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- SOCIAL SECURITY REFORM AND RETIREMENT-
INCOME POLICY -

"WEDNESDAY, SEPTEMBER 16, 1981

U. S. SENATE,
SpeciaL COMMITTEE ON AGING,
Washington, D C.

The committee met pursuant to notice, at 2:20 p.m., in room
6226, Dirksen Senate Ofﬁce Building, Hon. John Hemz (chairman)
pre31d1ng

Present: Senators Hemz, Cohen, Chiles, and Bradley :

Also present: John C. Rother, staff director and chief counsel;
Larry Atkins and Frank McArdle, professional staff members;
Kathleen M. Deignan, minority professional staff member; Ann
Gropp, communications director; Robin L. Kropf, chief clerk; Nancy
Mickey, clerical assistant; and Eugene R Cummings, pnntmg as-
sistant.

“ OPENING STATEMENT BY SENATOR JOHN HEINZ, CHAIRMAN

Senator HEiNz. Our hearing on social security reform and retire-
m((aint income policy of the Special Committee on Aging will come to
order.

Let me say, as we begin this hearing, that I do not think there is
any issue of greater current concern to the American people—and
especially older persons and workers that are planning to retire—
than the solvency of the social security system.

In our earlier hearings, which many of our colleagues, including
Senator Cohen of Maine, participated in, we examined the immedi-
ate problem in financing social security and discussed alternatives
for improving the financial condition of the system in the next 5
years. Today, the committee takes a longer look at social security.

In 35 years, the old-age, survivors, and disability insurance fund
may begin to expend more each year than it receives in tax rev-
enues. In 55 years, according to pro_]ectlons, OASDI trust funds
may be exhausted.

This projection is due principally to the expected increase in the
number of retirees relative to the number of workers. While today
there are three workers for every beneficiary of social security, by
2035 there will be only two workers per beneficiary.

These forecasts of future deficits are not new. We have been
discussing long-run deficits in the social security system for some
time now. What is new and disturbing is the erosion of public
confidence in the social security program. I believe Congress must
act this year to restore that public confidence not only in the short
term, but the long-term future of the social security system.

§)]



2

Today, we will scrutinize the two major long-term proposals
before the Congress—raising the retirement age and reducing the
rate at which social security benefits replace preretirement wages.
Both are controversial. But, nonetheless, I think we have a respon-
sibility to examine these closely and to look further at the relation-
ship between changes in social security and the development of
private pension plans and other sources of retirement income. ,

Social security benefits, we all know, are an important source of
income to the retired elderly, but there are many other sources as
well. Social security benefits have never been intended, when the
law was enacted or since, to be completely adequate to support
retirement alone. The administration’s proposals to reduce the re-
placement ratio for social security future beneficiaries raises very
significant questions bout the appropriate role for the social secu-
rity program in relationship to other retirement income mecha-
nisms, specifically, private and public pensions and individual sav-
ings. _

The second major issue before us is the implication for retire-
ment income of continued low levels of labor force participation on
the part of people over age 55. Present evidence suggests that our
economy will need these older workers to remain productive longer
than has been the case for the current generation of retirees.

At issue here is not just the financial solvency of the social
security system, as important as that is. Premature retirement of
able workers puts a strain on all retirement programs, private or
public, which transfer income from younger workers to older retir-
ees and their dependents. Public policy must begin to develop now,
through social security and through other pension mechanisms, the
incentives for older workers to remain in the labor force.

In discussing the merits of promoting work and private sources
of retirement income, it is important that we remain extremely
sensitive to the needs of those who will not be able to work longer.
Whenever we speak of encouraging the average worker to work
longer, or expecting the average retiree to increase their depend-
ence on other sources of income, we must remember—not every-
body will be in a position to respond to incentives to save more or,
for that matter, to work longer.

The real issue before us is how to assure an adequate replace-
ment of preretirement income to the retiree from a combination of
public and private sources. If, in fact, it becomes necessary to
reduce the role of social security benefits in the provision of retire-
ment income, then there must be some assurance that adequate
opportunities for employment, and sufficient income from savings
and pension can fill the gap. ‘ '

This hearing, incidentally, may be the last opportunity the
Senate will have to carefully review and assess these issues in
hearings. I expect the testimony we will receive this afternoon to
add clarity to the choices before us and their implications for those
of us who will someday retire.

Let there be no mistake about it, I think this committee and the
Finance Committee, which may start marking up social security
legislation as early as this Friday, is bound and determined to see
the social security system remain a vital and important part of the
retirement income for older Americans. Those people who say that
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the social security system will be no longer for this world, will be,
in my judgment, proven totally wrong.
I yield to Senator Cohen.

STATEMENT BY SENATOR WILLIAM S. COHEN

Senator CoHEN. Thank you, Mr. Chairman. 1 have a prepared
statement that I would like to submit for the record and just oﬁ'er
perhaps a few observations.

Senator HEinz. Without objection, so ordered.

Senator CoHEN. I am familiar with the expression “Don’t just do
something, stand there,” and I think that is exactly where the
Congress finds itself today, because we cannot afford to temporize
_ this issue any longer. We cannot afford to defer the issue indefi-
nitely without deceiving the American public. Something has to be
done to make the social security system sound. I think it is impor-
tant that we do so in a forum like this where we can make the
decisions fairly and soundly without emotionalism.

I think we have to try and determine what factors must be taken
into account in’resolving the issue, what the demographic realities
are for today and the trends for tomorrow, and what action can be
taken to reassure the people of this country of the integrity of the
system. Equally important, we need to know what can be avoided
so we do not unnecessarily penalize anyone only to find out later
that we were erroneous.

So, Mr. Chairman, I commend you for the way you have conduct-
ed these hearings, not only conducted them, but continued with
them to see this through to the end for recommendations to come
out of the Finance Committee and other committees on the Hill.
With the help of these hearings, we can be in a better position to
try and make decisions based upon the best possible evidence with-
out resorting to either partisanship or polemics, but with the hard
realities that we face.

I want to commend you again for your effort. -

Senator HEINZ. I want to thank you.

I want to note one more time that I know of no member of the
committee that has been more actively involved in this extremely
hot, tough, controversial issue. Thanks to the attention of yourself
and Senators like you, the American people can be proud. We will
not duck any of these tough issues.

[The prepared statement of Senator Cohen follows:]

PREPARED STATEMENT OF SENATOR WiLLiAM S. COHEN

Mr. Chairman, considerable attention has been focused lately on the problems of
social security financing. With time running out on the old-age and survivors
disability (OASDI) fund, and a short-term deficit projected for as early as the end of
next year, the Congress will, for obvious reasons, move to solve the short-term
problems as soon as possible.

Solving the short-term problems, however, will not obviate the need to focus
attention on the basic problem we face down the road with social security financing.
How to keep the system solvent for younger members of the work force who will be
working and living longer and whose lifestyles will be dramatically affected by
factors over which they will have no control will be our concrern with the long-term
financing of social security.

Projections for the long-term social security needs will change constantly. We
know that there will be more and more people at the top getting money from a fund
supported by fewer and fewer workers at the bottom. Today, three workers support
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every social security beneficiary. According to a recent Joint Economic Committee
study, the ratio_of contributors to beneficiaries will be 2 to 1 by the year 2025.

Over the long term, according to the trustees of the social security system, the
deficit could balloon to as much as 14.2 percent of the taxable payroll from the
years 2030 through 2054. For the entire 75-year period covered by their projections,
the trust funds under the most pessimistic assumptions could average a substantial
deficit of 6 percent of taxable payroll.

