will
be to continue the process of educating the public about Social Se-
curity: how it works, what has it achieved and the nature of the
long-range actuarial problem. The public discussion must take
place not only in think-tanks and congressional hearing rooms but
in family living rooms all across America.

This Administration and this Congress have demonstrated that
they are capable of coming together in a bipartisan way to fashion
solutions important to this nation. I look forward to closely working
together with the members of this committee and the Congress in
that spirit on this very important endeavor.

[The prepared statement of Mr. Apfel follows:]

PREPARED STATEMENT OF KENNETH S. APFEL

Mr. Chairman and Members of the Committee: Thank you for inviting me here
today. I am especially pleased that the topic of my first congressional hearing as
Commissioner of Social Security is to discuss how we begin to strengthen Social Se-
curity for the 21st century, because I can think of no issue more important than
ensurin the program's future.

President Clinton's message on Social Security in his State of the Union message
is clear: "Save Social Security first". One of our most important goals today is mak-
ing sure Social Security is financially sound. I strongly believe that we can meet
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that goal, and today I would like to discuss how we can begin to take steps to ac-
complish it.
Importance of Social Security

It would be almost impossible to overestimate the importance of Social Security
in American lives. Only 1 in 9 elderly people have income below the poverty line
today, compared to 1 in 3 in 1959. About 40 percent of beneficiaries age 65 andolder-and more than 15 million beneficiaries overall-are kept out of poverty by
their monthly Social Security benefits.

Social Security is the most successful antipoverty program we have. It is themajor source of income for 66 percent of beneficiaries age 65 and older, and it con-tributes 90 percent or more of income for about 33 percent. Poverty protection isreinforced by Social Security providing benefits which are inflation adjusted through
an annual cost of living adjustment known as a COLA.

Much of the current debate concerning the future of the Social Security progiam
has centered exclusively on the retirement program. But this narrow perspective onthe program ignores the vitally important insurance benefits that the program pro-vides in the event of the death or disability of a worker. For instance, almost 1 in6 of today's 20-year-olds will die before retirement, and 3 in 10 will become disabled.Over 30 percent of our Nation's Social Security beneficiaries are receiving disability
and survivors benefits, and those programs make up over 30 percent of the benefits
Social Security pays.This protection can be extremely valuable, especially for young families that havenot been able to protect themselves against the risk of the worker's death or disabil-ity with insurance policies. The average benefit paid today to a disabled worker witha spouse and children is about $1,200 per month. For a family in which the workerdies, leaving a widow with two children, the average monthly survivor benefit is
about $1,500.
Serious problems must be addressed

From its inception in 1935, the Social Security program has been financed on
close to a pay-as-you-go basis, with current costs met from current revenues and rel-
atively small excess amounts held in the trust funds. The Social Security Amend-
ments of 1977 and 1983 have created a temporary period where the trust funds willbuild up reserves beyond the level needed for a contingency reserve. Currently thecombined Old-Age and Survivors Insurance (OASI) and Disability Insurance (DI)Trust Funds are projected to become exhausted in 2029, at which time revenues will
be sufficient to pay about 75 percent of benefits due.

The underlying reason for the shortfall is that the demographics of America arechanging. First, people are living longer, and fertility is declining. Today, the aver-
age life expectancy for an individual reaching age 65 is 18 years; back in 1945, theaverage 65-year-old was expected to live an additional 14 years. The number of peo-ple over age 65 is climbing. We expect that the population of elderly-currently 35
million-will nearly double between now and 2030.Not only is the population of retired workers increasing, but it is increasing fasterrelative to the number of workers contributing to Social Security. Today, there are
3.3 covered workers for each retiree, but by 2030 there will be only about 2 covered
workers per retiree. That ratio generally holds for far in the future.

While these demographic changes raise serious long-range solvency issues, SocialSecurity is not a program in crisis. The projected shortfall in the system, while seri-ous, will not happen for almost three decades, by which time the program will be
almost 100 years old.Nevertheless, President Clinton has wisely said that the time to act is now-thebudget has been balanced, the economy is strong, and our fiscal discipline providesUs with the opportunity to ensure economic security for future generations of retir-
ees. In fact, I believe that under the President's leadership, we have the opportunity
to avoid a crisis, and early action in approaching the solvency problem is the safest
course. If we wait ten or twenty years to make changes, the changes will need to
be more drastic, and the opportunity for individuals to plan for their retirementneeds will have been lost. The American people deserve early action to be able toplan for changes. The earlier we can determine the changes that must be made to
the current program, the better off we will be.

When it comes to a program as important as Social Security, there are no such
things as 'minor" changes. Any change is going to impact on the lives of most Amer-
icans, and as such deserves serious consideration. However, the history of the pro-
gram is one of evolution and change. As the program has evolved over the past dec-
ades, through the additions of the disability and Medicare programs and the
changes of the 1977 and 1983 Amendments, so must it now evolve again.
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Process for reaching consensus for change
During President Clinton's State of the Union address, the President voiced his

strong commitment to strengthening Social Security for generations to come. He has
proposed that the Federal budget surpluses be reserved pending Social Security re-
form. In doing so, President Clinton has made it clear that he intends to work with
Congress in a bipartisan effort to preserve the program.

Toward this end, the President is calling for a national dialog this year on how
we can best achieve this goal. The President has called on the American Association
of Retired Persons and the Concord Coalition to hold jointly three or four regional
nonpartisan forums throughout the country on Social Security. The President, Vice
President, and members of the Cabinet will participate in these forums.

At the end of the year, the President will convene a conference on Social Security
at the White House, followed by bipartisan negotiations with congressional leader-
ship on how to best achieve Social Security reform. This bipartisan, national debate
can achieve, as the President has said, "a landmark for our generation-a Social Se-
curity system that is strong on the 21st century..

We need to be able to meet the challenges of the demographic changes I have just
discussed and be sure that Social Security will be there for younger workers, just
as it was for their grandparents and parents.

As we begin this dialog, we need to reflect on what features have led to Social
Security's success. The dialog will most certainly be about how to address the chal-
lenges acing Social Security in the future, but it will also be about how we preserve
and protect the accomplishments of the program that has served this nation so well
for over 60 years.

First of all, Social Security is dependable. Social Security has been there each and
every month. Millions of Americans count on the arrival of their Social Security ben-
efit. Today, more than 90 percent of the elderly in this country receive Social Secu-
rity. Americans of all ages must be able to count on Social Security in the future.
We have an obligation to provide a dependable source of income that Americans can
use to plan their financial future with confidence.

In addition, Social Security is efficient. Less than one penny of every dollar col-
lected is used for administering the Social Security program. it is a program that
is portable and it is a program that provides bene its that are indexed to inflation.

Social Security is also the greatest anti-poverty program ever created. Without So-
cial Security, nearly 50 percent of today's elderly would be living in poverty. Social
Security doesn't make people rich, but it gives Americans rightly deserved financial
independence. This financial protection, however, is not just for the elderly. Social
Security also protects working families through disability and survivors insurance.

Social Security ensures that all workers receive an equitable benefit through a
progressive benefit formula. It is a program that is universal and fair. Proportion-
ally larger benefits are provided to lower income workers who will need it most.

Finally, Social Security is a public trust. Social Security spreads the risk associ-
ated with disability, premature death, and old age among the entire working popu-
lation and provides a guaranteed benefit that is adequate and fair.

As we begin this dialog, we would do well to question whether changes to the pro-
gram preserve and protect these important accomplishments: whether Social Secu-
rity continues to be a benefit people can count on; whether the elderly, disabled, and
survivors of workers are protected from financial hardship; whether the program is
efficient; whether the program is universal and fair, and whether the program is
maintained as a basic public trust. The dialog about how we ensure the solvency
of Social Security in the 21st century will need to include these critically important
questions.

Public participation critical
As President Clinton has said, we must inform Americans about Social Security

and the issues confronting it. The President's proposal to conduct regional forums
to raise public awareness of the problems facing Social Security acknowledges an
important truth: the broad-based participation of the American public is critical to
achieving a resolution of the long-term solvency issue. An accurate understanding
of the facts is needed as the foundation for public discussion. We have been focusing
our efforts on educating the public about the Social Security programs to put them
in the best possible position to be able to enter into public debate about options for
the future of Social Security.

What do I believe Americans should understand about our Social Security pro-
gram? What is it about this program that reduced to essentials makes it of such
imprtant to the American electorate?

r want all Americans to understand the economic facts about Social Security.
Presently, the Social Security Trust Fund takes in more money than it spends, cre-
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ating reserves to the Trust Fund. These reserves were designed to help pay for thefuture growth in the benefit rolls in the early part of the next century. Beginningin 2019, the Trust Fund will start declining and will be exhausted by 2029, if nochanges are made to the current program. Even after the Trust Fund is exhausted,however, annual revenues will still be able to pay three-quarters of current-law ben-
efits.I want all Americans to understand what Social Security has meant to olderAmericans. The plight of older Americans used to be a national disgrace. Now, So-cial Security provides them with a solid measure of economic security even if theyoutlive the actuarial tables . . . and their savings. It also provides many of them,
and their children, the advantages that only living independently can offer.I want all Americans to know that Social Security is more than a retirement pro-gram. I want younger people to know that not only will Socal Security be there forthem in the future, but it is there for them now. How many people know that 1out of every 3 Social Security beneficiaries is not a retiree but a disabled worker,or a member of his or her family, or a survivor of a worker who has died? They
need to know that.I want all Americans to know that Social Security was never intended to providefor all of a worker's retirement income needs. Pensions and personal savings havealways been and should always be part of a sound financial retirement plan.I want all Americans to understand that the changing demographics of the coun-try are the primary driver of the need for change. There is an unalterable dynamicat work: by 2030, there will be nearly twice as many older Americans as there are
today, putting great strains on our retirement system.Finally, I want all Americans to understand one important fact: there is no freelunch. As attractive as any option for change might be, there are tradeoffs that mustbe accepted if we choose it. These are complex issues. The advantages and disadvan-
tages of each will have to be examined and discussed.Let me remind you again that the purpose of public education is to enable mem-bers of our society to participate in an earnest and informed dialog about this mostimportant issue. We need to hear from Americans on this issue. Their views are
clearly important because Social Security is their program.
Conclusion

I strongly support the President's initiatives to be gin to restore the Social Securityrogram to long-term fiscal health. What is needed now is a full and open publicdebate. I would like to emphasize, however, that as we begin to seriously addressthese issues, we must continue to preserve fiscal discipline and not increase theFederal deficit. For the sake of our children and future generations, we must not
jeopardize the progress we have made in balancing the budget.Part of SSA's role in this process will be to continue the process of educating thepublic about Social Security: how it works, what it has achieved, and the nature ofthe long-range actuarial problem. The public discussion must occur not just in con-gressional hearing rooms but in the living rooms and kitchens throughout the coun-
try.This Administration and Congress have demonstrated that they are capable ofcoming together in a bipartisan way to fashion solutions important to this nation,and IMlook forward to working closely with the members of this Committee in that
spirit on this important endeavor.

The CHAIRMAN. Thank you very much. Would staff keep the time
for five minutes for each member?

Senator REID. Mr. Chairman?
The CHAIRMAN. Yes.
Senator REID. As you have indicated, there are a lot of things

going on. If I could just take 30 seconds to acknowledge that I
wanted to come to hear my colleague, former colleague Tim Penny
testify. Tim and I came to the House together. He was the financial
conscience of the House of Representatives until he retired. I am
sorry I am unable to listen to his testimony. I have it here. I am
going to read his testimony and I would like to be excused.

The CHAIRMAN. Thank you very much.
Mr. Apfel, I know that the President is going to use the public

hearings that he has. By the way, I have called on the President
to have more than the four that he has suggested, with the idea
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obviously he can't attend 50 if he were to hold one in every state,
but there might be other people in the Administration that would
be able to fill in for him because it is very important to get people
thinking about this, not only from the national television that the
President gets but also to be thinking about it on an on-going basis.

I know he is going to wait until he gets some evidence in and
what people's views are but I am going to ask you, as much as
there has been some thought within the Administration, to flesh
out some of the things that the President might be thinking about
or people in the Administration might be thinking about because
we want to get as many ideas out on the table as we can.

It would be indifferent of me to avoid asking you about the Presi-
dent's statements regarding Social Security and the budget sur-
plus. Last week's hearing on the budget, and I am a member of the
Budget Committee, seemed to have clarified that the President is
not proposing any legislative or mechanical change in how payroll
tax revenue is treated. Taxes will go to the Treasury and be cred-
ited to the trust funds as investments in nonmarketable securities.
In effect, President Clinton is saying do not spend the surplus; he
is not saying that we must save the surplus literally.

The prospect of a surplus does raise a possibility that we could
look seriously at using any surplus to advance-fund some of the
benefits for future generations. Advance funding was something
that was specifically rejected by the authors of the Social Security
Act in 1935.

Secretary Rubin mentioned that the Administration is looking at
ways to use the surplus to extend solvency 8 to 15 years. That
would imply that the Administration is looing at a different in-
vestment policy for trust funds or advance funding for some bene-
fits.
- First question: do you think that it is time to take a second look
at prefunding some of the benefits that people are counting on re-
ceiving? Additionally, could you describe for us some of the options,
if they are being considered, that the Administration is reviewing
which would extend the solvency of Social Security?

Mr. APFEL. Thank you, Mr. Chairman. First, I want to reiterate
that the President's proposal, as you described, was to reserve
those surpluses pending Social Security reform. Specifically, it was
to not spend the surpluses right now.

I should also point out that the surpluses are projected to start.
in 1999 and we would expect in 1999 that we would have a solution
on Social Security before that first surplus is actually on the books.

The issue that you raise is whether the surpluses in the future
should be used for some form of advance funding.

The CHAIRMAN. Is that part of the thinking of the White House
at the present time?

Mr. APFEL. There are a number of ways that the surplus could
potentially be used for Social Security. The Administration is very
early in this process in terms of establishing proposals and wants
this national debate to go forward during this year. But, hypo-
thetically, there is a whole range of different alternatives that
again, I am not here to endorse, from, as you pointed out, buying
down the debt, to providing the surpluses to the trust funds, to
some form of change in investment policy for investing in equities.
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There is a range of different alternatives, including the possibility
of individual accounts.

The CHAIRMAN. Would they all be on the table?
Mr. APFEL. The Administration, as I said, is early in the process

on this and wants to have this debate during this year. It has not
made a judgment on any one of those alternatives at this point in
time, but wants to explore them all in the course of the year, with
the Congress.

The CHAIRMAN. Does that mean they would all be on the table?
Mr. APFEL. They are all for discussion, absolutely.
The CHAIRMAN. When I first took over as Chairman of the Aging

Committee last year I stated that whatever path reform takes to
fix Social Security, one of our first priorities should be to ensure
that younger Baby Boomers and their children be able to count on
the same level of economic protection that their parents enjoyed.

Last week, in the speech before the National Academy of Social
Insurance, you indicated that how we do that is one of the biggest
questions that we have to answer. Medicare faces severe problems
in the very, very near term. Further, the budget will be feeling the
impact of Social Security problems by the year 2012. That is the
first year of negative cash flow of Social Security funds.

How-realistic is it to expect that government programs can con-
tinue to provide the kind of economic protection that they have in
the past? Don't we have to start looking at other alternative ways
to ensure income is adequate in retirement to close the gap in the
way that the government may no longer be able to do?

Mr. APFEL. It is true, Senator, that if we look out 20 and 30
years from now, the funding shortfall is significant in terms of So-
cial Security. The dollars coming into the Social Security Trust
Fund would roughly be available to pay only about 75 cents on the
dollar in terms of benefits.

There is a wide range of options that are going to have to be
talked about this year. Will the same full level of benefits be pro-
vided to future generations in terms of the floor of protection, the
foundation of protection, as is currently provided?

The answer, Mr. Chairman, already is no. The increase in the re-
tirement age, which was enacted in 1983, will have the effect of
lowering benefits somewhat for future generations compared to the
current generation of retirees. So there has already been a change
that is being phased in, starting in 2003, over the next 25 years,
that will have the effect of somewhat reducing benefits.

Can we develop mechanisms to assure that the foundation of
support provides the full levels of support that we now have? That
is really one of the open questions. That gets into the questions of
possibly advance funding, as you have pointed out, changing in-
vestment mechanisms and other things that we are going to talk
about.

Clearly it is going to be very hard to do so in the future 20 and
30 years out, given the financial constraints that we have.

The CHAIRMAN. I am going to go to Senator Reed. I think that
I draw the conclusion from what you have said in answer to my
two questions that the Administration is really looking at a lot of
options. They are encouraging participation in these public hear-



21

ings. These public hearings are going to play a big role in what
they come up with as a plan at the end of that process.

Mr. APFEL. Well, Mr. Chairman, that is what this year is all
about. We are very early in this process. These public forums are
very important.

I would also add, sir, that you mentioned that there are four that
the President has indicated he and the Vice President will be going
to. I will be going to a lot more than that. There will be many,
many forums around this country. I will be appearing in Louisiana
with Senator Breaux at an Aging Committee hearing to talk about
this same issue next Tuesday. I would assume I will be in Iowa.
I probably will be in Texas soon thereafter. I am going to be in
Denver. The list goes on.

There will be many forums for senior level officials. We need to
have this debate not just here in Washington and inside think-
tanks. We have to move it out into communities and into families.
That is really a very important priority for me personally. I think
it is a precondition for action next year.

Now, the issue will be at the end of the year how to move for-
ward on a bipartisan process to develop a plan. That depends a lot
on what happens over the course of this year and the bipartisan
discussions that take place between now and then.

The CHAIRMAN. Thank you.
Senator Reed.
Senator REED. Thank you, Mr. Chairman.
Thank you, Mr. Apfel. As we consider the issue of Social Secu-

rity, it is important, I think, to recognize two significant points.
First of all, the majority of the recipients, the current bene-

ficiaries, depend on Social Security for the largest share of their in-
come. In fact, I am told that one in four beneficiaries depend on
Social Security for at least 90 percent of their income. So this is
an extraordinarily vital program to so many people.