How we in to address these problems, of course, will depend on a number of
factors. Will there be a substantial shift in fertility rates? Will a shift in the
participation by older people and younger women in the labor market make a
substantial difference in the number of workers who will be able to support the
fund? Will changes in our immigration policy have an effect on the system? Will
changes in private pensions influence retirement planning?

I commend Senator Heinz for discussing these issues. Only by sound planning and

rgistence in seekuﬁ the answers to these questions will we be able to plan for the

ture economic we! -being of our younger workers today, and avoid jeopardizing
one of the Nation’s most effective programs.

Senator HENz. Our first witness today will be Joseph M. Ander-
son. Will you please proceed, Mr. Anderson.

STATEMENT BY JOSEPH M. ANDERSON, PROJECT DIRECTOR,
ICF INC., WASHINGTON, D.C. -

Mr. ANDERsON. Thank you, Senator Heinz.

I am from ICF Inc. which is a public policy consulting firm in
Washington, D.C. Neither ICF or any of its clients should be held
responsible for the opinions or information that I offer today.

To provide background for the important hearings the committee
is holding today concerning the long-term social security finance
problem, I will review three of the very important long-term insti-
tutional and demographic factors that characterize the social secu-
rity finance problem and which must be taken into account in
considering any solutions to that problem.

My prepared statement ! elaborates on these three factors. It
also offers illustrative projections of some of the potential effects of
several alternative demographic and economic trends and alterna-
tive policies that have been considered to deal with the problem.

Three important aspects of the long-term social security picture
are: First, the development of alternative sources of retirement
income; second, changing trends in retirement years; and third, the
demographic changes that influence the dependency rate.

Two alternative sources of retirement income other than social
security have emerged since the 1950’s that play a big role and
must be considered in talking about the long-term social security
problem—first, employer-based pensions and, second, public pro-
grams other than social security.

Since the 1950’s, employer pensions have emerged as an impor-
tant component of the retirement income system. The number of
recipients of all employer pensions incre twelvefold during the
period 1950 to 1980, and the number of recipients of private pen-
sions increased seventeenfold. )

Specifically, in 1950, the beginning of a. decade when important
changes in the social security system were brought about, only
about 4 percent of the elderly population were receiving private
pensions, and about 4 percent were receiving pensions from a
former municipal, State or Federal Government employer.

1 See page 8.
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In 1980, about 40 percent of all households that have individuals
in the age bracket 65 to 69 were eligible for an employer—based
pension or had an individual retirement account, an IRA.

Based on current pension coverage and vesting requirements,
and projecting current trends, it is a reasonable guess that roughly
half of all households will have employer pensions during the
1990’s, and, by the second decade of the next. century, up to three-
quarters or more of such households will be eligible for employer-
based pensions.

These trends do not mean that employer pensions can or should
replace social security. A significant number of individuals and
households will not be covered by pensions and will not receive
benefits. Even among -pension beneficiaries, there will be many
who will receive small benefits.

Nonetheless, the importance of the employer-based pension
system should be considered in formulating social security policy.
First, while they cannot replace social security, private pensions
and md1v1dual arrangements do provide important opportunities
for many workers to augment their retirement income consider-
ably. Retirement income growth for many typical workers in the
future can come from employer pensions and does not require an
expansion of the social security system.

Second, changing the social security system will have important
effects on the employer pension system, which must be taken into
account. In particular, efforts to reduce social security benefits
either through reducing replacement rates or raising the retire-
ment age at which individuals qualify for unreduced social security
benefits, will increase pressure on private pension funds to raise or
restructure their benefits. This is a matter of public policy impor-
tance, in part because employer pensions receive tax preferences. If
employer pensions expand as a result of social security cutbacks,
some additional cost to the Treasury may arise.

The second important source of retirement income that has
emerged in the last three decades are Government programs other
than social security. Since 1965, several important sources of
income-in-kind for the elderly, especially the low-income elderly,
have been developed. The major programs are medicare, which is
virtually universal, and medicaid, subsidized housing, energy assist-
ance and food stamps, which are concentrated among the poor. The
supplemental security income program provides cash income. If the
Congress is concerned about protecting or improving the well-being
of elderly poor, then these programs should be the focus of atten-
tion.

The second major factor that should be considered in dehbera-
tions about financing social security is the change in retirement
ages and life expectancy and their effect on the years an individual
can expect to live in retirement. The average retiree can now
expect to enjoy more years in retirement than he or she could 30
years ago. In 1950, a man retiring at the minimum age for receipt
of social security, which was age 65, which was also the typical
retirement age, could expect to live an additional 13 years in
retirement. A woman retiring at 65, which was also the minimum
for women, could expect to have 15 years in retirement.
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In 1980, a man retiring at the now lower minimum social secu-
rity retirement age of 62, which has become the typical age of
retirement, could expect to have about 17 retirement years, an
increase of over 30 percent. The woman retiring at 62 could expect
22 years in retirement, an increase of almost 50 percent. ,

This major increase in retirement years is one source of the
financial pressures on the system. Life expectancy is expectedto
continue to increase in the future. Unless modified by policy
changes, the trends toward early retirement may also increase.

The employer-based pension system has contributed to the trend
toward early retirement. In 1950, retirement ages in most employ-
er-based systems were close to that of the social security system,
age 65. Since then, early retirement provisions of employer-based
plans have been greatly liberalized. The age of eligibility and years
of service required to receive full benefits have been reduced. More
and more commonly, benefits available at early retirement are
only partly reduced actuarially, and in many plans the full accrued
benefit is available at early retirement. . A

This increased availability of early retirement benefits has ac-
companied the decline in the average retirement age, and this
trend has somewhat exacerbated the financial problems of the
social security system. '

While the social security retirement benefit is actuarially not
sufficient to leave the financial condition of the system completely
unaffected by the age of retirement, for two reasons. First, the
actuarial reduction considers only benefits and ignores the poten-
tial earnings and payroll tax contributions of workers who do not
take early retirement benefits. The actuarial reduction is designed
so that the expected present discounted value at age 62 of the
worker’s retirement benefit is unchanged whether he retires at age
62, 63, 64, or 65. However, it ignores the fact that many individuals
who do not take early retirement benefits will continue working
and paying tax contributions. '

Second, although the actuarial reduction leaves the present
value of the stream of benefits unaffected by the date of retire-
ment, total benefits are initially increased by a shift toward earlier
retirement. Only after several years have passed would the total
benefit payments to a population whose members retire earlier be
equal to the payments to a population whose members retire later.
During years of transition toward earlier retirement, therefore,
benefits will be increased. ' :

The contribution of early retirement to the financial problems of
social security is small relative to the other causes. Nevertheless,
because of the tax preferences extended to employer pension pro-
grams, the Congress may be justified in examining whether or not
these programs contribute to the financial problems of the social
security system by promoting early retirement. .

The third important aspect of the long-term social security fi-
nancing problem is-the- future trend in dependency rates, which
reflect long-term demographic.change. The finances of the social
security system are highly sensitive to the size of the elderly popu-
lation relative to that of the working population. Since it is a pay-
as-you-go system, retirement benefits are paid from the taxes col-
lected from workers. The size of the retired population relative to
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the working population will begin to increase sharply around the
year 2015. Because of the fall in fertility rates that has occurred
since the mid-1960’s, the size of the working population will stop
growing at about the turn of the century, while the size of the
retired population will continue growing until about 2035.

These demographic trends are the source of the long-term finan-
cial problems facing social security. This can be illustrated by the
‘dependency ratio. The size of the elderly population relative to the
working age population will roughly double over the next 50 years
as the baby boom generation reaches retirement age. However,
because the youth dependency rate has fallen since the sixties and
is expected to continue to fall, the total dependency rate is not
expected to be as high in the next century as during the period
from 1960 to 1970.

The long-term social security financing problem, then, is a demo-
graphic problem—the potential rise in the size of the retired popu-
lation relative to the working population. Unlike the short-term
problem, it is not an economic problem. Faster economic growth
and higher wages and incomes will not take care of the problem,
although they may make it easier to find a solution. Voluntarily
reducing the trend toward early retirement, without changing the
provisions of the social security benefit formula, would also help
but would not solve the problem.

In brief, there is no way to maintain the benefit formula and the
replacement rates .implicit in .the current law, and to maintain
.current retirement ages, and to maintain the current social secu-
rity payroll tax rates after the baby boom cohorts begin to retire in
2015. Either taxes must increase significantly or other sources of
revenues must be found, or replacement rates must be reduced, or
the average retirement age must be increased, or some combina-
tion of the three.

Thank you.

[The -prepared statement of Mr. Anderson follows. Testlmony
resumes on page 40.



PREPARED STATEMENT OF JOSEPH M. ANDERSON

Social secﬁrity represents a complex, very long term set of commitments .
among individuals of different ages and different generations. Social
security is a_key element in the long range plans individuals make concerning
working, saving and retirement. The structure and characteristics of the
social security system provide one of the most imporﬁant characterizations of
how we as a national community manifest responsibility for the well-being of
our fellow citizens.

Because of the very long term nature of the system's commitments and
processes, it is affected profoundly by the inajor forces of economic growth
.and demographic change. For this reasor, social security policy must be
considered in a very broad and long term context. To provide background for
the Committee's consideration of changes in the social security system, this
statement briefly reviews the role of the social security system as part of
the U.S. retirement income system -over a one hundred year period, 1950-2050.
This period includes the working 'lives _of most éutrent sécial security
beneficiaries and the years of retirement of most current workers.

The statement has two parts. First, it provides an overview of the
retirement income system and its long range prospects. Second, it provides

tentative projections of the impacts on the system's finances of alternative
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graphic, ic, and policy changes in the future.

THE U.S. RETIREMENT INCOME SYSTEM AND ITS LONG RANGE PROSPECTS

The brief overview in this section first describes the main sources of
retirement income in the U.S., second examines trends in retirement ages and
the number of years spent in retirement and third, reviews past and projected

dependency rates.
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Sources and Levels of Retirement Income

Table 1 shows the number of beneficiaries of each of the major retirement
income brograms in the U.S.--the p;ivate pension system, the federal civilian
and military, state and local government retirement systems, the Supplemental
Security Income (SSI) program, ;nd the social security system. The social
security system is clearly the most important component of the retirement
income system. However, other components have grown rapidly and now provide
significant income to a large part of the retired population. The number of
private pension benefit recipients was only 14 percent of the number of 0ASI
beneficiaries in 1950 but was 28 percent in 1980.

Table 2 shows that social security pro;ided benefits to 93 percent of the
elderly population in 1980. Two thirds of the elderly population now receive
a retired worker benefit. Altogether over, 35 million people received OASDI
benefits in 1980.

In order to provide perspective on the recipient data in Table 1, Table 3
shows the ratios of the number of recipients of each program to the population
age 65 and over. Although each program has many recipients that are younger
than 65, the ratios‘shown,in Table 3 indicate trends in the relative
importance of each system. The growth of the private and the public employer
pension systems is notable. In the period 1967 to 1979,.the proportion of
households with individuals age 65-69 eligible for an employer pension benefit
roughly doubled, reaching 39 percent of the total. Increases in pension
coverage and vesting that have already occurred indicate that rapid growth in
the proportion of elderly individuals with employer pensions will continue in

the future. By the first decade of the next century, it is likely that 75 to
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TABLE 1

NUMBER OF PERSONS RECEIVING BENEFITS FROM
RETIREMENT INCOME PROGRAMS
(Millions of Persons)

Federal State and 01d Age Social
Private Civilian Local Assistance/ Security
Pensions Programs a/ Military Government SSI b/ Retirement
1950 0.5 0.2 0.1 0.3 2.8 3.5
1960 1.8 0.5 0.3 0.7 2.3 14.2
1970 4.8 1.0 0.8 1.3 2.1 23.6
1975 7.1 1.4 1.0 1.7 2.6 27.17
1979 8.7 1.6 1.2 2.3 2.0 30.4

a/ Federal Civil Service, Federal Reserve Board, Foreign Service, Tennessee
Valley Authority Retirement Programs.

b/ SSI benefits for the aged, 1975 and after. In addition, about .4 million
elderly individuals received SSI benefits for the blind and for the
disabled.

SOURCES: Social Security Administration, Social Security Bulletin, Annual
Statistical Supplement, American Council on Life Insurance, Pension
Facts, Defense Manpower Data Center, DOD Statistical Report on the
Military Retirement System.

A




TABLE 2

ELDERLY SOCIAL SECURITY RECIPIENTS AS A PROPORTION

OF THE ELDERLY POPULATION
{in thousands)

Retired Worker Secondary Total Population

<

Total Beneficiaries -

) Retired Worker Age 65 or Older as
Beneficiaries Beneficiaries Beneficiaries Aged 65 Beneficiaries as Percent of Population
65 or Older 65 or Older 65 or Older or Older Percent of Population Age 65 or Older

1950 1,771 . 828 2,599 o 12,397 14.3 21.0
1961 8,277 3,473 11,750 16,674 49.6 70.5
1970 12,124 4,868 - 16,992. 20,084 60.4 84.6
1977 15,941 5,783 21,724 23,514 . 67.8 92.4
1980 17,128 . 6,642 23,770 25,544 67.1 93.1

JE—— f
Sources: Social Security Bulletin, Annual Statistical Supplements: 1950
(Table 22), 1961 (Table 62), 1970 (Table 67), 1977-79 (Table 65).

194



1950

1960

1970

1975

1979

12

TABLE 3

RATIO OF RECIPIENTS OF RETIREMENT
BENEFITS TO POPULATION AGE 65 AND OVERE/

(Percent)

Federal, State, 0ASI

Private Local Government OAA and Total Beneficiaries
Pensions Civilian SSI Beneficiaries Age 65 and over

4 4 23 28 21

11 7 14 85 .71

24 11 10 117 85

32 14 12 124 91

35 16 8 123 93

and over.

a/ Total number of individual recipients divided by total population age 65
Recipients include individuals younger than age 65. The

figures understate the proportion of households and individuals benefiting
from pension systems by including in the denominator but not in the
numerator other members of the household of a pension benefit recipient
who may benefit from that pension even though they are not direct

recipients.

SOURCE: Calculated from Tables 1 and 2 and Census Bureau population estimates.
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80 percent of>the newly retiring population will have an employer pension.
This situation contrasts sharply to that of .the 1950s and 1960s when ma jor
expansion of the social security system and increases in benefits were
undertaken.