Also, it is not just important to seniors but there are hundreds
of thousands of families around the country that depend on it for
protection in the case of retirement or disability or death, and
these are points that are critical.

Another aspect that is important is to recognize that the reliance,
this reliance on Social Security is, in many respects, a reflection of
the weakness in our private pension system. I am wondering, as
we consider the issue of Social Security reform, how do we also in-
tegrate or develop responses to the issue of our private pension sys-
tem with respect to the future of Social Security? You might want
to comment.

Mr. APFEL. As you pointed out in your opening remarks, the
three legs of the stool in terms of-

Senator REED. That was the other Reid, the older guy.
Mr. APFEL. We have actually talked about this before so I know

it is an important issue to you, too, sir. You point out a very, very
important point, that Social Security was never intended to be the
full retirement benefit for older Americans.

Two-thirds of older Americans rely on Social Security for more
than half of their income, so it is clearly a centrally important plat-
form and foundation for support, but trying to live on just Social
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Security alone is not easy, even though a majority of Americans
rely on it very significantly.

We have to be able to strengthen both the savings and the pen-
sion legs, as well. The President has a series of proposals to try to
expand pensions, particularly for small businesses, to be able to ex-
pand 401(k)s and other alternatives.

I think the whole discussion of Social Security reform can't take
place in a vacuum. All three legs of the stool need to be strength-
ened as we move forward in terms of Social Security reform and,
really, economic security for all Americans. So I share your con-
cerns.

The Labor Department is involved in a very major public edu-
cation campaign about pensions. We are, in terms of the Social Se-
curity Administration's PEBES form, providing information to the
public about what the Social Security benefit can be. We have got
to strengthen all the legs of the stool.

Senator REED. Mr. Apfel, could you comment on or reiterate real-
ly the President's process for considering the Social Security re-
form, how it is going to be accomplished?

Mr. APFEL. Yes, sir. First and foremost is to reserve the sur-
pluses pending action on Social Security reform. Two is the major
public debate over the course of the next year, involving on a non-
partisan basis, the American public and Congress, in a series of fo-
rums around the country.

Three, in December the President will hold a White House Con-
ference of all the affected parties to bring everyone together to talk
about what has happened over the course of this year.

Then four, starting next January would be opening up discus-
sions with the Congressional leadership on a bipartisan basis, on
how best to fix the Social Security system and ensure it will be
there for future generations.

That is the plan. I think we are off to a very good start.
Senator REED. Could you comment on the impact of the proposals

in general that are being made on certain discrete populations, mi-
nority populations specifically; for example, African-Americans?

Mr. APFEL. Yes, Senator. There were recent articles that African-
Americans receive lower rates of return from Social Security than
whites. There was a study that came out that documented that.

There were a number of errors in that study and I would ask for
the record if I could include an analysis that the Social Security
Administration Office of the Actuary has conducted comparing
rates of return for African-Americans and whites.

The CHAIRMAN. That can be included if it is not too voluminous.
Mr. APFEL. It is 750 pages-five pages.
The CHAIRMAN. What we will do, we will make reference to it

and it will be on file.
Mr. APFEL. It is about a five-pager, sir.
The CHAIRMAN. Okay. No problem.
[The information referred to follows:]
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February 4, 1998

MEMORANDUM

From: Steve Goss, Deputy Chief Actuary
Social Security Administration

Subject: Problems with 'Social Security's Rate of Return", A Report of the
Heritage Center for Data Analysis

The analysis by William M. Beach and Gareth G. Davis of the Heritage
Foundation attempts to provide an answer to the question 'What can
Americans expect in future Social Security retirement benefits?" The paper
suggests that expected rates of return will decrease substantially in the
future and that African Americans do now and will in the future have
substantially lower expected rates of return than for the general population.
However, the conclusions are highly misleading due to two major errors in
methodology, plus a number of incorrect or inappropriate assumptions.

Due to these errors, rates of return for the general population in this study
are at substantial variance with those produced for the 1994-6 Advisory
Council on Social Security (See Appendix 2 of Volume 1 of the report, pages
219-22). For example, for single men (all races combined) born in 1970
with average earnings, real rates of return are estimated at only 0.47 percent
by Heritage, compared with 1.28 percent in the Advisory Council Report.

More importantly, the methods utilized by the authors bias expected rates of
return downward to a far greater degree for African Americans than for the
general population. This study thus erroneously indicates differences in rates
of return by race that are greatly exaggerated. In fact, results from more
careful research reflecting actual work histories for workers by race indicate
that the non-white population actually enjoys the same or better expected
rates of return from Social Security than for the white population. (See
Duggan, et. al., 'The Returns Paid to Early Social Security Cohorts,"
Contemporary Policy Issues, (October), pp. 1-13.)

Error in Method of Computing Exrectation

Expected values indicate the average of all possible outcomes for individuals
at a point in time with an uncertain future. Instead, the Heritage study
erroneously analyzes a single outcome where an individual is assumed to
know how long he or she will live. For persons at each age 22 through 66 in
1997, the authors estimated the remaining life expectancy, i.e., the average
number of years of life remaining after 1997. Individuals at each age were
then assumed to live for precisely the number of years indicated by this
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average life expectancy. This approach consistently overestimates the
expected number of years of work and consistently underestimates the
expected number of years after reaching retirement age. As a result, it
grossly underestimates the expected rates of return from Social Security
retirement benefits. Moreover, the extent of this bias is greater for workers
with lower life expectancy, in particular for African Americans. The error is
also greater for younger workers who are far from retirement age in 1997.

To illustrate this error, consider the expected years of work and retirement
under the Heritage method in comparison with the true expected years for
white and black men based on the 1992 United States Life Tables. Life
expectancy at age 20 was 54.3 years for white men and 47.2 years for
black men. Assuming both planned to work until retirement at age 65, the
Heritage approach would assume 45 work years for each, and 9.3 retirement
years for white mte but only 2.2 years of retirement for black men.

However, the true expected number of work years for both black and white
men must be less than 45, because some will die before reaching age 65. In
fact the true expected number of work years (reflecting deaths before 65) is
42.2 years for white men and 39.1 years for black men. Computing, for 20-
year-old men the expected number of retirement years after 65 requires both
the probability of surviving to 65 and the life expectancy at 65 for those
who do survive. For white men age 20, 78.1 percent would expect to
survive to 65 at which point they would average an additional 15.5 years of
life after 65. Thus, the expected years of life for a 20-year-old white male
after reaching 65 would be 12.1 years (= 15.5 X .781). For black men age
20, 60.3 percent would be expected to survive to 65 at which point they
would average an additional 13.5 years of life. Their expected retirement
years would thus be 8.1 (= 13.5 X .603).

Expected Work and Retirement Years for 20-Year-Old Males in 1997
Work Years Retirement Years

White Black White Black
Men Men Men Men

Heritage Erroneous Method 45 45 9.3 2.2

True Expectation 42.2 39.1 12.1 8.1

Clearly, computed rates of return for retirement benefits using true
expectation will be much higher for all men, and, moreover, the difference
between rates of return for black and white men will be dramatically smaller,
than if the erroneous Heritage method is used. While this is the largest and
most fundamental error in the Heritage analysis, a number of additional
errors further bias the results.
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Error in Not Reflecting Relationship Between Mortality and Income

The authors acknowledge the fact that life expectancy is highly correlated
with income, and that their estimates do not reflect this fact. Estimates
made by the Office of the Chief Actuary, Social Security Administration
indicate that for the general population, about 20 percent of the difference in
rates of return between low- and high-income workers is removed by
properly reflecting mortality differences by income. However, this
correlation would be far more important in comparing rates of return
between African Americans and the general population.

The authors note that rates of return would be lower for low-income and
higher for high-income workers if adjusted appropriately for mortality at the
indicated income level. Average-income workers would presumably have
mortality at about the level of the average population, and thus be
unaffected by the adjustment. While this is all true for the general
population, the African American rates of return would be increased much
more for high-income workers, would also increase for average-income
workers, and would decline much less for low-income workers. This is true
because average income for African Americans is substantially lower than for
the general population at this time.

For example, African Americans with earnings equal to the general-
population average have much higher-than-average earnings within the
African American population. As a result, they must be assumed to have
much better mortality than the average for all African Americans. Thus, with
proper adjustment of mortality by income level, race differentials in life
expectancy would diminish greatly, for individuals at the same income level.

Without appropriate adjustment of mortality by income, race-differentials in
rates of return are highly misleading. This is the reason that the Office of
the Chief Actuary, Social Security Administration has not as yet developed
race-specific money's worth ratios or rates of return.

Additional Errors

The authors of the Heritage study exclude.disability benefits and taxes from
the analysis, even though the Disability Insurance program represents nearly
15 percent of the Social Security. While including disability would not
substantially change the expected rate of return for the general population, it
would considerably narrow the rates of return for African Americans versus
the general population. This follows from the fact that disability benefits are
significantly more likely for African Americans than for the population as a
whole.
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Because Social Security provides survivor benefits when a worker dies

before retirement age, and Heritage omits these benefits, the authors also

deducted from taxes a premium intended to cover these benefits. The

premium appears to exclude those survivor benefits for a spouse that are

payable after the youngest child reaches age 16, i.e., widow(er)s benefits

that are payable from age 60 to the end of life. Premiums are also likely to

be too low if Heritage used premiums for commercially-available life

insurance. Life insurance is sold largely to healthy, higher-income persons

who can afford the premium and can qualify as insurable. Including lower-

income and uninsurable individuals would boost the premium substantially.

Making these changes would increase rates of return from Social Security.

The authors raised tax rates for Social Security starting 201 5 by enough to

cover future benefit costs, ignoring the fact that the Trust Fund balance

projected for that time, 300 percent of annual benefits, would continue to

grow as a percent of annual benefits under these conditions. In order to

produce a pay-as-you-go financed Social Security program, tax rates would

not need to be raised until around 2025, and by less than the authors

assumed. The early, too-large increase in tax rates results in rates of return

that are estimated to be too low for Social Security.

The authors included a 'high-income' worker with earnings at 300 percent

of the average wage. In fact, the maximum level of earnings that is taxable

and creditable for Social Security benefits is now and will be in the future

240 percent of the average wage (less than 240 percent in years before

1978). It is not clear whether the authors included taxes above this

maximum taxable level. If they did, then rates of return for Social Security

are estimated to be too low for high-income workers.
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February I1, 1998

Social Security Administration Fact Sheet

The overall rates of return for African Americans compare favorably to those of Whites.

Mortality

* The average black male currently aged 65 can expect to live to about 78 compared
to about age 80 for white men. For females, the comparable figures are age 82 for
blacks and age 84 for whites.

* African Americans are more likely to die prematurely and their families receive
survivor benefits than are white workers. (About 23% of awards to young
survivors in 1995 went to African Americans even though this group comprises
only 12% of the general U.S. population.)

* The African American community experiences higher than average infant and
juvenile mortality rates. In order to compare rate of return for Social Security life
expectancy at the time of entry to the workforce the age 20 is a better number for
assessment rather than birth.

* The average African American male currently aged 20 can expect to live to
approximately 67 years of age. For females, the comparable figure is
approximately 76 years of age.

Disability

* African Americans are more likely to receive disability benefits than white
workers.

> In 1995, 18% of disabled workers awarded benefits were African Americans,
compared to their 12% representation in the population.

> This difference is most acute at younger ages. In 1995, 21 percent of workers
awarded disability benefits between ages 30-39 were African American; for
awards at ages 60 and over, the percentage drops to 14.6 percent.

* Note that in 1995 white disabled workers were awarded disability benefits
averaging $714 a month while African American were awarded disability benefits
averaging $623. In part this is a reflection of income differentials.
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Progressivity and income

The progressive structure of the Social Security system replaces a higher
percentage of prior wages for lower and average earners than it does for higher
earners.

> Earnings vary significantly by race with white men and women earning higher
incomes than black men and women. In 1995 on average white men earned
$11,000 more than black men ($34,276 versus $23,876 respectively) and
white women earned $2,000 more than black women ($19,647 compared to
$17,485).
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Mr. APFEL. The reality is that African-Americans do just about
the same as whites in Social Security benefits. Social Security is
race-neutral. African-Americans do have a somewhat lower life ex-
pectancy but African-Americans, as one would expect with a lower
life expectancy, have higher incidence of survivors benefits, and of
disability benefits. In addition, African-Americans have somewhat
lower incomes and, given the progressive benefit structure, receive
a proportionately higher level of benefits.

So I would like to include that study in the record.
Senator REED. Thank you.
There is lots of talk about Generation X and the belief in Social

Security. In fact, I was struck listening to my colleague from Penn-
sylvania with this disparity between believing in UFOs and believ-
ing in the Social Security system. Maybe it is a function of the fact
that instead of the X-Files if we had SSA Files, where you had two
sexy Social Security auditors going out unraveling the mystery of
Social Security, maybe they would believe in it just as much as
UFOs.

But nevertheless-
Mr. APFEL. You are describing our new initiative. [Laughter.]
Senator REED. I'm a fount of wonderful ideas.
Nevertheless, why should young people in their 20s or 30s have

a sense that we are going to essentially do the right thing and pro-
vide Social Security for their future?

Mr. APFEL. Well, Senator, we have to. As I said in my opening
comments, Social Security is the most important program in this
nation's history. We owe it to the American public for future gen-
erations and current generations, to assure that we have a strong
and vital program in the future.

Two, when I speak to young Americans I say, will Social Security
be there? The answer is absolutely yes, but changes have to be
made. That is really what this year and next year is about, is to
try to figure out what is necessary to move the system forward into
the future.

Another question I address, as I said in my opening remarks, is
is Social Security going to be there for me 20, or 30, or 40 years
from now? For a 25-year-old or a 30-year-old, Social Security is
there for you now in terms of survivor benefits and disability bene-
fits that are very important to the fabric of our country.

Basically about 15 percent of all 20-year-olds will die before age
65, many leaving families behind. There is more than about a one-
in-four chance of a 20-year-old becoming disabled before the age of
65.

I know this from personal experience. When my wife was a
young girl, her father died, leaving her and her three sisters and
her mother with a Social Security check. It is an important vari-
able that people need to understand.

So the intergenerational nature of Social Security is critical. Un-
derstanding that Social Security is an intergenerational program in
financing terms is important but it is also true in terms of benefits:
it is there for young people, as well as old.

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

46-634 98 - 3
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The CHAIRMAN. I need to have you out at my town meetings be-
cause I have young people ask me will Social Security be available
for them and I go into a long answer, down the road 30 or 40 years,
how it will be. But I think you have just reminded us of a very im-
portant answer.

Three percent of the young people who are asking us that ques-
tion could make use of Social Security disability very soon. Then
there is another percentage where, if they were to die, married and
they died, then there would be a survivor who would benefit from
it. What is that percentage?

Mr. APFEL. About a 15 percent probability at age 20 that one
would die before age 65.

The CHAIRMAN. Okay, so they would get benefits of survivors.
Also, 3 percent become disabled. Is that what you said?

Mr. APFEL. No. About 26 percent of all 20-year-olds have a prob-
ability of going on the disability rolls before age 65. It's sizable.
About 30 percent of all benefits paid out right now, one in three
benefits roughly are for Social Security survivors or disability bene-
fits.

The CHAIRMAN. If I could ask you a couple of short questions,
and then if you had another question?

Senator REED. I don't, Mr. Chairman.
The CHAIRMAN. Okay. Some members of Congress have rec-

ommended that a national committee on Social Security be estab-
lished to devise a solution to the Social Security problem. The
President meanwhile has this ambitious agenda that we all thank
him for, for having these public hearings and to arrive at a legisla-
tive solution in 1999.

Would the Administration see the commission idea, which was
used very successfully in 1983 and 1984, a bipartisan commission
much like the Greenspan Commission, but in a sense it was a
Reagan-Tip O'Neil Commission, to bail out Social Security-would
he see a commission as a way of arriving at a solution?

Mr. APFEL. Well, we haven't proposed that, Mr. Chairman, as the
solution. We have proposed the alternative of moving forward with
the public debate, the White House Conference and then the bipar-
tisan discussions. We don't at all rule out such an option.

If members were interested-I know that the Speaker has indi-
cated some interest in a commission-we would not necessarily
rule it out because we want a public debate. It could potentially
help the public debate. All we would ask is that, if there is such
a proposal, that the Commission comes to conclusion by the end of
the year so it can be built into the bipartisan process that we need
to have at the end of the year.

The CHAIRMAN. Then my last question would be from your testi-
mony. You referred to a number of features that we have just now
discussed that we should try to retain, even if we reform Social Se-
curity as a retirement system.

One of the assurances that has been provided in the past is an
equitable benefit. I know that you are aware of the research which
shows that the time it takes for people to get back the contribu-
tions that they have paid is increasing. For example, people who
retired in 1980 would only have to receive benefits 2.8 years to get
back both what the employer and employee paid in. By the year
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2025 it would take 26.2 years to do that. Do you believe that Amer-
icans would consider that equitable?

Mr. APFEL. This is the whole issue of rates of return. Clearly
rates of return have been lowered over time. When Social Security
was first established back in the 1930s it was established not as
an advance-funded system for some very good reasons. We had over
half of all older Americans living in very desperate conditions. It
was really one of the national disgraces of this country.

We set up the sy stem originally as a pay-as-you-go system. That
meant very, very high rates of return in the beginning years. Now
that we have matured as a social insurance system, those rates of
return are considerably lower, as you point out.

I think that the issue of rates of return is an important issue
that needs to be part of this debate. I think that also the assurance
of the foundation of protection is another important variable that
needs to be thought through and considered in this process, as
well.