Table 4 shows the average income levels provided to beneficiaries of the
major retirement income programs. The increase in real social security
benéfit levels since 1950 is apparent. Real private pension benefits have

" remained roughly constant on average. Three offsetting factors have been at
work. First, the increase in real incomes over the period would tend to
increase pension benefits. However, expansion of the system has brought in
more middle and low income workers, so the average benefit has not increased
significantly. Finally, many workers have taken advantage of increasing
opportunities provided by employer pensions to retire early at reduced
benefits. In addition to these three factors, rapid inflation in the 1970s
may also have contributed to the eight percent decline in real avérage
benefits from 1970 to 1979.

In addition to employer based pensions, private savings and individual
pension plans (IRAs, Keoghs) provide a source of retirement income that may be
of increasing importance in the future. Recently enacted reductions in
personal income taxes, tax preferences for savings, and liberalized treatment
of individual retirement savings may shift workers' preferences toward
receiving more of their compensaéion in wage and salary income to permit
greater individual.saving, and less in fringe benefits and institutional

retirement saving such as employer pensions and social security.

88-594 0—82——2
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TABLE 4

AVERAGE INCOME LEVELS PROVIDED BY ALTERNATIVE
SOURCES OF INCOME FOR THE ELDERLYQ/

(1981 Dollars)

Social Federal State and Military -
Security Private Civilian Local Retirement
0ASI Pensions Retirement Retirement System
1100 3100 4100 4100 NA
2100 3000 4900 5800 8100
2300 3000 5400 5900 8400
2900 3700 6800 6600 8700
3800 3400 9800 5900 10100

Average benefit receipt of individuals receiving benefits.

SOURCES: American Council of Life Insurance, Pension Facts; Social Security
Administration, Social Security Bulletin Annual Statistical
Supplement, various years; ICF Incorporated, A Private Pension
Forecasting Model, 1979.




15
-8-

Employer pensions cannot replace social security. A significant number of
individuals and households will not receive pension benefits. Among those who
do receive employer pensoins, many benefits will be small. Nevertheless, the
importance of the employer-based pension system must be considered in making
social security policy from two respects. First, while it cannot replace
social security, employer pensions and individual arrangements do provide
opportunities for workers to augment their retirement income considerably.
Growth in retirement income for many typical workers in the future can come
through employer pensions and may not require expansion of social security.
Second, changing the social security system will have important impacts on
employer pensions. In particular, efforts to reduce social security benefits,
either through reducing replacement rates or through raising the age at which
individuals qualify for unreduced social security benefits, will put pressure
on the employer based pension system to raise or restructure benefits.

Because employer pensions receive tax preferences, if pension benefits expand
as a result of social security cutbacks, some additional costs to the Treasury
may arise.

Another major change affecting the well-being of the elderly since the
initial expansion of social security in the 1950s has been the establishment
of important in-kind benefits. Medicare and Medicaid were created in 1965.

In addition, low incéme elderly households benefit from subsidized housing,
food stamps, and energy assistance. These, plus cash assistance through $SI,
provide a significant income floor for the elderly. Table 5 shows the number

of participants and average benefit levels for these programs.
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TABLE 5

PUBLIC ASSISTANCE AND IN-KIND
BENEFIT PROGRAMS FOR THE ELDERLY, 1980

Elderly

Individuals Level of Average

Participating Benefits Benefits per

Programs (Millions) (Billions) Participant
Medicare 24.5 $28.3 $1,200
Medicaid 5.1 4.3 800
ssI 1.9 2.4 1,300
Subsidized Housing 1.3 1.6 1,200
Energy Assistance 1.9 .7 400
Food Stamps 1.0 .5 500

SOURCE: Participant estimates primarily from Thomas C. Borzilleri,

"In-Kind Benefit Programs and Retirement Income," working
paper prepared for the President's Commission on Pension

Policy (Washington, D.C., 1980).
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In summary, social security is one of many programs providing income for
the elderly. It is by far the most important and fills important needs that
none of the other programs can fill. At the same time, the existence of a
variety of other programs ptovidés an important income floor at the bottom of .
the income distrisution, and provides important opportunities for middle and
higher income individu&ls to accumulate additional retirement income if
desired. -

Retirement Ages and Years in Retirement

The number of years that the average American can expect to spend in
retirement has increased significantly since 1950, and is likely to continue
to increase. The increase stems from two factors, earlier retirement and
greéter life expectancy.

Earlier Retirement

Tables 6 and 7 show how labor force participation rates have fallen since
1950 and show projections of the trends into the future. The propottio; of
men age 55 to 64 in the labor force fell from 87 percent in 1950 to 72 percent
in 1980. The proportion of men age 65 and over in the labor force fell from
46 percent to 19 percent. If those participation rates had remained
unchanged--i.e., if the same proportion of men age 55 and over had been in the
labor force in 1980 as in 1950--an additional 4.2 million men would have been
in the labor force, increasing the male labor force by almost seven percent
and reducing the male retired population by 61 percent.

Female labor force participation rates for ages 55 to 64 increased from 27

‘percent in 1950 to 42 percent in 1980, adding about 1.7 million women to the

labor force. Labor force participation among women age 65 and over fell from
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TABLE 6

CIVILIAN LABOR FORCE PARTICIPATION RATES

Males Females

Year 55-64 65 and over - 55-64 65 and over
1950 87 46 27 10
1960 87 33 37 : 11
1970 . 83 27 . 43 10
-1980 - 72 19 ’ 42 8
1990 68 16 47 7
2000 59 14 47 . 5
2010 51 16 42 4
12040 42 15 37 4 -

SOURCE: Estimates for 1950-1980 from Bureau of Labor Statistics, Handbook of
Labor Statistics, December 1980. Estimates for 1990-2040 from ICF
Incorporated, A Macroeconomic-Demographic Model of the U.S.
Retirement Income System, final report to the National Institute on
Aging, September 1981. -
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TABLE 7

CIVILIAN LABOR FORCE PARTICIPATION RATES

55-58 59-61 62-64 65-67 68-71 72+

Males

1963 92 87 76 46 T30 19
1970 90 84 69 45 33 15
1980 84 75 54 30 23 12
1990 81 71 47 25 19 10
2000 - 71 58 35 25 15 10
2010 62 47 35 25 15 11
2040 - 48 40 35 25 15 11
Females .

°

1963 46 40 29 18 12 5
1970 50 43 32 19 13 5
1980 49 41 28 16 10 4
1990 54 53 33 17 10 4
2000 54 54 27 13 5 3
2010 52 47 22 10 5 2
2040 48 40 .15 10 5 2

SOURCE: Estimates for 1963-1980 from unpublished BLS data. Estimates for
1990-2040 from ICF Incorporated, A Macroeconomic-Demographic Model
of the U.S. Retirement Income System, final report to the National
Institute on Aging, September 1981.
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9.7 to 8.1 percent, reducing the female labor force by about 0.2 million.
Trends in female labor force participation, therefore, slightly offset the
effects of earlier retirement of men.

If present trends continue, only about half the male population and about
40 percent of the female population aged 55-64 may be in the laboF force after
2010. About 15 percent of the male population and less than five percent of
the female population over age 65 may be working.

Life Expectancy

The average number of years that individuals live after age 65 has
increased significantly since 1950. Table 8 shows that in 1950, at age 65 the
average male could expect to live an additional 12.7 years, and the average
female could expect 15.0 additional y;ars of life. 1In 1980, life expectancy
for males at age 65 was 14.3 years, an increase over 1950 of almost 13
percent. Life expectancy for females was 18.7 years, an increase of 25
percent. The Social Security Actuary's mid-range projection assumes that in
the year 2010 life expectancy at age 65 for males will be 16.1 years (up
another 13 percent) and for females 21.6 years (up 16 petcen?).'

Years in Retirement

The combination of earlier retirement and longer average lives have
significantly increased the average number of years an individual can expect
to live in retirement} Until 1956 for women and until 1961 for men, the
earliest that one could receive a social security retirement benefit was age
65. In 1977 over one quarter of new male retirement benefits were awarded to
men age 62. Forty-two percent of the newly awarded female retirement benefits

went to women age 62. Two-thirds of all awards to retired workers in
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TABLE 8

PAST AND PROJECTED LIFE EXPECTANCIES
AT BIRTH AND AT AGE 65, BY SEX

Male Female
At Birth At Age 65 At Birth At Age 65
1950 65.5 12.7 71.0 15.0
1960 66.8 13.0 73.2 15.8
- 1970 67.0 13.0 74.6 16.8
1980 69.8. 14.3 77.7 18;7
1990 71.9 15.3 80.0 20.3
2000 72.9 15.8 81.1 . 21.1
2010 73.4 16.1 81.6 21.6
2040 74.6 17.0 83.1 22.8

SOURCE: U.S. Social Security Administration, Office of the Actuary, "Social
- Security Area Population Projections, 1981", Actuarial Study No. 85.
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1977 were reduced for early retirement. A male worker who retired at the
minimum age of 62 in 1980 could expect to live about 17 years in retirement,
compared to the 13 years that a male retiring at the minimum age of 65 in 1950
could expect, an increase of 30 percent. A female retiring at age 62 in 1980
could expect to have almost 22 retirement years, compared to the 15 years life
expectation of a female retiring at age 65 in 1950, an increase of almost half.
Dependency Ratios )

A dependency ratio is a rough measure of the number of members of the
non-working population being supported by each member of the working age
populatién. It is a ratio of the population of an age group or groups, most
of whose members are not expected to be in the labor force, to that of an age
group that provides most of the labor force. The boundaries of those age
groups are somewhat arbitrary. Table 9 shows two measures of the elderly
dependency ratio--the ratio of the population age 62 and over to the
population age 20 to 61, and the population age 65 and over to the population
age 20 to 64. Each ratio is shown for each of two population projections--one
assuming a return to a replacement level fertility rate, 2.1, and one assuming
that the fertility rate falls to 1.7.

For both elderly dependency measures and both population projections, the
elderly dependency ratio rises slowly during the 1980s, is relatively level
from 1990 to 2010, then rises sharply over the next two decades as the
baby-boom cohorts rea;h retirement age. The ratio is higher for the low
fertility cases (Series III), passing .5 for that projection by 2050 if the
elderly population is defined to be 62 and oldef, meaning that there wouldvbe

fewer than two members of the working age population for each member of the
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TABLE 9

DEPENDENCY RATIOS

Elderly Youth Total
Population Population Population Population
62+ 65+ 0-19 0-19 and 65+
Population Population Population Population
20-61 20-64 20-64 20-64

II 111 II III I Ir II III
1950 .19 .19 .14 .14 .59 .59 .73 .73
1960 .23 .23 .18 .18 .74 .74 .91 .91
1970 .24 .24 .19 .19 .72 .72 .90 .90
1980 .25 .25 .20 .20 .56 .56 .75 .75
1990 .27 .27 .21 .21 .51 46 .72 .67
2000 .26 .26 .21 .21 .50 42 .71 .63
2010 .28 .29 .21 .22 .46 .37 .67 .59
2020 .36 .39 .27 .29 .48 .37 .75 .67
2030 .41 .48 .33 .38 .49 .38 .82 ) .77
2040 - .39 .49 .32 .40 .48 .38 .80 .77
2050 .40 .51 .32 .40 .49 .38 .80 .78

Population projection based on U.S. Census Bureau Series II assumptions
(ultimate cohort completed fertility = 2.1).

Population projection based on U.S. Census Bureau Series III assumptions
(ultimate completed cohort fertility = 1.7).
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retired population. -(Projections done by the Social Security Administration
Office of the Actuary, which assume a more rapid decline in mortaliﬁy than
these do, show even higher dependency ratios.)

The elderly dependency ratio rises because the fall in fertility means
that fewer young people will enter the labor force relative to the number
reaching retirement age. However, that fall in fertility reduces the youth
dependency ratio, as shown in the third pair of columns in Table 9. The fall
in the youth dependency ratio offsets, somewﬁat, the rise in the elderly
dependency ratio, so that the total dependency ratio (the fourth pair of
columns in Table 9) is relatively stable. It falls from the high levels
reached when the baby boom cohorts were young, reaches a minimum around 2010,
then rises as the baby boom cohorts reach retirement age. The total
dependency ratio is not expected to reach again the levels of the 1960s.

The notable feature is the shift of the dependent population from youth to
old age, rather than a major increase in the total dependency ratio. That
shift has "important implications for the fiscal composition of public
spending. If programs supporting the aged continue to be concentrated at the
federal level, as they currently are, the shift in the composition of the
dependent population may require a shift in resources toward the federal level
away from state and local governments.

Table 10 shows an alternative measure of the dependent population--the
ratio of the population age 16 and older, not in the labor force, to the
population of those ages that are in the labor force. Historical data are
compared to projections based on a model of the U.S. labor market developed at

ICF. The ratio has fallen steadily since 1950, a reflection of the sharp



-18-~

TABLE 10
LABOR FORCE DEPENDENCY RATE
Ratio of the Population Not in the Labor Force, Age 16 and Over,

to the Population in the Labor Force, Age 16 and Over,
Selected Years 1950-2050

Year II I
1950 .67
1960 .66
1970 .63
1980 .60
1990 .54 .53
2000 .47 .48
2010 .51 .55
2020 .60 - .67
2030 .66 .75
2040 .68 .80

2050 .72 .84
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increase in the labor force participation of women over the past three
decades. This indicates that each person actually in the labor force is
supporting fewer non-members of the labor force.

The ratio is projected to continue to fall until the year 2000, even
though] as noted above, labor force participétion éf men over age 55 is
expected to continue toldecrease in.the future. The ratio theﬁ beéins to
rise. In the year 2040, however, in the mid-range (Series II) population
projection, it is about the same as in 1950. In the low fertility projection
(Series III) the labor force dependency rate is about 12 percent greater in
2030 than in 1950, and in 2050 it;is about 25 percent greater. A key point of
Table 10 is that, even with declining male labor férce participatioﬁ rates and
an increase in the retirement age population, the increase in female
participation rates is expected to be sufficient that the ratio of the

population over age 16 not in the labor force, including those retired, to the
labor force, does not become excessive even during the years of retirement of
the baby boom cohorts.

Table 11 shows the changing aged dependency ratio from a different
perspective. It shows how the lower age boundary of the elderly population
would have to change to maintain & constant dependency ratio in the future
equal to its value in 1980. It shows, for each year, the age for which the
ratio of the population of that age and older to the population younger than
that age, and- older than age 21, is equal to the ratio of the population age
65 and older to the population age 21 to 64 in 1980. The figures in Table 11

can be thought of as retirement ages that maintain a constant dependency
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TABLE 11

RETIREMENT AGES NECESSARY TO MAINTAIN
1980 AGED DEPENDENCY RATIO

Series I1 Series III
1980 65.0 65.0
1990 65.7 65.7
2000 65.7 65.8
2010 65.7 66.1
2020 68.0 68.7
2030 70.5 71.6
2040 71.2 71.3

2050 70.2 73.2
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ratio. They are {elatively level from 1980 until 2010. At that time the
boundary age must increase sharply if the dependency ratio is to remain
unchanged.