So, is what you have articulated an important issue that needs
to be thought through as part of this debate? I think absolutely it
should be. There are others because Social Security is a multiple
program that serves multiple needs and, therefore, needs, as you
have pointed out and as this hearing will, multiple objectives and
multiple goals.

The CHAIRMAN. Yes. Well, I look forward to working with you in
the future months of this year as you hold your hearings and as
this committee will play a role in this debate, as well, both from
the hearings here as well as each individual members' interest out-
side of the formal hearings. Thank you for being a part of the first
Senate discussion of the President's proposals. We thank you very
much.

Mr. APFEL. It is an honor to be here, sir.
The CHAIRMAN. I am going to dismiss Commissioner Apfel now

and then call our next panel. We have four witnesses.
First we are going to hear from Congressman Tim Penny. Con-

gressman Penny served the State of Minnesota for 12 years and
had a very good reputation of leadership in the areas of budget
deficits and entitlement spending. He is involved in public policy
through his work at the Minnesota Humphrey Institute Policy
Forum. Also he is a board member of the Concord Coalition and the
Committee for Responsible Federal Budget. Today, though, he is
appearing before us through his work at the CATO Institute.

Con essman Penny will be followed by Joseph Perkins, presi-
dent-eect of the American Association of Retired Persons. Mr. Per-
kins retired in 1994 from Polaroid Corporation, where he served as
corporate retirement manager. He was also recently appointed as
public representative on the Advisory Committee for the Pension
Benefit Guaranty Corporation. Mr. Perkins has a broad base of ex-
perience in issues affecting the elderly through his position on the
board of the Alzheimer's Association and as a counselor for the
Andrus Gerontology Center at the University of Southern Califor-
nia.

Next we will hear from Fidel Vargas. Mr. Vargas was a member
of the 1994-1995 Advisory Council on Social Security. He has al-
ready acquired experience as an elected public servant when he
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was mayor of Baldwin Park, CA from years 1992 through 1997. He
is currently attending Harvard Business School.

Also we have our final witness, Jane Ross, director of Income Se-
curity at the General Accounting Office. She will discuss some of
the interactions and trade-offs that arise with the goals our pre-
vious witnesses have identified.

Prior to her work at the General Accounting Office, Miss Ross
worked at the Social Security Administration as deputy associate
commissioner for policy. She has written extensively on Social Se-
curity issues and holds a Ph.D. in economics from American Uni-
versity.

Now, I would also like to note before our panel begins, and, by
the way, I think the first buzzer has gone off and it might be better
if I would go vote and come back before you start your testimony.
It should take about seven minutes.

But before I go I would like to note that on panel two we have
the happy coincidence in that two of our witnesses are associated
with groups that the President of the United States has selected
to organize the presidential forums. This would be the AARP, Mr.
Perkins, and Tim Penny, who is a fellow at CATO, but also because
the President has asked the Concord Coalition to be involved with
those hearings.

I might also note that Congressman Penny is going to play a role
for Concord in organizing the forums I have been told. You may
want to explain that, Congressman Penny. Anyway, this is an op-
portunity for us to hear some of your ideas ahead of time.

Is it okay with you if I would just adjourn for a minute? I will
hurry over and hurry back. Thank you very much. [Recess.]

The CHAIRMAN. I thank everybody for being patient while we
voted. There is also some indication there might be another vote
shortly but I am not going to stay over there and wait because
sometimes it does not happen. It might be inconvenient but at least
I want to use the valuable time we have.

Would you please start, Congressman Penny?

STATEMENT OF HON. TIM PENNY, FISCAL FELLOW, CATO IN-
STITUTE, FORMER REPRESENTATIVE IN CONGRESS FROM
THE STATE OF MINNESOTA

Mr. PENNY. Well, thank you, Mr. Chairman. This hearing and
others to follow will be vitally important. Changes in the Social Se-
curity system need to be exhaustively debated. The intellectual
groundwork must be laid in order to transition to a new system
that offers future retirees a sense of security comparable to that ex-
perienced by current retirees.

Allow me to specifically acknowledge the work of the CATO Insti-
tute in this regard. I am an advisor to their Social Security privat-
ization project and I can say without reservation that CATO has
been a preeminent leader in researching and articulating both the
problems with the current system and possible alternatives which
will enhance the well-being of tomorrow's retirees.

Mr. Chairman, in your letter of invitation you asked that we
offer observations on the principles that should govern our ap-
proach to Social Security reform, so I offer for you today seven
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principles that I think ought to govern your work and the work of
others in Congress as you move forward.

First of all, do it now. President Clinton is to be applauded for
committing the nation to a thorough debate about the future of So-
cial Security. I am excited about the several public education fo-
rums recently announced by the White House. Social Security re-
form must come sooner rather than later. Social Security's financ-
ing problems are coming much sooner than is commonly believed.
The key date is not 2029, the date of actuarial insolvency, but actu-
ally 2012, the date at which Social Security begins running an op-
erating deficit.

The looming financial problems in the system are a consequence
of the nature of the program. Under a pay-as-you-go structure, fu-
ture benefits depend on a workforce much larger than the retired
population, either that or significantly higher taxes on those work-
ers who enter the system later. Obviously faced with a doubling of
our retirement population by the year 2040, policymakers must
begin reforms now so that we have time for a gradual transition
to a financially sensible alternative.

Second, reform must absolutely be pursued on a bipartisan basis.
In his State of the Union message and again yesterday at George-
town, President Clinton properly invited all legislators, Democrat
and Republican, to participate in those regional conferences. He
also correctly suggested that a bipartisan dialog among congres-
sional leaders must begin shortly after the next election, if not be-
fore. The framework of a national discussion followed by concerted
legislative effort is exactly the right formula.

In particular, I would recommend to the White House and to this
committee legislation that is currently being drafted by Represent-
atives Stenholm and Kolbe, who co-chair the Congressional Pension
Reform Caucus. They want to create a supercommittee, a bi-
cameral, bipartisan committee that would develop and recommend
changes to the Social Security system. I think creating such a
group would set the stage for quick action on this issue in the next
session.

Third, the government should not invest the Social Security
funds but we should rather move toward a system of personal re-
tirement accounts, and I will elaborate on that later in my testi-
mony. On this point let me simply state that allowing the Federal
Government to become the nation's largest stockholder would un-
doubtedly create political problems, and major problems for our
economy.

Fourth, I believe that we should avoid further increases in the
payroll tax. Over the past 60 years the payroll tax has been in-
creased on 13 occasions and the amount of income subject to the
tax or the earnings base has been increased 26 times. We now have
a combined payroll tax of 15.3 percent on $65,400 of income.
Changes in the payroll tax prior to 1977 were typically necessitated
because of increases in benefit levels. But since 1977, we have in-
creased payroll taxes while, on occasion, cutting benefit levels in
one way or another, so it is becoming very much a losing propo-
sition.

Further, the payroll tax is a regressive tax. The increase re-
quired to keep Social Security solvent would fall hardest on those
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least able to afford it. Today over 70 percent of American workers
pay more in payroll taxes than income taxes. I trust no more needs
to be said about the inadvisability of resorting to additional payroll
tax hikes to sustain the system.

Fifth, I believe the new system should encourage greater savings
and thereby spur economic growth. The current system, many
economists believe, actually deters the individual's propensity to
save by giving them the illusion that Social Security is a substitute
for their own personal responsibility to prepare for retirement. We
may talk a lot about a three-legged stool but in the recent past,
more and more Americans have begun to rely on Social Security
and little else for retirement, and we cannot allow that perception
to persist.

Sixth, any changes in the system should strengthen people's con-
fidence in their retirement security. Today many young people do
not expect that Social Security will provide them with adequate or
indeed any benefits. A poll conducted by the Democratic Leader-
ship Council found that among those aged 25 to 50, roughly 74 per-
cent expressed not very much or no confidence in the current Social
Security system.

I have come to believe that the best way to enhance confidence
in the system is to give future workers more control over their in-
vestment. As the father of four young children, I want very much
for my children to have a better system than Social Security as cur-
rently structured. I would like to see more of that payroll tax di-
rected under their control in a personally directed investment ac-
count, and I would like to see that change accomplished, as much
as possible, as soon as possible.

A reformed system should allow people to be confident that they
will get back their money's worth on the amounts that they set
aside during their working years. Likewise, it should give the
working poor in this country and women in this country a chance
to create economic wealth for themselves and their heirs.

The RAND Corporation concluded that Social Security as cur-
rently structured transfers wealth from the poor to the rich, from
black to white and from men to women. Working women today are
particularly penalized, not only because they, on average, earn
much less but because there is a disparity between what is re-
ceived by women who do not work and those who do work.

A wife is automatically entitled to 50 percent of her husband's
benefit whether or not she works. If she works and pays Social Se-
curity taxes, she does not receive any extra benefits until she
passes that 50 percent threshold. Again, allowing more personal
control over the investment will provide a better return for these
women.

Of the poorest in America, 20 percent of them receive 81 percent
of their income from Social Security. Again, better returns on a
personally directed investment account will not only give them a
better benefit level upon their retirement but will also provide for
them an asset that they can transfer to their heirs.

The bottom line is changing from the current structure to a
structure that involves more control over investments is a change
that will, in my judgment, restore the confidence of America's
workers in this retirement system. For future workers it will in-
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crease their rate of return and give them greater confidence in the
system.

In yesterday's speech, President Clinton referenced an economics
lesson or a political lesson that he learned during his freshman
year at Georgetown. He called it the theory of future preference,
whereby America, as a society, has almost always put its pref-
erence on policies that do better for the future. That really ought
to be where we come down on this Social Security debate. What
kind of system can we create for the next generation of workers
that will be better than the system as it currently exists?

My final point, and I see the time has run out, is that we need
a new system that does maintain an appropriate social safety net.
Workers should be protected in case of disability and minor chil-
dren and surviving spouses should be provided for in the event of
a worker's death, and a basic minimum benefit should be guaran-
teed in any event. The current system does provide those protec-
tions and a reformed system must maintain that same commit-
ment.

With those as my seven principles of reform, I would conclude
my remarks at this point but stand ready to answer any questions
you might pose. Thank you, Mr. Chairman.

[The prepared statement of Mr. Penny follows:]

PREPARED STATEMENT OF TiMOTHY J. 1PENNY

Social Security is a hugely popular government program, and rightly so. It has
provided financial independence to generations of retirees. It has lifted millions of
elderly Americans out of poverty. It has developed into more than a safety net, as
was originally intended. It has become a significant source of retirement income for
Americans, providing approximately one-half of all retirement income in the United
States to the elderly.

Yet, a growing number of younger Americans have begun to doubt the ability of
the Social Security system to deliver for them. They have come to understand that
the system is not an individualized retirement plan (which their parents and grand-
parents generations mistakenly believed the system to be), but rather the system
is designed as an intergenerational transfer payment. This growing awareness has
helped to move Social Security reform onto the political agenda.

This hearing, and others to follow, are vitally important. Changes in the Social
Security system need to be exhaustively debated. The intellectual groundwork must
be laid in order to transition to a system that offers future retirees the same sense
of security experienced by current retirees. Allow me to acknowledge the work of
the Cato Institute in this regard. As an advisor to their project on Social Security
Privatization, I can say without reservation that Cato has been a preeminent leader
in researching and articulating both the problems with the current system and pos-
sible alternatives which will enhance the well-being of tomorrow's retirees.

Mr. Chairman, in your letter of invitation, you asked that I offer my observations
on the principles that should govern our approach to reforming the Social Security
system. I offer seven principles for your consideration.

First, do it now. President Clinton is to be applauded for committing the nation
to a thorough debate about the future of Social Security. I am excited about the sev-
eral public education forums recently announced by the White House. The Presi-
dent's personal attention and leadership is vital to the success of any effort to mod-
ify this program. And, there is no waste to time!

Social Security reform must come sooner rather than later. Social Security's fi-
nancing problem is coming much sooner than commonly believed. The key date is
not 2029, the date of actuarial insolvency, but 2012, the date at which Social Secu-
rity begins running an operating deficit. That is the date at which the Federal Gov-
ernment will have to find the revenue to redeem the bonds (and interest) in the So-
cial Security Trust Fund. Where will that money come from?

There is already a $9 trillion unfunded liability in the Social Security system.
Talk of trust balances is misleading. Trust fund surpluses are no more than a book-
keeping exercise. As noted earlier, projections are that annual payroll tax revenues
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will be insufficient to pay annual Social Security benefits beginning as early as the
year 2012. Beyond that date, the system will be in deficit.

The looming financial problems in the system are a consequence of the nature of
the program. Under a pay-as-you-go strocture, future benefits depend on a work
force much larger than the retired population (or significantly higher taxes on work-
ers who enter the system later). Until now we have studied the system through a
highly favorable worker to retiree ratio and through periodic increases in the tax
rate and the earnings base. Today's ratio of nearly four workers to each retiree will
decline to only two workers for each retiree once the babyboom generation is fully
retired.

Faced with a doubling in our retirement population by the year 2040, policy-
makers must begin reforms in the system now as to allow a gradual transition to
a financially sensible alternative.

Second, reform must be pursued in bipartisan fashion. In his State of the Union
message, Clinton properly invited all legislators, Democrat and Republican, to par-
ticipate in the regional conferences that the White House will sponsor. He was also
correct to suggest a bi partisan dialog with Congressional leaders to begin shortly
after the next election. The framework of a national discussion followed by concerted
legislative effort is exactly the right formula. I would recommend to the White
House, and to this committee, legislation currently being drafted by Representatives
Stenholm and Kolbe (co-chairs of the Congressional Pension Reform Caucus) to cre-
ate a 'supercommittee". This bicameral and bipartisan supercommittee would de-
velop and recommend changes in the Social Security system. Creating such a group
would set the stage for quick attention to this issue at the start of the next legisla-
tive session.

Third, the Government should not invest Social Security funds but should move
toward a system of Personal Retirement Accounts, which I'll elaborate on later in
my testimony. Many have suggested that the government invest the Social Security
surplus in real assets such as stocks, rather than government bonds as is currently
done. As former Social Security Commissioner Robert Ball asks, "Why should the
trust fund earn just one-third as much as common stocks?" However, allowing the
Federal Government to become the nation's largest stockholder would undoubtedly
create political problems and major problems for the United States economy.

Fourth, we should avoid raising payroll taxes. In 1937, when first instituted, the
Old Age and Survivors Insurance tax was levied at a two percent rate on only the
first $3,500 of income (one percent paid by the employer, one percent as a payroll
deduction). Over the past 60 years, the payroll tax has been increased on thirteen
occasions. The amount of income subject to the tax, or earnings base, has been in-
creased twenty-six times.

Further, the payroll tax is a highly regressive tax. The increase required to keep
Social Security solvent-at least 50 percent would fall hardest on those least able
to afford it. Today, over 70 percent of American workers pay more in payroll taxes
than in income taxes. I trust more need not be said about the inadvisability of re-
sorting to additional payroll tax hikes to sustain the system.

Fifth, the system should encourage greater savings and thereby spur economic
growth. The current system, many economists believe, actually deters individual's
propensity to save by giving them the illusion that Social Security is a substitute
for their own personal responsibility to prepare for retirement. A survey conducted
by the research group Public Agenda bears out this point. The survey found that:
fully 30 percent of those aged 51 to 61 have saved less than $10,000; just 29 percent
of these pre-retirees have saved more than $100,000; nearly 40 percent of those
aged 33 to 50 have saved less than $10,000; and, a mere 16 percent of these
babyboomers have saved more than $100,000.

A reformed system should be structured so as to increase net national savings
rather than to substitute for private savings. It should also encourage the Federal
Government to end its dis-saving policies.

Ideally, the new system should increase individual's personal (sense of) respon-
sibility for achieving retirement security The current system, if anything, dimin-
ishes the sense of individual responsibility for retirement preparation. A reformed
system should encourage people to do more than the required minimum.

Sixth, any changes in the system should strengthen people's confidence in retire-
ment security. Today, many young people do not expect that Social Security will
provide them with adequate, or indeed any, benefits. And many middle-aged people
wonder whether they can rely on the system, on their workplace pensions, or their
own savings. A reformed system should give people a sense of confidence that, pro-
vided they make a reasonable effort, they will have an adequate retirement income.
A poll conducted for the Democratic Leadership Council found that among those
aged 25 to 50 roughly 74 percent expressed "not very much or no" confidence in the
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current Social Security system. The best way to enhance confidence would be to give
future retirees more control over their investment.

Accordingly, in the future the system should offer a better return on people's in-
vestment/contribution than the current system. Even today, single men with above
average incomes cannot receive back in benefits the equivalent of amounts they pay
in FICA taxes during their working years. This will be increasingly true for many
g ups in the future. A reformed system should allow people to be confident that
they will get back their money's worth on the amounts they set aside during their
working years. Likewise, it should give the working poor in this country and women,
who receive less in wages than men, a chance to create economic wealth for them-
selves and their heirs.

Under a new Social Security system, we could allow young workers the choice of
diverting their Social Security taxes to individually-owned privately invested ac-
counts, similar to IRA's or 401(k) plans, transforming Social Security into a manda-
tory defined contribution savings program. Accounts should be managed by the pri-
vate sector and workers should have as much freedom to choose their investment
as possible, consistent with regulations to minimize risk and speculation.

The current Social Security system penalizes working women. Social Security pro-
vides a subsidy to non-working spouses, but does so by penalizing working women.
A wife is automatically entitled to 50 percent of her husband's benefits, whether or
not she works. If she works, and pays Social Security taxes, she does not receive
any extra benefits until she passes that 50 percent threshold. Under a system that
encouraged real savings, a working woman would receive benefits based on every
dollar she contributes.

The poorest 20 percent Of seniors receive 81 percent of their income from Social
Securi ty system would earn higher re-
turns and pay higher benefits, it would lift many of those seniors out of poverty.