The data of Table 11 should be interpreted with caution. One
consideration that they do suggest is that if raising the retirement age is to
be proposed as a solution to the long term financing problems of the social
security system, the need to do so because of dependency ratio pressures does
not arise until after 2010.

IMPLICATIONS OF ALTERNATIVE DEMOGRAPHIC, ECONOMIC AND POLICY CHANGES FOR THE
FINANCING OF SOCIAL SECURITY

This section assesses the impacts of several alternative future
developments on the financia% status of the OASDI system. Quantitative
estimates of the effects of several potential changes are presented in the
following tables.

These estimates were developed by simulating the behavior of the economy
and the social security system using a large scale computer model developed
under the auspices of the National Institute on Aging. The NIA model was
developed to examine the impacts of demographic and economic change on the
retirement income system. It is a long term forecasting model that includes
representations of the process of economic growth, the labor market, and the
major components of the retirement income system.

The tentative estimates presented below illustrate the directions and
general magnitudes of the effects of several potential future changes on the
financial balance of social security, but they are not intended to be precise
estimates. Many assumptions lie behind each estimate. Under different sets

of assumptions, the estimates would differ. Nevertheless, the general
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directions and levels indicated by the estimates provide useful guidelines to
the future prospects of the system. . ~

The estimates provided below are all in terms of changes in the difference
between tax collections and benefit payments, stated as a percentage of the
taxable earnings base. The estimated future annual deficits or surpluses of
the OASDI system are usually reported in this form by the SSA Office of the
Actuary. This measure avoids problems of using dollar values of changing
purchasing power and provides a perspective on the size-of the surplus or
deficit.

To provide a point of reference for the tables that follow, Table 12 shows
the estimates of past and projected OASDI expenditures, and the scheduled tax
rate, from the 1981 OASDI Trustees Report. These are all stated as a percent
of taxable payroll. The difference between taxes and expenditures shows the
surplus or deficit, also stated as a percent of taxable payroll.

Demographic Changes

The finances of the social security system in the long term are vefy
sensitive fo the age structure of the population. The age structure is
détermined primarily by changes in the fertility rate. The rapid rise in
fertility following the end of World War II until the end of the 1950s
generated the large cohorts of the baby boom. The sharp fall in fertility in
the late 1960s, continuing through thg 1970s, means that the labor force th;t
must support the baby boom retirees will be relatively small. This
demographic configuration is at the heart of the long term social security
financing problem. A smaller labor force can support a larger retired

population only by transferring greater resources per worker, i.e., paying a

88-594 0—82——3
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TABLE 12

PAST AND PROJECTED OASDI EXPENDITURES AS PERCENT
OF TAXABLE PAYROLL AND COMPARISON WITH SCHEDULED TAX RATESE/

Year Expenditures Taxes Balance
1950 1.17 3.00 +1.83
1960 5.89 6.00 +0.11
1970 8.12 8.40 +0.28
1980 10.77 10.16 -0.61
1985 11.63 11.40 -0.23
1990 11.86 12.40 +0.54
2000 11.19 12.40 +1.21
2010 11.62 12.40 +0.78
2020 14.43 12.40 -2.03
2030 16.79 12.40 -4.39
2040 16.82 12.40 -4.42
2050 16.74 12.40 -4.34

a/ Projections are from the 1981 Annual Report of the Board of Trustees of
the Federal 0ld-Age and Survivors Insurance and Disability Insurance Trust
" Funds. They correspond to Series IIB, the pessimistic mid-range
projection. .
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higher payroll tax, or by reducing the average benefits provided to each
retiree.

Fertility rates will continue to affect profoundly the OASDI system in the
future. The effects of alternative paths for fertility in the future are
illustrated in Table 13. The estimates in the second column indicate that a
sharp increase in births, by providing additional workers in the future and
increasing tﬁe tax base, will reduce the costs of providing retirement
benefits relative to the taxes available to pay them, and will reduce the
deficit. It would be necessary for fertility to remain at the high level
shown in Table 13, however, to maintain the smaller deficit or larger
surplus. As long as the population continues growing, the labor force is
lérger than the retired population And the ratio of benefit costs to the tax
base is correspondingly smaller. However, population growth cannot continue
indefinitely.

The first column of Table 13 shows estimates of the effect on the deficit
if fertility falls to 1.7 and remains there. The working population is
correspondingly smaller, reiﬁtive to the retired population, and, at ﬁnchanged
average benefit levels ana tax rates, the deficit would be larger.

Economic Changes

Table 14 shows the effects of changes in productivity on the finances of
OASDI. Higher productivity raises real wages and hence increases the tax
base. It also increases the level of retirement benefits, since they are
determined by earnings levels. However, the increase in benefits lags the
increase in taxes, so the &eficit is reduced .(or surplus increased). Lower

productivity.growth has the opposite effect, increasing the deficit.
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TABLE 13 —
IMPACT OF ALTERNATIVE FUTURE FERTILITY RATES
ON THE ANNUAL OASDI BALANCE
(Relative to a Base Case Assuming Fertility of 2.1)

Lower Fertility Higher Fertility

Year Rate (1.7) Rate (2.7)
1990 0 0
2000 -0.1 0

2010 -0.4 +0.4
2020 -0.9 +1.0
2030 -1.5 +1.5
2040 -1.8 +1.7
2050 -1.9 +1.6

Figures in this and the following tables show the estimated impact on the
difference between tax collections and benefit payments, stated as a
percentage of the taxable wage base. Hence, a positive number indicates an
increase in tax collections and/or a reduction in benefit payments, i.e., a
reduction in the deficit or an increase in the surplus in the given year.
These figures can be compared to the balance column in Table 12. The base
case to which these figures are being compared is similar to the Series IIB
projections in the OASDI Trustees Report.
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TABLE 14

IMPACT OF ALTERNATIVE CHANGES IN PRODUCTIVITY
GROWTH ON THE ANNUAL OASDI BALANCE

25% Lower 25% Higher
Year Productivity Growth a/ Productivity Growth b/
1990 -0.5 +1.0
2000 . -0.5 +1.0
2010 -0.5 +1.3
2020 -0.5 +2.0
2030 -0.6 +2.1
2040 -0.5 +2.2
2050 -0.5 +2.4

a8/ Exogenous rate of technical change specified to increase

percent less than in the base case.

Exogenous rate of technical change specified to increase
percent greater than in the base case.

at a rate 25

at a rate 25
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Table 15 illustrates the effects of another type of economic change on the
system--one perhaps amenable to policy. Social security taxes are levied on
wages and salaries. Because wages and salaries as a share of total
compensation have steadily fallen over the long term, the OASDI tax base
relative to total compensation has fallen. We conducted an experiment to
assess the importance of this long term trend. Instead of permitting the
ratio of wages and salaries to fall, as it has historically and would in the
model without constraint, we held it constant at its estimated 1980 level.
The simulation results indicate that over the long term the increased growth
of wages and salaries that would result increases the balance as much as 0.4
percent of taxable payroll after 2030. Policy measures that discourage the
growth of the share of fringe benefits in total compensation, perhaps through
changed tax treatment, may have this effect.

Policy Changes

Under a wide variety of demographic and economic conditions, including
most that appear to be reasonable, with currently scheduled tax rates and
benefit provisions, the OASDI system will experience large deficits beginning
about 2015 and continuing for the next forty or more years. Many policy and
program changes have been proposed to deal with the projected long term
deficit.

There are three basic approaches: (1) raise taxes or use other revenue
sources; (2) reduce benefit levels; (3) raise the age of retirement without
changing benefit levels (which, actuarially, reduces benefits). To remove the
projected deficits the combined employer-employee payroll tax rate could be

raised by the amount of the deficit expressed as a percent of the tax base.
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TABLE 15

IMPACT ON PROJECTED ANNUAL OASDI
BALANCE IF WAGES AND SALARIES'
SHARE OF COMPENSATION REMAINS CONSTANT,
VS. PROJECTED DOWNWARD TREND a/

Change in Trust

Year Fund Balance
1990 o400
2000 +0.1

’ 2010 +0.2
2020 +0.3
2030 +0.4
2040 +0.4
2050 +0.4

a In the base case projections, wages and salaries as a share of total

compensation fall from 84.1 percent in 1980 to 73.4 percent in 2055. In
the alternative projection reported in this table, the percentage was held
constant at 84.1.
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That might require a combined employer-employee tax rate during the years
after 2030 as high as 17 to 28 percent of payroll. If those taxes had:
dampening effects on economic activity and labor input, even they might not be
sufficient. While social insurance levies of that level are not uncommon
abroad, currently in the U.S. alternatives to raising taxes are being sought.

There are two alternatives--reducing replacement rates or raising the age
of retirement. Advocates of raising the retirement age note the increasing
life expectancy of the elderly and the trend since 1950 toward earlier
retirement that were reviewed above. An increase in the average age of
retirement of three years in the year 2000 would still leave the average
individual retiring more retirement years than he or she would have had in
1950. Critics of proposals to raise the retirement age question why most of
the gains in length of life should be spent working when a considerable part
of the population seems to prefer retirement.

A variety of proposals have been advocated to reduce the income
replacement rate. Before examining those, it is useful to note that changing
future replacement rates may reduce benefit levels relative to what they might
be in the future under current law, but need not reduce them absolutely from
current levels. A rising level of income per capita makes possible rising
retirement benefits. The issue concerns how fast benefit levels should rise
during a period when changes in the demographic structure raise the burden of
providing those benefits. ‘

Three measures to reduce replacement rates have been proposed: (1) index
the "bend points" in the benefit formula by only 50 percent of the change in
average wages during the 1982-1987 period (the Administration's May 1981

proposal); (2) index benefit formula bend points by prices instead of wages;
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(3) index workers' earnings by prices rather than average wages in the
calculation of average indexed monthly earnings (AIME). To illustrate the
potential effects of these proposals we simﬁlated each of them under a set of
mid-range economic and demographic assumptions (similar to the OASDI Trustees
Report Series II-B). The results appear in Table 16.

It is worth repeating here that these results are illustrative only. They
are sensitive to the assumptions used. One comparison illustrates this
sensitivity. The simulations suggest that indexing bend points to prices
rather than wages reduces the deficit considerably more than indexing the AIME
to prices. This results in part from the relatively high rate of growth of
real wages in this particular simulation. Indexing the bend points by price
means that the progressivity of the benefit formula applies to real wage
growth over time. This reduces real benefits and replacement rates. A
relatively high growth of real wages enhances the effects of the progressive
benefit formula.

Table 17 reports results of simulations of the effects of raising the
retirement age by three years, over the period 1990-2002, assuming that all
workers do, in fact, stay in the labor force for an additional three years in
response to the policy change. This is clearly an extreme and unrealistic
assumption. The additional labor input increases output and tax collections
and, in this extreme case, goes far to close the projected deficit.

These projections illustrate the range of potential effects of alternative
policies. However, Fhey should not be treated as predictions of the effects
of those policies. Specific measures should be carefully specified and

analyzed under a variety of assumptions before conclusions are drawn.
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TABLE 16

IMPACT ON ANNUAL OASDI BALANCE OF
ALTERNATIVE BENEFIT REDUCTION PROPOSALS

Index PIA Bend Points to Index PIA Bend Index AIME
Only 50 Percent of Average Points to Prices to Prices -
Wage Change 1982-1987 Rather Than Rather Than
(Administration Proposal) a/ Average Wages Average Wages
1985 +0.1 _ +0.1 +0.1
1990 +0.2 +0.2 +0.3
1995 ' +0.3 +0.4 +0.6
2000 +p.b ) +0.6 +0.7
2010 +0.6 +1.0 +0.9
2020 +0.8 +1.5 +1.0
2030 +0.8 +1.6 +0.9
2040 +0.7 . +1.7 +0.8
2050 +0.7 +2.0 ' +0.9

a/ Assumes Administration projections of inflation as follows:

1981 11.1%
1982 9.4%
1983 9.0%
1984 8.2%
1985 7.4%
1986 7.4%
1987 7.4%
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TABLE 17

IMPACT ON ANNUAL OASDI BALANCE OF
INCREASING ACTUAL RETIREMENT AGE THREE YEARSQ/

Change New Balance
1990 +0.1 0.6
2000 +1.9 3.1
2010 +4.2 5.0
2020 +4.4 2.4
2030 +4.3 -0.1
2040 +4.2 -0.2
2050 +4.1 -0.2

a/ Assumptions: Workers qualify for unreduced retirement benefits at age
68, and for actuarially reduced benefits at age 65. Corresponding changes
in ERISA and public employee pension plan benefit provisions. All workers
delay retirement for three years. Phased in from 1990 through 2002.
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Senator HEiNz. Thank you, Mr. Anderson. I think you have quite
successfully laid out the options which you quite correctly state are
because of demographic factors. We do not know for certain wheth-
er the demographic patterns that we forecast today are going to
take place, but they are our best guess, and as such we would be
well advised not to ignore them and take at least a significant
amount of proper heed of what they portend. E

It is my feeling that it would be a mistake for the Congress to
simply decide that whatever it is we do today we have to make the
social security system totally sound through the year 2055 for the
simple reason that if a favorable trend came along, we would have
overreacted and possibly in the process have caused a number of
people hardship or to be concerned unnecessarily.

By the same token, for us to ignore these trends and not take
any action, to solve at least a significant part of that projected
problem, would be, in my judgment, equally shortsighted and dan-
gerous. The longer we put off facing this problem, the worse it is
going to be for the people who have to bear the brunt of the
solution. And there is no doubt that the solution must come, as you
say, through higher taxes, lower replacement rates, higher retire-
ment age, or some combination of them.

In your prepared statement, you have several tables. Just so I
am clear, are the numbers in those tables the same numbers that
people use when they project the long-term deficits in the social
security system? Are these the ones the trustees use?

Mr. ANDERSON. Most of the tables are based on the assumptions
behind the trustee’s series II-B, which is illustrated on the chart
on the left. It is referred to as the pessimistic midrange projection.
The demographic assumptions in that projection are considered to
be the “best guess” and the assumptions about the future course of
the economy are considered to be prudent. That projection is not
unusually optimistic or pessimistic. The demographic assumptions

- are consistent with the Census Bureau midrange population as-
sumptions. Those were the the ones I used in my tables.