The poor and minorities. Despite
Social Scurity's progressive benefit formula, the program actually penalizes the
poor and the ethnc minorities. The amount ofbenefits a person receives over a life-
time depends on how long the person lives. Because the poor generally have shorter
life expectancies than the wealthy, they receive back less than in life-time benefits.
The same is true for African-Americans. The life expectancy of an African-American
man is only 65 years and 6 months. As a result he will pay Social Security taxes
his whole Iffe and receive almost no benefits. The RAND Corporation concluded that
Social Security transfers wealth from poor to rich, black to white, and men to
women. In a private system, those who die early could pass their accumulated bene-
fits on to their heirs. (Note: some argue that disability and survivors benefits restore
Social Security's progressivity, but there are not empirical studies to support this
idea.)

In this regard, any Social Security reform should allow the poor to accumulate
real wealth. Middle and upper-income workers already have private investment op-
portunities. Allowing poor workers to divert the payroll taxes to individually-owned,
privately invested accounts will allow them to accumulate real wealth and have an
opportunity for ownership in America. Such a program would operate as a national
ESOP p lan, turning every worker into a stockholder.

The bottom line? Any reform must increase the rate of return for future workers.
Social Security taxes are already so high relative to benefits that most young work-
ers will receive a low or even negative return on their investment-less back in ben-
efits than they pay in taxes. Most commonly discussed Social Security reforms, rais-
ing taxes or cutting benefits, would make that problem worse. While some benefit
cuts may be necessary in the future-such as raising the retirement age or changing
the CPI formula-those cuts should only be undertaken in the context of an overall
reform that increases the rate of return for young workers.

Finally, a reformed system must maintain a safety net. The system should have
safeguards to prevent elderly people from falling into poverty or from outliving ade-
quate benefits. Workers should be protected in case ol disability and minor children
and surviving spouses should be provided for in the event of the worker's death. The
current system provides those protections and a reformed system must- also address
these concerns.

The government should continue to guarantee a safety net in the form of a mini-
mum benefit to all Americans. This benefit should be financed out of General Reve-
nues or some portion of payroll taxes.

Thank you for this opportunity to address the principles of Social Security reform.
I stand ready to answer any questions the committee might pose.

The Chairman. Thank you very much. Very concise.
Mr. Perkins.
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STATEMENT OF JOSEPH PERKINS, PRESIDENT-ELECT,
AMERICAN ASSOCIATION OF RETIRED PERSONS

Mr. PERKINS. Thank you, Senator Grassley.
Social Security, we feel, must remain the foundation of lifetime

income security, which must be supplemented by individual sav-
ings and pensions and retirement. Social Security is the defined
benefit that was intended as the base of income security. Many
older Americans depend on these benefits for at least 90 percent
of their income. This reliance reflects gaps in our private pension
system, and the inability of many wage-earners to accumulate and
preserve significant savings.

Social Security faces a long-term challenge, but it is not in crisis.
The trust funds have sufficient assets and revenue to continue pay-
ing full benefits on time for another 32 years and continue to fi-
nance about 75 percent of benefits beyond that time.

We need to find a reasonable solution to strengthen Social Secu-
rity and the changes should come sooner rather than later. AARP
is pleased that the President and congressional leaders have called
for a dialog to help instruct us on the best packages of changes for
Social Security's future. Today's hearing can help further that dia-
log.

Our testimony details the features we believe are essential to So-
cial Security. A key element is universal participation. Universal
participation helps ensure that all Americans will receive a benefit
in retirement and income protection against unforeseen events. We
must continue disability and survivor benefits to ensure a lifetime
of income protection for workers and their families against risks
they did not anticipate at the beginning of their working life. As
Commissioner Apfel very aptly said, one in three current bene-
ficiaries are not retired workers at all.

Another key feature is Social Security's progressive benefit for-
mula. Blending the concepts of adequacy and equity, the formula
provides low-earners with a larger share of their preretirement
earnings than higher earners. This weighting protects low-income
workers against the poverty they could face if they lack adequate
pensions or savings.

Social Security also should continue providing benefits to all who
qualify. If benefits were based on need, public support would drop
precipitously and the program's progressive benefit formula would
be undermined, since high-earners would be less willing to partici-
pate in a program that denied them benefits.

In addition, savers would be penalized for their thriftiness and
farsightedness. We certainly wouldn't want to do that.

Social Security should also continue to provide automatic cost-of-
living adjustments, (COLAs). COLAs help all beneficiaries, particu-
larly older single women, keep pace with rising prices, even if they
lack other resources. If COLAs were eliminated or permanently re-
duced, the real value of Social Security would decline as bene-
ficiaries become older.

Social Security's goals must also be viewed within the broader
text of overall income protection. The three-legged stool, which ev-
eryone talks about, can improve economic security by distributing
financial risks and responsibility among the government, Social Se-
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curity, the employer pensions, and individuals and their personal
savings.

Social Security is the strongest of these three legs. Pension cov-
erage has stagnated and only half of all workers are covered by any
pension plan. Over the past 15 years there has been a dramatic in-
crease in individual account plans, such as 401(k)s, in which the
responsibility to save as well as the risks of poor investment per-
formance rests with the employee.

Given this on-going shift in private pensions, it becomes even
more important to maintain Social Security's shared risk design
and defined benefit promise.

In addition, many households have little or no retirement sav-
ings, and those with savings all too often need to or choose to
spend them for nonretirement purposes.

We should look for improvements in all three legs. AARP be-
lieves we should build upon the opportunities for individual respon-
sibility and control that already exist in the pension and savings
legs, areas more appropriate for individual risk and responsibility.
The Social Security leg, however, should continue its role as the
guaranteed base of income.

To ensure a viable Social Security system, Americans of all ages
must become better informed about Social Security and participate
in the debate about its place in their future.

AARP looks forward to participating in a bipartisan way with
our nation's elected officials to achieve a solution that maintains
the program's guiding social insurance principles, ensures benefit
adequacy and achieves solvency in a fair and timely manner. I will
be ready to answer any questions and I thank you for inviting us
to be here, Senator.

[The prepared statement of Mr. Perkins follows:]

PREPARED STATEMENT OF JOE PERKINS

AARP appreciates the opportunity to present its views regarding the goals for our
Social Security system. Americans of all ages have a stake in ensuring that this crit-
ical family income protection program continues as the stable base on which bene-
ficiaries can build a secure financial future with the addition of individual savings
and pensions.

For over 60 years, Social Security has been the base of our nation's family income
protection system. The program faces a long-term challenge, but not a crisis. Today,
Social Security has a reserve exceeding $600 billion, which is invested in govern-
ment securities. Since the program will continue taking in more revenue than will
be needed to pay benefits and administer the program for many years to come, it
will continue to accumulate substantial assets. According to Social Security Admin-
istration (SSA) actuaries, the program will have sufficient assets and revenue to
continue paying full benefits on time for another 32 years. Although its assets are
projected to be depleted in 2029, Social Security's incoming revenue can continue
to finance 75 percent of the benefits promised under current law well beyond 2029.

In order to help find a reasonable solution to restore long-term financial stability,
the American people and their elected officials should first engage in an inclusive
national dialog about how Social Security operates, its goals, the many options to
achieve long-term solvency, and the impact of these options on their families' future.
This dialog can help identify the essential features of a financially-strengthened So-
cial Security program that can continue providing income protection to all bene-
ficiaries, now and in the future.

AARP commends this committee for furthering the dialog regarding Social Secu-
rity's future. We hope this hearing underscores the need for a comprehensive discus-
sion that helps lay the foundation for a reasonable solution to Social Security's long-
term challenge.
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1. SOCIAL SECURITY: AN EVOLVING PROGRAM

Social Security was conceived during the Great Depression when millions of work-
ing Americans faced an uncertain economic future and millions of older Americans

faced an impoverished retirement, or no retirement at all. Social Security was de-
signed to protect against "the hazards and vicissitudes" that workers might face if
they had sole responsibility for their financial security in retirement. It is a near
universal, defined benefit program that serves as the income base, to which workers
can add an employer-provided Pension, and their personal savings. Social Security
was not intended to be the sole retirement income source, yet today, one in four
beneficiaries depend on it for at least 90 percent of their income. This reliance,
which is projected to continue in the future, reflects weaknesses in our private pen-
sion system and the inability of many individuals to accumulate and preserve sig-
nificant savings while in the paid labor force. It is critical that we address these
areas as well.

Since its inception, Social Security has weathered financing problems and adapted
benefits to reflect changing economic and demographic conditions. The system will
face its most serious demographic test when the 75 million Boomer generation re-
tires. In 2008, the first Boomers will be eligible for Social Security, and the system
should be financially prepared. Adjustments ought to be in place to ensure the con-
tinued payment of reasonable benefits to succeeding generations. A timely adjust-
ment before the Boomers retire can and should be made. In fact, other institutions,
such as the public school system, responded to the impact of this generation. While
the schools had to accommodate the Boomers with little advance notice, Social Secu-
rity has had a considerably longer lead time to prepare for the Boomers' retirement.
We should be gin considering changes to Social Security now so this nation's most
successful and popular Federal program can accommodate this generation and those
who follow them.

11. PRINCIPLES THAT SHOULD BE MAINTAINED

Some of the enduring elements of a Social Security system already have been
identified by the Social Security Advisory Council. In 1995, AARP adopted a set of
principles that we believe should be reflected in any solvency plan. (They are at-
tached)

AARP and the Social Security Advisory Council agree on the following goals:

Social Security should be self-financed with contributions from workers and employ-
ers

The Social Security system is financed through an earmarked revenue source,
payroll taxes, that is credited to the Social Security trust funds. Payroll tax con-
tributions by employees and employers give both a stake in the program's future.
Since Social Security's financing source is distinct and its operations are separate
from the rest of the government, the system can be carefully monitored. This scru-
tiny helps ensure adequately financed benefits and a timely warning of potential
problems. Earmarked funding means Social Security does not take away general
government revenues needed for other programs, and it prevents Social Security
dollars from being used directly for non-Social Security purposes. Moreover, most
Americans consider the payroll tax fairer than the income tax.

Social Security should be compulsory and universal participation achieved
Universal participation is essential in a social insurance program. Under social

insurance, workers pool their resources in a government-sponsored insurance plan
to protect them against unforeseen circumstances, which as individuals they other-
wise might-not have purchased, afforded, or received from their employer. Although
some people might have sufficient financial resources to purchase the benefits-in-
cluding survivor, dependent, disability, and retirement protection-a pooling ar-
rangement means all contributors can receive a more secure base of financial protec-
tion throughout their lives and far fewer people will face impoverishment.

Universal participation enlarges the pool of money from which to finance benefits,
and, therefore, provide more complete protection. For many working Americans, So-
cial Security is the only source of survivor, dependent, and disability benefits. For
most beneficiaries, it is the only source they have which is adjusted annually for
inflation. By requiring universal participation, the program can distribute benefits
progressively, and low-income workers are provided a more adequate level of finan-
cial security. Universal participation also protects those whom private insurers
might exclude from their plans. For example, insurers might be reluctant to under-
write a disability benefit for someone with a pre-existing medical condition or a life
insurance policy for someone whose older relatives are long-living.
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Universal participation is desirable for other reasons as well. It ensures that
workers will have continuous protection even if they change jobs. It keeps adminis-
trative costs low by eliminating fees traditionally associated with private insurers.
Universal participation ensures a sense of community and public purpose and a con-
sistency from one generation to the next. Everyone contributes, everyone receives
benefits, and everyone bears a measure of responsibility for their retirement. Since
everyone contributes while working, future retirees need not endure the financial
uncertainty and hardship earlier generations faced. Because their past contributions
as workers qualify them for Social Security, current and future beneficiaries will not
have to depend on the financial fortunes of their younger relatives or the empathy
of society.
Social Security benefits should bear a direct relationship to contributions; Social Se-

curity should continue to protect low-wage earners by paing benefits that keep
them from relying on means-tested benefits; and Social Security benefits should
be provided regardless of income.

These three principles have been largely responsible for the enormous and consist-
ent support Social Security enjoys among Americans of all ages. The Social Security
benefit formula blends the concepts of "individual equity" (a direct relationship be-
tween contributions and benefits) and "social adequacy' (providing an income floor
to all who qualify for benefits). To preserve the concept of equity, benefits reflect
an individual's work history and payroll tax contributions. Thus, average and higher
earners will receive a higher benefit because they contributed more. To provide ade-
quacy, however, the formula is weighted so lower-wage workers receive a benefit
that replaces a higher percentage of their pre-retirement wages than for average-
or high-wage earners. This weighting helps protect lower-income workers and their
families from destitution when a wage earner leaves the workforce, and provides all
beneficiaries with a measure of dignity and independence. The progressive benefit
formula is critical because lower-wage workers generally do not accumulate suffi-
cient financial resources, such as a private pension or savings, that help replace
their lost wages. In a sense, the blending of adequacy and equity acknowledges that
Social Security is not designed as an investment program, but rather as basic in-
come insurance against economic hardship and unforeseen events. If equity were the
only consideration, the highest contributors would receive a larger benefit and those
with smaller overall contributions would have less adequate income protection.

Social Security benefits are based on contributions made over a working life and
are provided to all who qualify. If benefits were conditioned solely upon need, i.e.,
means tested, public support would drop precipitously. If there is any doubt about
this, one need only compare the level of public support for programs that serve those
with low incomes to the support for universal programs like Social Security. Deny-
ing benefits to high-income workers would make them far less willing to participate
in the program. The Social Security benefit formula, which represents an implicit
income transfer from high to low earners, would be undermined if high earners
opted out of a system that might deny them benefits. Moreover, a means testing
sends the wrong signal about savings. By curtailing benefits when they retire, sav-
ers, in effect, are penalized for their thriftiness and farsightedness.

111. BENEFITS THAT SHOULD BE PROTECTED

Social Security includes an array of benefits and income protections that should
be maintained in a future solvency package. These include
Social Security benefits for the spouses and children of retired and deceased workers;

and Social Security benefits for disabled workers and their families
The availability of these benefits further demonstrates that Social Security has

a broader purpose beyond that of an individual investment. By extending financial
protection to the families of retired and deceased workers and to disabled workers
and their families, the program protects a broad spectrum of society against risks
that cannot be anticipated, particularly at the beginning of a working life. Spousal
benefits make a considerable difference in the economic well being of widows, young
and old, and for divorced spouses, who otherwise might find themselves in or close
to poverty. While the percentage of married women workers is higher now than
when the program began, women's wages tend to be lower than their male counter-
parts. Consequently, many women will receive a retirement benefit that blends their
own benefit with one earned for them by their spouse.

Disability benefits were added to Social Security in the 1950s. Younger workers
tend to overlook and undervalue these disability and survivor benefits (equivalent
to life insurance). Yet, Social Security is the only long-term disability insurance for
3 out of 4 workers, and its life insurance features provide income protection for 98
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percent of the children in this country. According to the Social Security Administra-
tion, the Social Security survivor benefit is equivalent to about $300,000 in life in-
surance for the spouse and two children of a deceased worker with an average earn-
ings history, and disability protection equivalent to a policy worth over $200,000.
If survivor and disability benefits were based solely on a worker's contributions,
young workers and/or their families might not receive extended benefits because
they would have 'used up" their contributions.
Social Security benefits are adjusted annually for inflation once they begin

Among the provisions which the Social Security Advisory Council reaffirmed is
automatic cost-of-living adjustments (COLAs). COLAs are critical to most bene-
ficiaries' income security. These adjustments provide beneficiaries with an income
source that helps keep pace with rising prices even if they have insufficient addi-
tional resources. Today, Social Security is the dominant income source for 3 of 5
beneficiaries and virtually the only income source for 1 in 4 beneficiaries, most of
them single older women. Given this widespread reliance on Social Security, any re-
duction in COLAs would mean that millions of beneficiaries would face economic
hardship. In fact, most of the dramatic reduction in the poverty rate for those age
65 and over in the early 1970s was due to the large ad hoc increases in Social Secu-
rity that preceded automatic cost-of-living adjustments. Since then the poverty rate
for the elderly has stabilized because annual COLAs have prevented the more than
1 in 5 older Americans-mostly older single women-who are below 125 percent of
the poverty line from falling further behind economically.

COLAs help ensure that beneficiaries, particularly the oldest ones, will not outline
their resources. If COLAs were eliminated or permanently reduced, the real value
of Social Security would decline as beneficiaries become older. In effect, beneficiaries
would be poorer at age 80 than at age 65. This is particularly true given that their
other income and assets have likely declined and their health care costs have risen
sharply.

IV. OTHER CONSIDERATIONS

A. Overall retirement income
While it is important to consider specific Social Security goals, decisions about the

program should be viewed within the broader context of overall income security in
retirement. Retirement income often has been compared to a three-legged stool com-
prising Social Security, pensions and private savings. Multiple retirement income
sources can improve economic security by distributing financial risk among the gov-
ernment (Social Security), the employer (pensions), and the individual (savings).
Today, Social Security is the strongest of the three legs. A majority of current bene-
ficiaries depend on Social Security for the largest share of their income, and 1 in
4 have little or no other income.

Pensions are retirement benefits earned in employer-sponsored plans. Today, only
half of all workers are covered by any type of pension plan. Highly compensated in-
dividuals are more likely to be covered by or participate in pension plans and gen-
erally accrue higher benefits. Some pension plans ("defined benefit"), like Social Se-
curity, promise a specific benefit level based on earnings and time in the labor force.
The benefits provided by other types of pensions ("defined contribution") reflect.the
value of the worker's account when he/she retires. Over the past 15 years, there has
been a dramatic increase in individual account plans, such as 401(k)s, in which the
responsibility to save, as well as the risk of poor investment performance, rest with
the employee. Given this ongoing shift in the private sector, it becomes even more
important to maintain Social Security's shared risk design and defined benefit
promise.

Savings represent individually held assets and investments. High earners are
most likely to accumulate savings and in far greater amounts than low-wage-work-
ers. Many households, however, have little or no retirement savings, and those with
savings all too often need to choose to expend them for non-retirement purposes.
Currently, three quarters of all lump-sum payouts are not rolled over into another
retirement vehicle. Given the low level of individual savings, it seems probable that
many future retirees will have inadequate savings to meet their income needs.

Since pensions and savings continue to be modest or non-existent for many house-
holds, Social Security is likely to continue as a dominant income source. In order
to ensure retirement income adequacy, policy makers will have to improve all three
legs. As legislators consider options for all three legs, they should acknowledge the
different role each leg plays. Future policy should build upon the opportunities for
individual responsibility and control that already exist in the pension and savings
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legs-areas more appprate for individual risk and responsibility. The Social Secu-
rity leg, however, should continue its role as the guaranteed base of income.
B. Work force participation

The shape of the Social Security program influences the labor market and olderworkers' labor force participation rates. It is legitimate to question whether Social
Security should be neutral with regard to decisions about continued participation in
the labor force or whether it should affect the decision. Currently a worker can col-lect reduced benefits at age 62, the Early Eligibility Age. These benefits are actuari-ally reduced to reflect receipt prior to the Normal Retirement Age. The age at which
workers apply for Social Security has dropped by about three years since the 1960s.
For some workers, access to Social Security at age 62 enables them to voluntarily
leave the labor force and spend a longer period of time in retirement. Others do not
retire voluntarily but leave because of ill health, a physically demanding job, or un-
employment. Some ostensibly retire voluntarily but do so in the face of possible em-pl6yment termination. As policy makers consider an increase in the Normal Retire-
ment Age and/or the Early Eligibility Age, they should determine whether the labor
market will generate sufficient jobs for older workers who are able to work, andwhether there are adequate income protections within or outside Of Social Securityfor those who become disabled or unemployed before attaining the age Of eligibility
for Social Security.

C. Employers
Decisions about Social Security will affect employers costs independent of achange in their share of the payroll tax. If older workers delay retirement in re-sponse to an increase in the age for initial or full Social Security benefits, employers

could incur added pension and employee benefit costs. For example, employers whoprovide "bridge payments" to workers who take early retirement until they become
eligible for Social Security might have added costs. If Social Security benefits are
scaled back, employers many of whom "integrate" their pensions with Social Secu-rity, might well face added pension costs. Indeed, some workers might pressure em-ployers to improve their pension benefits because a smaller Social Security benefit
diminishes their overall retirement income.

V. CONCLUSION
Americans of all ages should become better informed about the Social Securitysystem so they can participate in the debate about its place in their future. The pro-gram has been, and should continue to be, an important part of our nation's commit-

ment to Providing income protection for workers and their families against the fi-nancial difficulties many otherwise would endure as a result of retirement, death
or disability.

Maintaining Social Security's long-term solvency and improving the overall retire-
ment income of future generations is vital to our nation's economic well-being. For-
tunately, the over $600 billion now in the Social Security trust funds will increase
dramatically over the next decade. Thus, we have time to conduct a meaningful na-
tional dialog that will lead toward informed judgment and consensus about the best
way to strengthen the program for the long term.

The Association looks forward to participating on a bipartisan basis with our na-
tion's elected officials to achieve a solution to Social Security's long-term problems.
This solution should maintain the program's guiding social insurance principles, en-
sure benefit adequacy, and achieve solvency in a fair and timely manner. Social Se-
curity must continue its role as the foundation of lifetime income security for tomor-
row's beneficiaries.

PRINCIPLES FOR SOCIAL SECURITY REFORM

Any Social Security solvency package must:1. maintain the earned-right nature of the benefit (beneficiaries earn the right to
a benefit by working a minimum of 10 years in Social Security covered employ-
ment);

2. maintain the link between a worker's pay and time in the labor force and that
worker's benefit;

3. maintain a progressive benefit formula that provides a higher replacement rate
for low-income earners;

4. provide a benefit to all who have contributed to the system and meet the quali-
fications for a benefit (no means-testing i.e. no conditioning of eligibility on individ-
ual income or assets);
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5. maintain the self-financed nature of the system;
6. require contributions from both employers and employees;
7. require participation from all workers-this means newly hired state and local

workers; this would not be retroactive (provide an opportunity for those workers still
in non-covered employment to participate as self-employed Social Security-covered
workers for the remainder of their lives in non-covered employment);

8. continue full and automatic adjustments of benefits for changes in the cost of
living;

9. continue to provide disability protection;
10. continue to provide protection for families of workers through dependent and

survivor benefits;
11. maintain early retirement benefits that, while reduced, are the actuarial

equivalent of the amount received at full retirement age.
AARP believes all who participate in the system (beneficiaries, employers, and

employees) should share the sacrifice that will be required to achieve long-term sol-
vency.

The CHAIRMAN. Mr. Vargas and Miss Ross, give me 7 minutes to
go vote. I will have to call a recess, but I will hurry. [Recess.]

The CHAIRMAN. I would take this opportunity to reconvene the
hearing and to thank everybody for being patient and now go to
Mr. Vargas.

STATEMENT OF FIDEL VARGAS, MEMBER, 1994-1995 ADVISORY
COUNCIL ON SOCIAL SECURITY

Mr. VARGAS. Good morning, Senator Grassley. I am honored to
be here today to share my perspective on Social Security as you at-
tempt to define the goals of the Social Security system going for-
ward.

I have been invited to share my thoughts as a younger contribu-
tor to Social Security and as a member of a minority population.
Before I begn, however, I would like to state that as a former
mayor and former member of the Advisory Council on Social Secu-
rity, I am acutely aware of the politically charged nature of this
issue.

I personally struggled to balance the concerns of competing inter-
ests groups through out my tenure on the Advisory Council. I know
that this is a difficult issue and I commend you for your efforts to
address it responsibly. My true hope is that partisan politics can
be put aside in order to build a strengthened Social Security sys-
tem.

No matter where you stand on the issue of reform, it is evident
that action is required in the short term to address real long-term
problems. There were no voices on the Advisory Council supporting
the status quo. Our only differences were found in the specifics of
each proposal and the philosophical foundations on which those
proposals are based.

Since the purpose of this hearing is to identify what the core
goals of Social Security should be, I would like to focus my com-
ments on what I, as a young American, believe should be the goals
for Social Security. In addition to being young, my thoughts on this
issue are also shaped by my status as a member of a minority pop-
ulation, the Hispanic community, and as a father of three young
boys.

As I look back at my experience on the Advisory Council on So-
cial Security, I am reminded of a practice that I would follow in
preparation for our meetings. Prior to flying back to Washington I
would visit our local senior citizens center to speak with my con-
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stituents about Social Security. They each had their own opinions
about what should be done regarding the future of the system, but
few of them, although I would like to say more than I expected, of-
fered to sacrifice their present benefits for future generations. The
contributed to the system when they worked and they expected,
and I believe rightly so, that everything they put into the system
would be gQtten back.

Next I would speak to some of my peers. As I listened to the
many twentysomethings, what I heard was what most polls were
telling us on the Advisory Council and what we have already heard
today. My friends said that they were not counting on the Social
Security system to be there when they retired. And, as we heard
already, more young Americans believe in the existence of UFOs
than the future of Social Security benefits.

While expectations remained low, no one seemed to mind that
12.4 percent of their paycheck was going to fund current retirees.
Like me, my peers view this as part of the program. In other
words, there was nothing they could do to change the situation, so
why be upset? Besides, the money was going to our grandparents
or our friends' grandparents and helping them live a more com-
fortable life.

Finally, I would talk to my wife. We would discuss our future
and the future of our children. Having been blessed with many
great opportunities in life, we believed that our future, both imme-
diate and long-term, would be secure. Having just completed my
first semester at Harvard Business School, I am hopeful that I will
be able to secure a good job after graduation so that I will be able
to pay back all those Federal loans and plan for our retirement.

In terms of our children, we were not as certain about their fu-
ture prospects. In fact, we came to realize that their future was di-
rectly linked to the decisions that would be made on programs such
as Social Security. Ultimately it will be our children and their chil-
dren who will be responsible for bearing the burden of the choices
*we make today. Should we move away from a pay-as-you-go sys-
tem? Should we establish a trigger tax 45 years into the future?
The answers to these questions and other questions will determine
my children's future.

Throughout the entire process I tried to balance the interest and
concerns of seniors, Baby Boomers, Generation X'ers and my chil-
dren's generation. This was not an easy task. However, after care-
ful consideration and after putting extra weight on the concerns of
my children and future generations, I came to rest on three basic
principles or goals that I would urge you to consider as you develop
your proposals.

Honoring current obligations. First, retired Americans or those
approaching retirement should receive what they have been prom-
ised. No proposal presented by the Advisory Council ignored those
obligations. In terms of specifics, there was broad agreement on is-
sues relating to taxation of benefits, as well as the adjustment of
the retirement age.

Maintenance of the safety net or minimum benefit for low wage
earners. Second, the Social Security system should provide a basic
floor of protection for all full-career workers which is fully cost-of-
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living-adjusted for people in retirement and keeps pace with earn-
ings growth prior to retirement.

In addition, the system should intentionally, as it does now, re-
distribute benefits towards low-wage workers. This is especially
relevant for minority communities. Due to structural issues that
are beyond the focus of this discussion, a large percentage of the
African-American and Hispanic workforce is comprised of low-wage
workers. Any proposal that would significantly reduce the mini-
mum benefit should be viewed negatively.

Move towards some form of advance funded system. Third, as
outlined by the personal security account proponents within the
Advisory Council on Social Security, the benefits of a PSA-type
plan exceed those offered by the current system for a number of
reasons. An advance-funded system would replace a system of un-
funded benefit promises that shifts the cost of benefits for the el-
derly to workers in future generations with a fully funded system
in which each generation saves for its own retirement.

Create a direct link between the tax contribution workers make
and the benefits to which they are ultimately entitled. eliminating
much of the complexity of the current system. Such a system would
also replace a system whose solvency is highly sensitive to demo-
graphic developments with a system that essentially runs on auto-
matic pilot. Personal accounts vary in value with changes in invest-
ment choices and performance but remain fully funded at all times.

It would also allow individual workers and families to be directly
involved in the investment decisions that will vitally influence their
future wealth and income. And it would give workers real owner-
ship claims over the contributions and the proceeds of their ac-
counts, thus substantially reducing the political uncertainty sur-
rounding the size and cost of future benefits.

In conclusion, I believe this committee, the Congress and the
President have an opportunity to make fundamental changes that
can solve our Social Security problem once and for all. While the
political and financial costs are substantial, the cost of delaying ac-
tion could be even greater still. Thank you.

The CHAIRMAN. Thank you, Mr. Vargas.
Ms. Ross.

STATEMENT OF JANE ROSS, DIRECTOR FOR INCOME
SECURITY, U.S. GENERAL ACCOUNTING OFFICE

Ms. Ross. Thank you, Senator Grassley. Thank you for inviting
me to speak about the Social Security program and the difficult
choices that restoring its long-term solvency will require.

Several witnesses have talked about the crucial importance of
Social Security to the nation's retirement income system. They
have also talked about actions to financially strengthen Social Se-
curity.

The CHAIRMAN. I think the microphone may be close enough but
can you turn it? Yes, like that.

Ms. Ross. In my written testimony I discuss five fundamental
choices that the Social Security reforms will reflect. This morning
I want to concentrate on three of these choices. They are balancing
income adequacy and individual equity, determining who bears the
risks and responsibilities in various proposals, and deciding how
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much Social Security should be involved in saving and investing in
the nation's productive capacity. I have also been asked by your
staff to discuss where the other witnesses have come out on these
choices.

First with regard to income adequacy and individual equity,
helping to ensure adequate retirement income is a fundamental
goal of Social Security. While Social Security was never intended
to guarantee an adequate income, it provides an income base on
which to build.

Virtually all the reform proposals pay some attention to income
adequacy. However, they place a different emphasis on it, as com-
pared with the goal of individual equity, which means seeking to
ensure that benefits bear some relationship to contributions.

The current Social Security benefit formula focusses on adequacy
by redistributing income from high earners to low earners to pro-
vide relatively more benefits in proportion to wages to low earners.
In addition, Social Security helps ensure adequate income by pro-
viding benefits for dependent and surviving spouses and children.
Also, it automatically ensures that the purchasing power of bene-
fits keeps pace with inflation.

Proposals that would increase the extent to which workers save
for their own retirement would reduce income redistribution be-
cause contributions to individual accounts would no longer be avail-
able to be shifted to benefit lower earners.

Still, proponents of individual accounts assert that virtually all
retirees would be at least as well off as they are now and that such
reforms, at the same time, would improve individual equity. Citing
historical investment returns, they argue that rates of returns that
workers could earn on their individual retirement savings would be
much higher than the returns they implicitly earn unyder the cur-
rent system and that their retirement incomes would be higher as
a result.

However, income adequacy under such reforms would depend on
how workers invest their savings and whether they actually earn
the higher returns.

The testimonies we have heard this morning all mentioned both
income adequacy and individual equity in one way or another.
However, they also demonstrate clearly the different emphasis that
can be placed on these two goals.

Commissioner Apfel and Mr. Perkins from the AARP emphasize
strong support for achieving income adequacy through program fea-
tures such as redistribution from higher to lower earners. They
also emphasize the importance of survivor and disability benefits
as a source of adequacy.

Mr. Penny from the CATO Institute, while endorsing a safety net
to assure some minimum level of income, gives high priority to
changes that offer a better return on people's contributions. Mr.
Vargas also speaks about individual equity in terms of giving work-
ers real ownership claims over the proceeds of their accounts.

To oversimplify a great deal, we see two quite different visions
of Social Security here with regard to the relative importance of
adequacy and equity.

Moving on to who bears the risk and responsibility in various
proposals, the balance between income adequacy and individual eq-
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uity also influences how risk and responsibility are borne by indi-
viduals and the government.

Workers face individually based risks, such as how long they are
able to work, how long they will live and whether they will be sur-
vived by a spouse or dependent children. They also face some col-
lective risks, such as the performance of the economy and the ex-
tent of inflation.

Under the current Social Security system, the society as a whole
largely takes responsibility for these risks as they relate to retire-
ment income. This tends to minimize the risk to individuals, but
in the process lowers the rate of return they implicitly earn on
their retirement contributions.

The commissioner spoke about Social Security spreading the
risks associated with disability, premature death, and old age
among the entire working population and Mr. Perkins talked about
supporting the broad sharing of this risk of income loss.

Under reform proposals that increase the role of individual sav-
ings, virtually all the risk and responsibility is placed on individ-
uals while, at the same time, they are also given greater control
of the management of their assets.

Mr. Penny suggests that a reform system should increase an in-
dividual's personal sense of responsibility for achieving retirement
security and Mr. Vargas favors allowing workers to be directly in-
volved in the investment decisions that will influence their future
wealth and income.

Finally, let me talk a little bit about saving and investing for
productivity growth. Some people believe that Social Security re-
forms should help address the fundamental economic issues that
underlie Social Security's financing problems. Although people are
living longer and healthier lives, they have also been retiring ear-
lier and having smaller families. Unless these patterns change, rel-
atively fewer workers will be producing goods and services for a so-
ciety with relatively more retirees.

Economic growth could help ease the strains of providing for a
larger elderly population by producing more goods and services for
consumption. Increased investment in physical and human capital
should generally increase productivity and economic growth, but in-
vestment depends on national saving.

Recognizing these economic fundamentals, proponents of increas-
ing the role of individual retirement savings usually observe that
advance funding through individual accounts would increase sav-
ings. However, it is also true that Social Security reforms could in-
crease national saving within the current program structure. So
advance funding could increase saving and it could be applied to
government-controlled trust funds, as well as to individual ac-
counts.

Mr. Penny discussed the importance of economic growth and ar-
gues that one principle on which a reform system should be based
is to increase national savings and thereby spur economic growth.
However, there are others who believe that issues of national sav-
ing and economic, growth, while incredibly important, should be a
part of a broader economic discussion. They don't think it is appro-
priate to tightly link issues of economic growth to Social Security
reform.
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So to conclude, restoring Social Security's long-term solvency pre-
sents complex and important choices or trade-offs. The preceding
testimonies give you some idea of how differently the system may
turn out as a result of choices in several areas. These choices in-
clude how reform will balance income adequacy and individual eq-
uity, how risks are shared as a community or assumed by individ-
uals, and how much the nation saves and invests its capacity to
produce goods and services.

We need to think carefully about these choices. In the end, what-
ever reforms are adopted, they will reflect these fundamental
choices either implicitly or explicitly.

Mr. dhairman, I would be happy to answer your questions.
[The prepared statement of Ms. Ross follows:]
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Mr. Chairman and Members of the Committee:

Thank you for inviting me to speak about the goals of the Social Security program
and the difficult choices that restoring its long-term solvency will require. Social Security
is the foundation of the nation's retirement income system. It provides 42 percent of all
the income of the elderly, which is twice as much as any other single source. However,
because of dramatic demographic changes, Social Security now faces a serious long-term
financing shortfall.

Today, I would like to discuss five fundamental choices that Social Security
reforms will reflect: (1) balancing income adequacy and individual equity, (2) determining
who bears risks and responsibilities, (3) choosing among various benefit reductions and
revenue increases, (4) using pay-as-you-go or advance funding, and (5) deciding how
much to save and invest in the nation's productive capacity. My testimony is based on
work we have done over the past few years.'

BACKGROUND

When Social Security was enacted in 1935, the nation was in the midst of the Great
Depression. About half of the elderly depended on others for their livelihood, and
roughly one-sixth received public charity. Many had lost their savings. Social Secunty
was created to help ensure that the elderly would have adequate retirement incomes and
would not have to depend on welfare. It would provide benefits that workers had eallned
because of their contributions and those of their employers.

When Social Security started paying benefits, it responded to an immediate iitd to
bolster the income of the elderly. The Social Security benefits that early beneficiar ie
received significantly exceeded their contributions, but even the very first benefica an-
had made some contributions. 2 Initially, funding Social Security benefits required
relatively low payroll taxes because very few of the elderly had earned benefits und i, lie
new system. Increases in payroll taxes were always anticipated to keep up with Iw,.
benefit payments as the system matured and more retirees received benefits. \ l- d.,
from the beginning, Social Security was financed on this type of pay-as-you-go I.I. i '1 ith

'See the list of related GAO products at the end of this statement.
2While early beneficiaries made relatively small contributions within the Social Seconbs
system, as a group they contributed substantial amounts outside the system to, Who?.
retirement incomes of their parents' generation, which did not qualify for Soci;dl Sec~uty
benefits. Such contributions included not only income support that some provid& tc
their own parents but also taxes and charitable contributions that paid for olicr .
support.

GAO/i
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any single year's revenues collected primarily to fund that year's benefits. The Congress

had rejected the idea of advance funding for the program, or collecting enough revenues

to cover future benefit rights as workers accrued them. Many expressed concern that if

the federal government amassed huge reserve funds, it would find a way to spend them.

Over the years, both the size and scope of the program have changed, and periodic

adjustments have been necessary. In 1939, coverage was extended to dependents and

survivors. In the 1950s, state and local governments were given the option of covering

their employees. The Disability Insurance program was added in 1956. Beginning in

1975, benefits were automatically tied to the Consumer Price Index to ensure that the

purchasing power of benefits was not eroded by inflation. These benefit expansions led

to higher payroll tax rates in addition to the increases stemming from the maturing of the

system. Moreover, the long-term solvency of the program has been reassessed annually.

Changes in demographic and economic projections have required benefit and revenue

adjustments to maintain solvency, such as the amendments enacted in 1977 and 1983.

Profound demographic trends are now contributing to Social Security's long-term

financing shortfall. As a share of the total U.S. population, the elderly population grew

from 7 percent in 1940 to 13 percent in 1996; this share is expected to increase further to

20 percent by 2050. As it ages, the baby-boom generation wil increase the size of the

elderly population. However, other demographic trends are at least as important. Life

expectancy has increased continually since the 1930s, and further improvements are

expected. Moreover, the fertility rate has declined from 3.6 children per woman in 1960

to around 2 children per woman today and is expected to level off at about 1.9 by 2020.

Combined, increasing life expectancy and falling fertility rates mean that fewer workers

will be contributing to Social Security for each aged, disabled, dependent, or surviving

beneficiary. While 3.3 workers support each Social Security beneficiary today, only 2

workers are expected to be supporting each beneficiary by 2030.

As a result of these demographic trends, Social Security revenues are expected to

be about 14 percent less than expenditures over the next 75-year period, and demographic

trends suggest that this imbalance will grow over time. By 2030, the Social Secunty trnst

funds are projected to be depleted. From then on, Social Security revenues are expectiad

to be sufficient to pay only about 70 to 75 percent of currently promised benefits. bvi n

currently scheduled tax rates and the Social Security Administration's (SSA) intrnale;in

assumptions about demographic and economic trends.3 In 2031, the last memboran A lt-

baby-boom generation will reach age 67, when they will be eligible for full retiri i1114-t

benefits under current law.

3Some demographers project even more dramatic growth in the elderly populati, t,..-1

Social Security actuaries do. In particular, the 1994-96 Social Security Advisors io' ,ctl

Technical Panel on Assumptions and Methods noted that Social Security's mortality

assumptions reflect a lower rate of mortality improvements than may be warrarnted

2 GAO/T-llF1I--
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Restoring Social Security's long-term solvency will require some combination of
increased revenues and reduced expenditures. A varety of options are available within
the current structure of the program, such as raising the retirement age, reducing inflation
adjustments, increasing payroll tax rates, and investing trust fund reserves in higher-
yielding securities.

However, some proposals would go beyond restoring long-term solvency and
would fundamentally alter the program structure by setting up individual retirement
savings accounts and requiring workers to contribute to them. Retirement income from
these accounts would usually replace a portion of Social Security benefits. Some
proposals would attempt to produce a net gain in retirement income. The combination of
mandated savings deposits and revised Social Security taxes would be greater than
current Social Security taxes, in most cases.

RELATIVE EMPHASIS BETWEEN INCOME ADEQUACY AND INDIVIDUAL EQUITY

Helping ensure adequate retirement income has been a fundamental goal of Social
Security. While Social Security was never intended to guarantee an adequate income, it
provides an income base upon which to build. Virtually all reform proposals also pay
some attention to "income adequacy," but some place a different emphasis on it relative
to the goal of "individual equity," which seeks to ensure that benefits bear some
relationship to contributions. Some proponents of reform believe that increasing the role
of individual retirement savings could improve individual equity without diminishing
income adequacy.

The current Social Security program seeks to ensure adequate retirement income in
various ways. First, it makes participation mandatory, which guards against the
possibility that some people would not otherwise save enough to have even a minimal
retirement income. Reform proposals also generally make participation mandatory.

Second, the current Social Security benefit formula redistributes income from high
earners to low earners to help keep low earners out of poverty. It accomplishes this by
replacing a larger share of lifetime earnings for low earners and a smaller share for high
earners.' In addition, Social Security helps ensure adequate income by providing benefits
for dependent and surviving spouses and children who may not have the work history
required to earn adequate benefits. Also, it automatically ensures that the purchasing

'Specifically, the primary insurance amount (PIA) is the full monthly benefit payable to
retired workers at age 65 or to disabled workers when first entitled. For those entitled to
benefits in 1997, the PIA equalled (1) 90 percent of the first $455 of average indexed
monthly earnings (AIME) plus (2) 32 percent of the next $2,286 of AIME plus (3) 15
percent of AIME over $2,741. The bend points in this formula (dollar amounts of AIME
defining each bracket) are indexed to increases in average national earnings.
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power of benefits keeps pace with inflation. unlike most employer pension plans or
individually purchased annuities.

While the Social Security benefit formula seeks to ensure adequacy by
redistributing income, it also promotes some degree of individual equity by ensuring that
benefits are at least somewhat higher for workers with higher lifetime earnings.

In helping ensure adequate retirement income, Social Security has contributed to
reducing poverty among the elderly. (See fig. 1.) Since 1959, poverty rates for the elderly
have dropped by two-thirds, from 35 percent to less than 11 percent in 1996. While they
were higher than rates for children and for working-age adults (aged 18 to 64), they are
now lower than for either group. For more than half the elderly, income other than
Social Security was less than the poverty threshold in 1994.

FiRore lo The Decline in Poverty Rates for the Elderly
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U'hile Social Security provides a strong foundation for retirement income, it is only
a foundation. In 1I94. it provided an average of roughly $9,200 to all elderly households.
Median Social Security benefits have historically been very close to the poverty threshold.
Elderly households with below-average income rely heavily on Social Security, which
provided 80 percent of income for 40 percent of elderly households in 1994. (See fig. 2.)
One in seven elderly Americans has no income other than Social Security. Pockets of
poverty remain. Women, minorities, and persons aged 75 and older are much more likely
to be poor than other elderly persons. For example, compared with 11 percent for al
elderly persons (aged 65 and older) in 1996, poverty rates were 23 percent for al elderly
women living alone, roughly 25 percent for elderly blacks and Hispanics, and 31 percent
for black women older than 75. Unmarried women make up more than 70 percent of
poor elderly households, although they account for only 45 percent of al elderly
households.
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Figure 2: The Reliance of Lower-Income Elderly Households on Social Security
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Propn that would increase the extent to which workers save for their own
retirement Ed reduce income redistribution because any contributions to individual
accounts tha Wiould otherwise go to Social Security would not be available for
redistribution SOl, proponents of individual accounts assert that virtually all retirees
would be at least as well off as they are now and that such reforms would improve
individual equity. Citing historical investment returns, they argue that the rates of return
that workers could earn on their individual retirement savings would be much higher than
the returns they implicitly earn under the current system and that their retirement
incomes could be higher as a result. Nevertheless, earning such higher returns would
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require investing in riskier assets such as stocks. Income adequacy under such reforms
would depend on how workers invest their savings and whether they actually earn higher
returns. It would also depend on what degree of Social Security coverage and its income
redistribution would remain after reform.

In addition to examining the effects of reform proposals on all retirees generally,
attention should be paid to how they affect specific subpopulations, especially those that
are most vulnerable to poverty, including women, widows, minorities, and the very old.
Reform proposals vary considerably in their effects on such subpopulations. For
example, since men and women typically have different earnings histories, life
expectancies, and investment behaviors, reforms could exacerbate differences in benefits
that already exist. An individual savings approach that permits little redistribution would
on average generate smaller savings balances at retirement for women, who tend to have
lower earnings from both employment and investments, and these smaller balances would
need to last longer because women have longer life expectancies. 5

WHO BEARS RISK AND RESPONSIBILITY?

The balance between income adequacy and individual equity also influences how
much risk and responsibility are borne by individuals and the government. Workers face
a variety of risks regarding their retirement income security. These include individually
based risks, such as how long they will be able to work, how long they will live, whether
they will be survived by a spouse or other dependents, how much they will earn and save
over their lifetimes, and how much they will earn on retirement savings. Workers also
face some collective risks, such as the performance of the economy and the extent of
inflation. Different types of retirement income embody different ways of assigning
responsibility for these risks.

Social Security was based on a social insurance model in which the society as a
whole through the government largely takes responsibility for all these risks to help
ensure adequate income. This tends to minimize risks to the individuals and in the
process lowers the rate of return they implicitly earn on their retirement contributions.
Social Security provides a benefit that provides income to workers who become disabled
and to workers who reach retirement, for as long as they live, and for their spouse and
dependents. The government takes responsibility for collecting and managing the
revenues needed to pay benefits. By redistributing income, Social Security helps protect
workers against low retirement income that stems from low lifetime earnings.

GAO/T-IIEI IS-!X -9.5

'See Social Security Reform: Implications for Women's Retirement Income
(GAO/HEHS-98-42, Dec. 31, 1997).
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Social Secunty pays a pension benefit that is determined by a formula that takes

lifetime earnings into account. This type of pension is called a defined benefit pension.
Many employer pensions are also defined benefit pensions. These pensions help smooth

out variations in benefit amounts that can arise from year to year because of economic

fluctuations. Defined benefit pension providers assume investment risks and some of the

economic risks and take responsibility for investing and managing pension funds and
ensuring that contributions are adequate to fund promised benefits. In contrast, defined

contribution pensions, such as 401(k) accounts, base retirement income solely on the
amount of contributions made and interest earned. Such pensions resemble individual
savings.

Retirement savings by individuals place virtually all the risk and responsibility on

individuals but give them greater freedom and control over their income. Under reform
proposals that increase the role of individual savings, the government role would
primarily be to make sure that workers contribute to their retirement accounts and to
regulate the management of those accounts. Workers would be responsible for choosing
how to invest their savings and would assume the investment and economic risks. Some
proposals would allow workers to invest only in a limited number of "indexed" investment
funds, which like some mutual funds are managed so they mirror the performance of
mnarket indexes like the Standard and Poor 500. Some proposals would require workers
to buy an annuity at retirement, while others would place few restrictions on how
workers use their funds in retirement.

Social Security places relatively greater emphasis on adequacy and less on
individual equity by providing a way for all members of society to share all the risks. An
individual retirement savings approach places relatively less emphasis on adequacy and
more on individual equity by making retirement income depend more directly on each

person's contributions and management of the funds. Reform proposals that would
increase the role of individual savings would change the overall mix of different types of
retirement income and with it the relative emphasis on adequacy and individual equity
embodied by that mix.

In addition to changing the relative roles of Social Security and individual savings,

such Social Security reform could indirectly affect other sources of retirement income
and related public policies. For example, raising Social Security's retirement age or
cutting its benefit amounts could affect employer pensions. Some employers pay

supplements to their pensions until retirees start to receive Social Security income, or
they set their pension benefits relative to Social Security's. Employers might terminate

their pension plans rather than pay increased costs. Reforms would also interact with

other income support programs such as Social Security's Disability Insurance or the
Supplemental Security Income public assistance program. For example, raising the

retirement age could lead more older workers to apply for Social Security's disability
benefits because those benefits would be greater than retirement benefits, if they qualify.

8 GAO/T-IIlI£ISs-!-95
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REDUCING BENEFITS OR INCREASING REVENUES?

No matter what shape Social Security reform takes, restoring long-term solvency
will require some combination of benefit reductions and revenue increases. Within the
current program structure, examples of possible benefit reductions include modifying the
benefit formula, raising the retirement age, and reducing cost-of-living adjustments.
Revenue increases might take the form of increases in the payroll tax rate, expanding
coverage to include the relatively few workers who are still not covered under Social
Security, or allowing the trust funds to be-nvested in potentially higher-yielding securities
such as stocks.6 Reforms that increase the role of individual retirement savings would
also involve Social Security benefit reductions or revenue increases, which might take
slightly different forms. For example, such reforms might include Social Security benefit
reductions to offset any contributions that are diverted from the current program or
permitting workers to invest their retirement savings in stocks.

The choice among various benefit reductions and revenue increases will affect the
balance between income adequacy and individual equity. Benefit reductions could pose
the risk of diminishing adequacy, especially for specific subpopulations. Both benefit
reductions and tax increases that have been proposed could diminish individual equity by
reducing the implicit rates of return the workers earn on their contributions to the
system. In contrast, increasing revenues by investing retirement funds in the stock
market could improve rates of return.

The choice among various benefit reductions and revenue increases-for example,
raising the retirement age-will ultimately determine not just how much income retirees
will have but also how long they will be expected to continue working and how long their
retirements will be. Reforms will determine how much consumption workers wil give up
during their working years to provide for more consumption during retirement

PAY-AS-YOU-GO OR ADVANCE FUNDING?

Reform proposals have also raised the issue of increasing the degree to which the
nation sets aside funds to pay for future Social Security benefits. Advance funding could
reduce payroll tax rates in the long term and improve intergenerational equity but would
involve significant transition costs. As noted earlier, Social Security is largely financed on
a pay-as-you-go basis. In a pure pay-as-you-go arrangement, virtually all revenues come
from payroll taxes since trust funds are kept to a relatively small contingency reserve that

6About 4 percent of the work force remains uncovered, which mostly includes some state
and local government employees and federal employees hired before 1984.

9 GAO/T-HEHS-9895
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earns relatively little interest compared with the interest that a fully funded system would
earn.

In contrast, defined benefit employer pensions are generally fully advance funded.
As workers accrue future pension benefit rights, employers make pension fund
contributions that are projected to cover them. The pension funds accumulate substantial
assets that contribute a large share of national saving. The investment earnings on these
funds contribute considerable revenues and reduce the size of pension fund contributions
that would otherwise be required to pay pension benefits.

Defined contribution pensions and individual retirement savings are fully funded by
definition, and investment earnings on these retirement accounts also help provide
retirement income. Similarly, Social Security reform proposals that increase the role of
individual retirement savings would generally increase advance funding.

Advance funding is possible in the public sector simply by collecting more revenue
than is necessary to pay current benefits. However, advance funding in the public sector
raises issues that prompted the Congress to reject advance funding in designing Social
Security. A fully funded Social Security program would have trust funds worth trillions of
dollars. If the trust funds were invested in private securities, some people would be
concerned about the influence that government could have on the private sector. If these
funds were invested only in federal government securities, as is required under current
law, taxpayers would eventually pay both interest and principal to the trust funds and
ultimately cover the full cost of Social Security benefits. Moreover, the effect of advance
funding in the public sector fundamentally depends on whether the government as a
whole is increasing national saving, as discussed further below.

If Social Security reforms increase the balances in privately held retirement funds,
interest on those funds could eventually help finance retirement income and reduce the
system's reliance on Social Security payroll contributions, which in turn would improve
individual equity. At the same time, the relatively larger generation of current workers
could finance some of their future benefits now rather than leaving a relatively smaller

'Social Security is now temporarily deviating from pure pay-as-you-go financing by
building up substantial trust fund reserves. It is collecting more in revenues than it pays
in benefits each year partly because the baby-boom generation makes the size of the work
force larger relative to the beneficiary population. In 2012, shortly after the baby boom
starts to retire, the benefit payments are expected to exceed revenues, and the trust fund
reserves and the interest they earn will help pay the baby boom's retirement benefits.
For more detail about this temporary trust fund buildup and how it interacts with the
federal budget, see Social Security Reform: Demographic Trends Underlie Long-Term
Financing Shortage (GAO/T-HEHS-98-43, Nov. 20, 1997).
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future generation of workers with the entire financing responsibility. In effect, advance
funding shifts responsibility for retirement income from the children of one generation of
retirees to that retiree generation itself.

However, larger payroll contributions would be required in the short term to build
up those fund balances. Social Security would still need revenues to pay benefits that
retirees and current workers have already been promised. The contributions needed to
fund both current and future retirement liabilities would clearly be higher than those
currently collected.

Thus, increasing advance funding in any form involves substantial transition costs
as workers are expected to cover some portion of both the existing unfunded liability and
the liability for their own future benefits. Reform proposals handle this transition in a
variety of ways, and the transition costs can be spread out across one or several
generations. The nature of specific reform proposals will determine the pace at which
advance funding is increased. For example, one proposal would increase payroll taxes by
1.52 percent for 72 years to fund the transition and would involve borrowing $2 trillion
from the public during the first 40 years of the transition to help cover the unfunded
liability.

SAVING AND INVESTING FOR PRODUCTIVITY GROWTH

Ideally, Social Security reforms would help address the fundamental economic
implications of the demographic trends that underlie Social Security's financing problems.
Although people are living longer and healthier lives, they have also been retiring earlier
and have been having smaller families. Unless these patterns change, relatively fewer
workers will be producing goods and services for a society with relatively more rehirees.
Economic growth, and more specifically growth in labor productivity, could help ease the
strains of providing for a larger elderly population. Increased investment in physical and
human capital should generally increase productivity and economic growth, but
investment depends on national saving, which has been at historically low levels.

Recognizing these economic fundamentals, proponents of increasing the r, -h-
individual retirement savings generally observe that a pay-as-you-go financing stil- mii
does little to help national saving, and they argue that the advance funding thn. "ild
individual accounts would increase saving. However, reforms would not produce notable
increases in national saving to the extent that workers reduce their other savrim in flte
belief that their new accounts can take its place.

Social Security reforms might also increase national saving within the t;XArrtA t
program structure. Advance funding would increase saving, and it could be applii tb

government-controlled trust funds as well as to individual accounts. Any addibc*oal Sctiil
Security savings in the federal budget could add to national saving but only if tt:'
by deficits in the rest of the federal budget. More broadly, overall federal bu(d gte
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surpluses or deficits affect national saving since they represent saving or dissaving by the
government.

To the extent that reforms attempt to increase national saving, they will vary by
how much emphasis they place on doing so through individual or government saving.
That emphasis will reflect not only judgments about which is likely to be more effective
but also values regarding the responsibilities of individuals and governments and attitudes
toward the national debt. While these points will be much debated, few dispute the need
to be aware of the effect of increasing national saving, although it may be hard to
achieve.

OBSERVATIONS

In some form and to varying degrees, every generation of children has supported
its parents' generation in old age. In economic terms, those who do work ultimately
produce the goods and services consumed by those who do not. The Social Security
system and, more broadly, the nation's retirement income policies, whatever shape they
take, ultimately determine how and to what extent the nation supports the well-being of
the elderly.

Restoring Social Security's long-term solvency presents complex and important
choices. These choices include how reforms will balance income adequacy and individual
equity; how risks are shared as a community or assumed by individuals; how reforns
assign roles and responsibilities among government, employers, and individuals; whether
retirements will start earlier or later and how large retirement incomes will be; and hIw
much the nation saves and invests in its capacity to produce goods and services.
Whatever reforms are adopted will reflect these fundamental choices implicitly, if nrwi
explicitly.

This concludes my testimony. I would be happy to answer any questions

GAO! U12
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The CHAIRMAN. Thank you. Every one of you has had a very
unique perspective to offer and I appreciate it very much. I would
hope that this would be a forerunner to the national dialog that the
President is promoting in the sense that I think you have laid out
very well what most of the alternatives and problems are, and each
of you have different ideas to deal with them.

My first question would go to any or all panelists. The change
that will most impact the Social Security program is the increasing
life expectancy rates for our citizens. The eligibility age, of course,
was 65 and still is, since 1935. That age, I have been told, was
what the German social security system set and we just kind of
adopted it.

Now, however, retirement patterns are changing very dramati-
cally. Social Security may or may not be responsible for that. Many
people retire at age 62. In contrast, our younger workers, like Mr.
Vargas, I presume, will have to wait until he's 67 for full retire-
ment because that is based on the law that we changed in 1983.

I would like to hear from all of you about whether we should ac-
cept the fact that people want to spend more time in retirement if,
that is a fact, or should we encourage people to continue to work
or whether the marketplace makes that decision, but that we elimi-
nate disincentives for productive work, as it relates to Social Secu-
rity.

Any and all of you, I hope you all have something to contribute
to that because it is very central.

Ms. Ross. Perhaps I could provide a little bit of information
about it, the usual GAO-type contribution.

In the future, as the Baby Boom population is moving into retire-
ment, the group behind it is relatively smaller. That means that
there will be relatively fewer workers in the traditional working
age groups. Economics would suggest that fewer workers will com-
mand higher wages as you try and entice more people into the
workforce.

So it may be that the economy will induce older people to stay
in the workforce longer because the wages will be higher.

Second, there is evidence at this point that over the last 10 years
there has not just been an increase in longevity but there also has
been an improvement in the health of older people. So it is possible
that individuals not only are living longer but are also more capa-
ble of working well into older age.

In addition to those two pieces of information, I would like to add
one other issue changing the normal retirement age, that is, the
age for full benefits. If you simply move the normal retirement age
up from 67 to an older age, you still are allowing people to elect
to retire as early as age 62 with reduced benefits.

Some people have proposed eliminating the early retirement age
or moving it up, as well, so that you would have a set of people
from 62 to something-64, 65-who wouldn't receive any retire-
ment benefit at all.

If that should happen, I think one needs to think about how you
might make changes in the disability program, whether there is
something else that might need to .be done.

Mr. PERKINS. Basically, and it is relative to your final remarks,
Ms. Ross, there are concerns that we have with the increase in age.
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Age is one of the elements that very definitely, sitting around the
table, should be discussed. But right now the age 62 benefit is a
dignified benefit, providing about 80 percent of the full benefit to
the many who do retire at age 62.

At age 67, and I recall that the benefit is reduced about 7 per-
cent a year, it is going to be only about a 67 percent benefit. There
is a question of whether that is dignified. And if the upper age is
increased beyond age 67 it would certainly reduce the benefit even
more.

We haven't been able to find continuing work for older workers
to the extent that we would like. That is an issue. We have to have
ways of making sure that jobs are available and that employers are
willing to hire those older employees.

I have been a proponent of older workers staying in the work-
place forever. Anecdotally, I come from one of the few companies,
Polaroid, that never had a mandatory retirement policy and we had
employees staying on well into their '70s and very productive. But
it is a fact that the retirement age has been dropping, such that
it is actually about age 62 now.

So all those concerns are there. I very definitely want to express
them as part of the debate.

The CHAIRMAN. Congressman Penny.
Mr. PENNY. I think Ms. Ross offered a perspective that is very

helpful to this particular question and I want to follow on Mr. Per-
kins' remark about the retirement age and the lack of decent jobs
for people who are in their late 60s.

Ms. Ross mentioned that this is not a static situation. The econ-
omy changes. The demographics of the workforce change. And if
we, in fact, have a follow-on generation that is much smaller, job
opportunities for people to stay in the workforce longer will almost
certainly materialize.

So we could be facing a totally different economy with different
types of job opportunities at different age levels in the future and
we shouldn't pass policy based on what we are experiencing today,
but rather have policies that are flexible about where we may be
in years ahead.

Obviously when Social Security was first enacted we created a
65-year-old retirement age on the expectation that most people
would not live to that age. So talk about perspective. There is that
historical perspective, as well, and we have not adjusted, other
than the 1983 changes, that Social Security age in the years since
then.

In 1987 my first legislative initiative in the arena of Social Secu-
rity reform was to propose an increase in the retirement age be-
yond 67 as a way of phasing it up as the Baby Boom generation
moved into their retirement years.

I am still comfortable with making that change in our public sys-
tem as one of many options that we may need to consider to keep
the system solvent as current workers move through the system.

But for the longer term, I really think that this is an issue that
resolves itself under an approach where we have personally di-
rected investments because under that approach, you are building
that fund; you are also aware of the growth in that fund. You are
going to have a much stronger incentive to add to and build that
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fund to an even larger level. And in some ways you are going to
determine your own retirement age based on how soon you get to
that retirement goal.

So in terms of public programs, yes, we may need to keep the op-
tion of raising the retirement age on the table as a way of reducing
the cost to the current system and making it fiscally solvent. But
for the longer term, if we phase in a system in which more and
more of that payroll tax is allowed to be directed by the individual
worker, you, in a sense, are creating a system where they define
their own retirement age based on when they reach their retire-
ment goals.

The CHAIRMAN. Mr. Vargas, do you want to respond to the ques-
tion.

Mr. VARGAS. First of all, I am planning hopefully to work well
beyond 67 when I reach that age.

My main concern, adding onto what Congressman Penny said,
my concern really is for not so much the choice but the need for
many Americans today to continue to work beyond that age. That
is a whole other issue to speak of. I know that my father, for exam-
ple, might have to make that decision not because he wants to but
because he has to.

So I think that in moving towards a reform of Social Security
and talking about how we can improve savings for Americans in
the future, I think that will go a long way towards helping us ad-
dress that very issue.

The CHAIRMAN. Thank you. I will move on to another point that
has been touched on but I want to kind of center on it for a minute
with some discussion from any or all of you. That is the principle
that Social Security is founded on, that society as a whole accept
responsibility of providing retirement income security so that each
individual has less risk.

Of course, some individuals take a lot of responsibility and save
for their retirement and do what they can to enhance any pension
that they get from the employer.

In some of the testimony we have heard today it is clear that
there is a view that reform should put more responsibility on indi-
viduals to prepare for retirement. Could each of you discuss how
would a more individualized approach threaten the social cohesive-
ness of the Social Security system, if you think it is threatened?

Mr. PERKINS. I wouldn't mind starting on that one, Senator. You
have to go back to the three-legged stool. When it was first devised,
the only leg which required individual saving, where the individual
took on the risk, was basically the third leg. Social Security was
one leg, and the employer leg was basically, at that point in time,
considered to be a defined benefit plan.

Now, with more and more employer plans becoming defined con-
tribution, where the risk and responsibility is shifted to the indi-
vidual, and with individual savings already being that way, there
is a concern about having the third leg, the basic leg, the base leg,
the one that is supposed to be the strongest, becoming the same
way.

There has always been a need for individual savings. AARP has
expressed that over the years and has been a proponent of individ-
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ual savings for years, over and above what there is for Social Secu-
rity.

o me, we very definitely are concerned with maintaining a bene-
fit system that protects low income workers to the extent that the
current system's income transfer does. For instance, the regressive-
ness of the payroll tax is ameliorated by the progressive benefit for-
mula and the earned income tax credit to an extent.

And just anecdotally again, I had a brother-in-law whose taxes
I did. e was a Mason. He was a grandparent, bringing up grand-
children. It was the earned income tax credit, over and above no
income taxes at all, that really paid back the Social Security tax
that he was spending in those years that he was bringing his
grandchildren up.

So to me, that base and that strength of the Social Security sys-
tem, where there is an income transfer, is part of the progressivity
and is something that we certainly want to maintain. And very
definitely, we have always said that savings, over and above that,
is important and we definitely want to encourage that as much as
we can.

The CHAIRMAN. Congressman Penny.
Mr. PENNY. Social Security was first intended to be a safety net.

While we have given lip service to this three-legged stool for the
past 60 years, we haven't really done much to encourage the second
and third leg of that stool.

As a consequence, we have generations of retirees who went into
retirement ill prepared in the sense that the expected more from
the Social Security system than it could deliver. Consequently,
throughout the years of the Social Security system, we have repeat-
edly increased the benefit levels. Prior to instituting the cost-of-liv-
ing adjustment, we had bidding wars between politicians on Cap-
itol Hill and between Capitol Hill and the White House as to who
could offer the most generous increases. All of that subsequently
led to more payroll tax hikes because we got ahead of ourselves
and couldn't afford the benefit increases that we promised.

But the point I am making is we really have done a lot over the
years to perpetuate the impression that the Social Security system
is your retirement program and we haven't done enough to stress
the other legs of the stool.

I think that getting back to the original intent of Social Security
is exactly what we ought to do. We ought to make it clear that this
system is there to provide a safety net and a floor so that all retir-
ees, regardless of income, regardless of how they have planned in
other ways, has at least some support that we provide as a society
to make sure that in their retirement years they have some retire-
ment income through the Social Security system.

But I think that turning more of this payroll tax over to the con-
trol of the individual worker has many salutary benefits. First of
all, even Commissioner Ball has acknowledged that you get three
times the return on investment over the course of time through pri-
vate investments than you would get by putting that money into
the Social Security system.

In addition to that, it becomes your own asset, which is transfer-
able if you die young, as many of our low-wage workers and minor-
ity workers unfortunately do.
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Beyond that, it becomes a system in which you watch the money
grow, which then provides that psychological incentive to add to
that fund and build that fund even larger. It becomes, in addition
to whatever tax breaks we might pass, tax breaks targeted toward
encouraging savings, it becomes another way to encourage added
contributions to a savings plan.

So I think that all of this is to be taken together and that we
need to be thinking about ways we can strengthen the other legs
of the stool. Certainly maintain Social Security as the safety net
that it was meant to be, a safety net that includes a financial floor
that you cannot fall below. But allow more control over a larger
share of that payroll tax because that control and that investment
will begin to encourage attention to the other legs of the stool, at-
tention which I think has been lacking over the last number of dec-
ades, and we cannot afford to ignore those other legs of the stool
any longer.

The CHAIRMAN. Do either one of you want to respond?
Ms. Ross. I would like to go back and reinforce a point or two

that I made earlier in my testimony. It has to do with trade-offs
or choices.

The current Social Security system has some important features
of shared risk and of social adequacy. Proponents of the individual
plans talk about higher rates of return and on individual respon-
sibility for the risks.

What I think is important to keep in mind is that it is difficult
and maybe even impossible to maximize both equity and adequacy
goals simultaneously. This is a matter of choices that policymakers
will have to make. If we want to have more individualized respon-
sibility and higher rates of return, you will probably reduce the re-
distribution and shared risk, and vice versa.

So my point is to reiterate that there are trade-offs here. You
can't have all you want from both sides of the ledger.

Mr. VARGAS. I would just stress on that point in terms of choices,
in the plan that we put forward, the two-tiered system, we pro-
posed essentially two things. One is for the existence of a safety
net, of something that people would not be able to go beyond when
they retired so that they could retire with dignity and, at the same
time, giving individuals, younger generations, new entrants to the
Social Security system, the ability to manage their own future and
have a say in how their money is being invested.

But, at the same time, we also recognize that there is a cost to
that. I think that whatever is decided, I think those costs need to
be considered. And it was very out in the open and we recognize
that those costs are very expensive in terms of the transition costs
to a two-tiered system.

So, in the end, I think that you might not be able to have it all
but if you choose to try to have it all, there are costs associated
with that and it all depends on what sort of philosophical position
you are willing to take in terms of the future of the system and
where you would like it to be.

The CHAIRMAN. I suppose I could ask any of you but since Ms.
Ross represents a government agency and given that is her exper-
tise I was just wondering if, as you have heard, these witnesses,
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and you have probably heard a lot of other people that aren't even
here today, describe ideas on the direction reform should take.

Have you heard any areas of consensus that you think we can
build on? I ask you to start that discussion. Others, even though
you represent specific points of view, if you feel that ideas you have
presented are common enough with other organizations as a base
of consensus that we can build on, I would like to hear that, as
well.

Ms. Ross. I think I hear some areas of consensus that are really
pretty fundamental. That is most people who talk about the Social
Security system talk about its inherent importance in the Amer-
ican society. So there seems to be broad agreement that this retire-
ment income system is something that we want to provide for per-
petuity.

The second thing is most people seem to be of the belief that we
need to start thinking about changing it soon. Some people think
it is more of a crisis than others but most people are in favor of
beginning the process of resolution quite soon.

What is interesting beyond that, I think, and is important to
keep in mind is that after that, you see people's own values and
belief systems have a lot of bearing on the kind of system they
want to propose.

So again I just would reiterate what I had said earlier. We have
a whole series of choices which really are reflecting values about
the relative importance of various things, and that is what is caus-
ing the difference among proposals. But with this overall agree-
ment on the importance of the system, it seems to me that the dis-
cussion this year ought to be quite fruitful on this values issue.

The CHAIRMAN. I would encourage any other panelists, although
I don't want to call on a specific person.

Mr. PERKINS. Very definitely, AARP has been wanting a dialog
to consensus-build for quite a number of years. We have been ver
concerned about a lot of the misinformation about the system-it s
being in bankruptcy right now, for example.

We look forward very much to the forums that are being dis-
cussed. I understand the first one is in Kansas City in April and
we will be part of that. We think that they should be bipartisan.
We think that they should be impartial. Congressional leaders
should participate in them. And also the intergenerational aspect
is very important. We certainly want that input.

So we welcome that and to us, that dialog is going to help build
a consensus and we look forward to participating in an impartial
way.

Mr. PENNY. I can say virtually every organization I am aware of
on all sides of this debate are in agreement with the first two prin-
ciples that I outlined, which is to do it now, get this debate moving
forward, and to do it in a bipartisan fashion. Obviously something
this important cannot be pursued on a party line vote.

There is growing interest in giving individuals more control over
their investments for all of the positive benefits that I have de-
scribed, particular interest, of course, among younger voters in hav-
ing that sort of control over their retirement income.

But I think in my generation, the Baby Boom generation, we are
very much willing to pay some transition costs to do something bet-
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ter for our children. This is exactly the right time for us to be a
part of this debate because we can be more self-sacrificing at this
stage in our lives, when we are still 15 and 20 years away from
retirement, than we might be when we are just on the verge of re-
tirement. So now is the time for us to be part of the debate about
making the system better for our children and following genera-
tions.

I can also say that many, many groups, obviously business
groups, self-employed groups but many, many worker groups are
very interested in seeing us hold the line on payroll taxes. Beyond
that, we have strong consensus among just a whole range of fiscal
and monetary policy groups about the need to establish new poli-
cies regarding our entitlement programs that eliminate government
dissavings and provide stronger incentives for both government
savings and for private savings.

Mr. VARGAS. One area that I see in terms of agreement is the
fact that there is no, at the existing time, no intergenerational con-
flict that exists between young people and seniors, for example. I
think that just as Congressman Penny stated, for Baby Boomers,
we are willing to listen and to do our part in order to fix the sys-
tem going forward.

I think it is very interesting that we talk about the fact that
young people believe in the existence of UFOs more than they be-
lieve in the existence of the future of Social Security and, at the
same time, aren't out marching in the streets saying, "We want our
money back."

I think we recognize the responsibility that we have to fund cur-
rent retirees but, at the same time, I think we are looking for fair-
ness in the debate. We want to make sure that our interests going
forward in the future and the interests of our children and their
children are considered, as well, and I don't think there is any de-
bate or disagreement on that with anybody on that particular
issue.

So I think it is a perfect opportunity to enter into that discussion
and to consider what transition costs or what costs we might have
to bear, as young people, in order to make sure that the system in
the future is fair and is sustainable.

The CHAIRMAN. I think I will end my questioning. There might
be some questions that members who couldn't be here would sub-
mit for answers in writing. If they do that I would appreciate it if
maybe in a period of 15 days we could have those responses. Also
some questions that I didn't get to ask maybe would be submitted.

But let me say that this last response that you gave is very
pleasing to me. I suppose my view is based on some confidence that
this national conversation can bring us to a consensus, now that
the President is involved. I am not so sure that without his high-
lighting it, even though each of you represent very important orga-
nizations that can bring about this discussion, I think it takes that
sort of leadership to accomplish it.

So I am somewhat more encouraged and particularly for those of
you that are in a position like Mr. Perkins, representing an organi-
zation of, I think, 36 million people. Congressman Penny, you are
involved with organizations that are quoted in the paper every day,
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as well. Then Mr. Vargas, having served on the commission as an
individual, is in a very good position.

Anyway, it does give me confidence that you say that we need
to move ahead and sooner is better than later.

The frustration to me comes from another point of view, like
within the last 2 or 3 years. I don't know how many of even my
own constituents who were somewhat mad at Congress, mad at
Washington, would say to me, "Just leave my Medicare alone. Just
leave it alone." And they just didn't trust Washington. They didn't
want anybody messing around with it.

You know, it is kind of a rude awakening but I did get their at-
tention. "Do you know what will happen if we just leave it alone?
It won't exist after the year 2001." Now, of course, there are some
changes made. I can say to that person, "Do you know that if we
just leave it alone, it won't exist after the year 2008?"

That is the other side. I think with your involvement, with the
President's involvement, with Congress and those of us that are on
the Aging Committee and other committees of jurisdiction helping
it along, maybe we can get that consensus.

But you have been a very important part of the process with this
first Capitol Hill discussion of the necessity for doing this, at least
the first opportunity since the President has highlighted it, so I
thank you very much for your participation and look for continued
dialog with each of you and your organizations on this subject.

Thank you very much and I adjourn the meeting.
[Whereupon, at 12:33 p.m., the committee was adjourned.]



APPENDIX

THE HERITAGE FOUNDATION

To: Senator Charles Grassley, Chairman of the Senate Special Committee on Aging.
From: William W. Beach and Gareth G. Davis, Center for data Analysis, The Herit-

age Foundation.
Re: Response to the Social Security Administration analysis of Heritage Paper "So-

cial Security Administration's Rate of Return," presented to the Senate Special
Committee on Aging on February 10, 1998.

This memorandum responds to a memorandum entitled "Problems with 'Social
Security's Rate of Return , A Report of the Heritage Center for Data Analysis," by
Mr. Steve Goss, Deputy Chief Actuary of the Social Security Administration. Mr.
Goss' comments were submitted for the record by Mr. Kenneth Apfel, (Commissioner
of the Social Security Administration), during hearing before the U.S. Senate Spe-
cial Committee on Aging entitled "A Starting Point for Reform: Identifying the
Goals of Social Security,' which were held on February 10th, 1998. We request that
this memorandum be included in the record of the above hearings.

It should be noted that we have welcomed the opportunity to discuss our meth-
odology in a public forum with Mr. Goss (or with other analysts from the Social Se-
curity Administration). Unfortunately the Social Security Administration have cho-
sen to decline two invitations to appear with us in a public forum, during which
a number of the questions raised by Mr. Goss might have been resolved."

While we welcome constructive criticism of our paper, the comments made by Mr.
Goss appear to be based on a number of mis-interpretations and mis-characteriza-
tions of our methodology and assumptions.

NOTES ON COMMENTS SUBMrrTED By MR. STEVE GOSS

Mr. Goss' memorandum contains ten arguments or assertions that require a re-
sponse. Mr. Goss' comments are noted in italics, and our comments follow.
1.... the Heritage study erroneously analyzes a single outcome where an individual

is assumed to know how long he or she will live.. . This approach consistently
overestimates the expected number of years of work and consistentty
underestimates the expected number of years after reaching retirement age. As
a result, it grossly underestimates the expected rates of return from Social Secu-
rity retirement benefits

We note below in responses to other arguments made by Mr. Goss that Social So-
curity has employed a similar methodology to examine, as we did, rates of return
for typical cases. We also describe other work that relies upon this estimating tech-
nique and achieves results close to those presented in our paper. All of that to one
side, however, the criticism that he raises reflects a significant difference in perspec-
tive between Heritage and the Office of the Actuary.

Mr. Goss and his colleagues are focused on the actuarial risks to a stream of fu-
ture benefits payments (the liabilities of the trust funds) and the tax payments of
various classes of future beneficiaries. They analyze the same type of problem that
actuaries for insurance companies and pension plans routinely examine: how many
of the insured members of these classes of claimants survive to receive their benefits
and will the insurance and pension funds be able to pay out benefits required by
the formulae in the insurance or pension contracts. For his purposes, he computes
the percentage of claimants who will survive to the retirement age and then takes
the expected lifespan of that class of survivors to determine the benefits draw on

1 Hearings before the Senate Budget Committee Task Force on Social Security on January 21,
1998, and a Social Security Rate of Return Forum hosted by Senator Lieberman (D-CT) and
Senator Gregg (R-NH) on February 12, 1998.
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the trust funds. The 'rate of return" for Mr. Goss is then calculated on the class
of surviving former workers across that class's probable period of retirement.

We ask a different question: what can an individual, not a class of individuals,
expect from Social Security. A twenty-year-old worker must make some assumptions
about the number of years he or she will work and about the likely age at which
he or she will die. To answer the latter question, when will I die, this worker can
look at a life table that gives the average life expectancy for an individual that is
similar in terms of age, race, income, health, and so forth. To answer the former
question, how long will I work, such a worker can assume 45 years or until ae 65.
Naturally an individual investing in a pension plan can assume a longer or shorter
lifespan than the average for their age group. Likewise, an individual can assume
that he or she will work more or fewer than 45 years. The point is that people win
set up age and work parameters for a pension plan that are different from the pa-
rameters that an actuary will examine for purposes of determining the viability of
a defined benefits program.

The Heritage study calculates rates of return on Social Security and alternative
investment strategies from the perspective of clearly defined individual cases at var-
ious ages. Our case study approach shows what an individual can expect from Social
Security's retirement progam Oiven the reasonable assumptions that people at var-
ious ages make about their likely lifespan and work years.. t also calculates the "op-
portunity costs" they face by not being able to invest the payroll taxes in reasonably
safe private retirement plans, It is worth noting that our extensive methodological
appendix describes in detail each of the assumptions we made in constructing these
case studies and the substantial degree to which we relied on government data and
the assumptions of the Trustees for the Old-Age and Survivors Trust Fund in arriv-
ing at our results.

While differences do exist between these two approaches to rates of return on So-
cial Security payroll taxes, we believe our "explicit rate-or-return" calculations are
more consistent with decisions made by individuals on supplemental retirement in-
vestments than is the method employed by Mr. Goss in assessing the actuarial risk
to the trust funds.
2. For example, for single male (all races combined) born in 1970 with average earn-

ings, real rates of return are estimated at only 0.47 percent by Heritage, com-
pared with 1.28 percent in the Advisory Council Report (page 1)

The methodology and assumptions used by the Social Security Administration in
estimating Social Security's rates of return were not made public, so we were unable
to assess the validity or comparability of their estimates.

In any case, the figure of 1.28 percent for a single average income male born in
1970 also appears to be at the upper-bound of the range of estimates contained in
the professional literature. In 1994 Eugene Steurle and John Bakija of the Urban
Institute (using a methodology that appears to be identical to that described by Mr.
Goss in his memorandum and adopting assumptions which are more optimistic than
those justified by more recent Social Security Trustee's reports) found the rate of
return of the Social Security Old Age and Survivor's Insurance for single average
income males borr. in 1970 to be 1.07 percent.2 A 1995 stud by Daniel Garrett of
Stanford University found that single average income males born in 1925 would re-
ceive a rate of return of 0.85 percent.3

3. In fact results from more careful research indicate that the non-white population
actually enjoys the same or better expected rates of return from Social SecuritV
than for the White Population. (See Duggan et al "The Returns paid to Early
Social Security Cohorts," Contemporary Policy Issues, (October), pp. 1-13))

It may be relevant to note here that the claim made above does not contradict
any finding of the Heritage study. The Heritage study suggested that African-Amer-
icans (rather than all "non-white" ethnic groups) experienced a lower rate of return
for Social Security than the general population. The opposite was the case for His-
panics (and preliminary research suggests that this will also be the case for Asians).

Indeed the work of James Duggan, Robert Gillingham and John Greenlees of the
US. Treasury Department, which is cited by Mr. Goss, would appear to support this
Heritage finding, not contradict it.4 (See attached chart)

2 C. E. Steurle and J. M. Bakija, "Retooling Social Security for the 21st Century," (1994): p.
290.

3See Daniel M. Garrett, 'The Effects of Differential Mortality Rates on the Progressivity of
Social Security," Economic Inquiry, July 1995. All analysts have agreed that the rate of return
to Social Security has fallen substantially over the previous 50 Years, so it is likely that the
rates of return to those born in 1970 lies substantially below that for those born in 1925.

4See Chart 1 below.
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The implicit claim that the work of Duggan, Gillingham and Greenlees generates
results different from that of the Heritage study by virtue of being "more careful"
is extremely misleading. The work of Duggan, Gillingham and Greenlees was con-
ducted using earnings history data from the Continuous Work Sample (CWS)
dataset maintained by the Social Security Administration. All researchers from out-
side of the Social Security Administration and the United States Treasury Depart-
ment are currently denied access to this tax-payer funded data and are forced to
rely on the "representative agent/hypothetical worker' methodology adopted by the
Heritage Foundation.5

4. Criticisms listed under "Error in not Reflecting Relationship between Mortality
and Income'

Mr. Goss criticizes the Heritage Foundation Rates of Return for ethnic minorities
on the basis that the mortality assumptions that are used in the study are not ad-
justed for income. Such criticisms undercut the validity of the majority of the rate
of return research carried out by the Social Security Administration itself (and by
the Office of the Chief Actuary in particular).

Rates of returns estimated by the Social Security Administration Office of the
Chief Actuary, (including those completed for the 1994-1996 Social Security Advi-
sory Council) have consistently failed to adjust mortality for income. Because poorer
workers have shorter life expectancies, these studies have overestimated the rate of
return to low-income workers and under-estimated the rate of return for high-in-
come individuals. This has tended to make the Social Security program appear more
progressive than it really is.

Indeed a member of the 1994-1996 Social Security Advisory Council noted re-
cently how Social Security analysts explicitly refused to conduct an analysis in
which the mortality assumptions used in estimating the rate of return were ad-
justed for income:

'As a member of the 1994-1996 Advisory Council on Social Security, I specifically
asked, along with some other members of the Council, that Social Security staff un-
dertake an analysis on this very point. They simply would not develop such an anal-
ysis." 6

The Heritage Foundation study, unlike those conducted by many governmental
and nongovernmental organizations, explicitly acknowledged the limitations of rate
of return calculations conducted in cases where mortality is not adjusted for income.
It is also our intention to engage in future research on this topic, and to encourage
others to do so. For the Deputy Chief Actuary of the Social Security Administration
to engage in selective and self-serving criticism of the work of others is less than
helpful in this regard.
5. Thus, with proper adjustment of mortality by income level race differentials in life

expectancy would diminish greatly, for individuals at the same income level
The above assertion by Mr. Goss' would appear to be without empirical support.

Calculations by Dr. Sylvestor Scheiber 7 (using mortality, income and benefit data
produced by the Duggan, Gillingham and Greenlees 8 research) reveal that for those
born in 1918, Whites can expect to receive a real rate of return from Social Security
that is approximately one percentage point above that experienced by African-Amer-
icans with identical incomes. These calculations are shown in Chart 1.

An African-American born in 1918 and earning $10,000 a year can expect to re-
ceive only the same rate of return as a White worker earning $22,000 a year. Inter-
estingly, the one percentage point difference in the rate of return experienced by
White and Black workers with identical wages born in 1918 is remarkably close in

aIndeed while Mr. Goes claims the superiorty of studies done using actual work histories,
the great majority of the rate of return calculations carried out by the Office of the Chief Actu-
ary of the Social Security Administration (including those carried out for the 1994-1996 Social
Security Advisory Council) have been done using the hypothetical worker/representative agent
methodology.

6Sylvester Schieber, 'Rates of Return on Social Security Contributions: Good Deal, Bad Deal,
or Do We Even Care?, Testimony before the Senate Budget Committee Task Force on Social
Security, January 21, 1998.7 Schieber op cit.

8James E. Duggan, Robert Gillingham and John S. Greenlees: Progresgive Returns to Social
Security? An answer from Social Security Records, U.S. Treasury Department, Research Paper
No. 9501, November 21, 1995.
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magnitude to the difference between the returns experienced by general (i.e. all eth-
nic groups) and black average-wage workers in the Heritage Foundation study. 9

In short, Mr. Goss' claim that differences in income for the bulk of differences in
mortality between African-Americans and the general population does not seem to
be supported by the data. For example in the US Treasury Department study cited
earlier in this paper, differences in income levels explain only 35 percent of the dif-
ference in mortality between African-American makes and the general male popu-
lation and 25 percent of the differences in mortality between African-American fe-
males and the general female population.1l

To conclude, we note that our findings are consistent with those produced by
Dean Leimer of Social Security's own Division of Economic Research. He reported
after an exhaustive survey of the professional literature that "When factors other
than- race (such as earnings levels) are held constant, there is some evidence that
money's worth outcomes for the retirement portion of the Social Security program
are less favorable for nonwhites than for whites." 11

6. The authors of the Heritage Study exclude Disability benefits and taxes from the
analysis, even though the Disability Insurance Program represents nearly 15 per-
cent of the Social Security. While including disability would not substantially
change the expected rate of return for the general population, it would consider-
ably narrow the rates of return for African-American versus the general popu-
lation

This criticism is irrelevant in that our study explicitly aimed to examine only the
Old Age and Survivors' Insurance (OASI) program within Social Security. It is, for
example, possible to drastically reform the OASI program while leaving the Disabil-
ity Insurance program untouched.

In any case, there is no empirical study in existence to support the claim of advo-
cates that including the Disability Insurance program in rate of return calculations
will offset the racial differentials embedded within the OASI program.' 2 Even if a
study of the OASDI program as a whole were to be conducted and led to a narrow-
ing of racial differentials, such a study would itself be vulnerable to a Goss-type cri-
tique that it failed to include Health Insurance (HI) (or Medicare). The inclusion of
HI, by virtue of the heavy concentration of medical benefits among the very old, is
likely to increase racial differentials in rates of return from Social Security.

7. The premium appears to exclude those survivor's benefits for a spouse that are
payable after the youngest child reaches age 16, i.e., widow(er)s benefits that are
payable from age 60 to the end of life

The Heritage does not exclude such survivor's benefits. They are fully accounted
for in calculating the rate of return.

8. Life Insurance is sold largely to healthy, higher-income persons who can afford
the premium and can qualify as insurable. Including lower-income and uninsur-
able individuals would boost the premium substantially

Mr. Goss appears to be suggesting that the reverse of the adverse selection prob-
lem is a common phenomenon in insurance markets, in that the individuals who are
least likely to benefit from life insurance are those who are more likely to purchase
it. This assertion would contradict the usual defense of universal insurance pro-
grams such as Social Security; that universal compulsory insurance is needed be-
cause in a free market those with high expected benefits (i.e. low life expectancies)
from life insurance would tend to buy greater amounts, driving up the premiums
that would have to be paid by other segments of the population.

Also as outlined in the methodology of the paper, the Heritage study did not make
any dynamic assumptions. Just as it is assumed that in a private system individ-
uals could continue to purchase life insurance at current rates, the study also as-
sumed that increases-in Social Security taxes had no negative economic feedback
effects in terms of reduced GDP or higher unemployment. The Social Security Ad-
ministration makes similar assumptions when it, for example, estimates the tax
rate increases which will be necessary to achieve actuarial balance in the trust
funds using static methods.

OSee Table 1, in W. Beach and G. Davis, Social Security's Rates of Return, Heritage Center
for Data Analysis No. CDA98-01, January 15, 1998.

if Duggan et al op cit., p. 8.
"Dean R. Leimer, 'A Guide to Social Security Money's Worth Issues," ORS Working Paper

Series Number 67 (April 1995) p. 32.
D Schieber op cit., p. 30.
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9. The authors raised tax rates for Social Security starting 2015 by enough to cover
future benefit costs, ignoring the fact that the Trust Fund Balance projected for
that time, 300 percent of annual benefits, (sic) would continue to grow as a per-
cent of annual benefits under these conditions. In order to produce a pay as you
go financed Social Security program, tax rates would not need to be raised until
around 2025, and by less than the authors assumed. The early, too-large in-
crease in tax rates results in rates of return that are estimated to be too low for
Social Security

By selecting the option of funding future benefits by tax increases, we are simply
adopting the economic logic that the Social Security trust funds, because they are
solely made up of Federal debt, are not real assets but are rather promissory notes
made by one part of the Federal Government to another. From 2015 onwards cur-
rent law benefits must ultimately be funded either by increases in the payroll or
other Federal taxes, or by cuts in non-Social Security Federal expenditures.
10. The authors included a "high-income" worker with earnings at 300 percent of the

average wage. In fact, the maximum level of earnings that is taxable and cred-
itable for Social Security benefits is now and will be in the future 240 percent
of the average wage (less than 240 percent in years before 1978). It is not clear
whether the authors included taxes above this maximum taxable level. If they
did, then rates of return for Social Security are estimated to be too low for high-
income workers

All taxes and benefits that were calculated in this study were subject to the rel-
evant maximum limits stipulated by law.
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