The deficit numbers that correspond to the chart on the left
appear in table 12 of my prepared statement. Projected expendi-
tures expressed as a proportion the expected tax base are compared
to the currently scheduled tax rates. When you subtract the tax
rates from expenditures expressed as a proportion of the tax base,
you can state the future surplus or deficit as a proportion of that
tax base.

Senator CoHEN. Does that include the indexing provision that
was passed by Congress?

Mr. ANDERSON. Yes.

Senator CoHEN. You have factored that in long-range projections,
in other words, you have in fact indexed inflation?

Mr. AnpErsoN. That is right. Specifically, benefits, after they are
awarded, are indexed to the Consumer Price Index. The earnings of
a worker, that are used to calculate what his retirement benefits
will be, are indexed to the average earnings of all workers in each
year. Those are the assumptions we used.

Senator HEINz. And how much divergence is assumed in the
projections between increases in workers' earnings and the Con-
sumer Price Index?
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Mr. ANDERSON. The trustees’ II-B midrange projection assumes a
difference of 1.5 percent a year, beginning about 1990. Wages in-
crease 1.5 percent a year faster than prices. That is the growth in

real wages,

Senator HeiNz. And what growth rate in productivity, output per
man-hours, does that imply?

Mr. ANDERSON. The growth rate in labor force productivity will
have to be slightly larger, because in the trustees’ projections and
in our base case projections, we assume a continuation of the trend
of wages and salaries becoming an increasingly smaller share of
total compensation. Total compensation per hour rises at the rate
of growth of labor force productivity, which in our projections is
about 2 percent per year. Because wages and salaries are a contin-
ually smaller share of total compensation, wages and salaries then
grow slightly less than labor force productivity.

Senator HeiNz. Let me ask one more question. My time has
expired.

In 1950, males 65-and over had a 46-percent participation rate.
Today, that rate is down around 19 percent. Do you have some idea
of the extent to which these forecasts are sensitive to changes in
male labor force participation, assuming that there was no change
for the sake of argument in female participation, in spite of the
fact that a majority of those over 65 are female? What would be
the effect on the projected deficits if the labor force participation
rates for older men were returned to something like the 1950 level?

Mr. ANDERSON. If male labor force participation rates in 1980
were the same as they were in 1950, the number of retired male
workers would be reduced by about 60 percent.

Senator HeiNz. What would be the magnitude of the effect on
the long-term social security financing problem that starts hitting
in 2020, 2025, and on out? '

Mr. ANDERSON. On the social security deficit?

Senator HEINZ. Yes.

Mr. ANDERSON. The effect may be significant. However, it would
be mitigated because the social security benefit is actuarially re-
duced for early retirement. As I tried to explain in my opening
remarks, that reduction is designed to make the age of retirement
between age 62 and 65 neutral in terms of the cost to the system of
providing benefits. However, there would be some effect because
the actuarial reduction ignores the fact that many individuals, if
they do not take early retirement, will stay in the labor force and
continue working and pay social security taxes which help pay for
the benefits of others.

Senator CoHEN. The upshot is either increase taxes or reduce
benefits. Is that it?

Mr. ANDERSON. That is correct. :

Senator CoHEN. So we cannot have a tax cut, a budget reduction,
a Defense increase, and still have it all work out.

Mr. ANDERSON. It is my feeling that that type of economics will
not be very successful when applied to social security.

I might say that as far as I can see, in surveying the system,
there are not any policies other than a benefit reduction or a tax
increase that would generate offsetting effects that would take care
of the deficit by themselves.
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Senator CoHEN. Let me ask you, in trying to project the needs
into the 21st century and what the demographics will reveal, are
you assuming a static quality of life? For example, what if fertility
rates change? What if environmental standards are reduced?
Would that have a concomitant effect on life expectancy? In other
words, if you do not maintain the same kind of cleanup of toxic
wastes, if you reduce levels of emission for coal, for example, if you
have more acid rain coming down in Maine and parts of Canada,
would that alter in any way, number one, the life expectancy at
one end of the spectrum? Or even add—I hope I am not prophet-
ic—but add a war in the middle of that equation and that throws
all the projections off, does it not?

Mr. ANDERSON. A war? Yes.

Senator CoHEN. War plus rates of fertility, plus environmental
standards, would all alter these conclusions based upon this?

Mr. ANDERSON. That is correct.

Senator HeiNz. We wanted to ?oint out that this is neither
Senator Cohen’s nor the Republican’s platform.

Senator CoHEN. What I am trying to get at is this: In my person-
al judgment, and this is just a personal judgment not a political
one, the administration has overreacted to Wall Street’s failure—as
if Wall Street can in fact reduce interest rates as an institution—
which I doubt. But it has overacted to Wall Street’s failure to come
down on interest rates. There is suddenly a new reaction or an
overreaction, that we have to cut the budget, cut taxes, and still
interest rates are not falling, therefore let us accept another $70
billion deficit or whatever it may be. We start to make changes and
cut back in response to Wall Street’s failure to drop interest rates.

Now if you take the same sort of situation, we might be overre-
acting in some instances to the current projections on certain
economic data or demographic data. We might recommend some
actions in this Congress which may be too severe.

Is that a problem?

Mr. ANDERSON. I think that is probably not the way I would
characterize the problem. In our projections, we use a variety of
assumptions about what will happen to future demographics and
the future of the economy, to those aspects essentially beyond the
control of social security policy, for example, productivity growth
and real wage change. For a wide range of assumptions about
fertility rates and mortality rates and rates of productivity growth,
there remains a social security financing problem. Under an opti-
mistic set of assumptions, the problem is much smaller. As you can
see from the bottom line on the chart on the left, which never
actually goes above the deficit line—with very optimistic assump-
tions, you can make the problem go away. But I think most observ-
ers would agree that it is not prudent to make policy based on the
possibility that all of those optimistic things happen. In particular,
I think there is one inherent contradiction to one of the very
optimistic assumptions that the trustees use. That is with respect
to fertility rates. The current optimistic set of assumptions assumes
that the fertility rate.returns to the level of 2.4. With a fertility
rate of 2.4, there is a substantial amount of population growth
continuing over the long-term future. But population growth at a
significant positive level cannot be sustained forever. More rapid
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population growth does not solve the social security financing prob-
lem. It only puts it off for another 50 years.

Senator COHEN. A lot is subject to change. For example, we have
gone through a phase in our higtory in which we have entertained
very seriously zero population growth, trying to limit birth rates
rather than increase them. That emphasis could very well change.
We will have a major debate dealing with the right to life. You
may very well have a different change in perception, attitude,
value. You could have a change in the next decade or so, or two
decades from now, in terms of our attitude about death and abor-
tion, as opposed to curtailment. That would change the situation,
too, would it not? .

Mr. ANDERSON. That is certainly possible.

Senator CoHEN. Has that been considered?

Mr. ANDERSON. Yes; at the end of my prepared statement, I
present several tables of simulations of the future -of the social
security system that we have performed taking into account a
variety of different assumptions, including a fall in fertility and a
rise in fertility, a fall in labor force productivity and a rise in labor
force productivity, and a variety of policies to deal with the long-
term financing problem. Table 13, on page 24, presents a simula-
tion based on the assumption that the fertility rate falls to 1.7, and
another simulation based on the assumption that it rises to 2.7. 2.7
is just about the highest fertility assumption that anybody would
entertain, and I think most people think that is exceedingly unlike-
ly. The numbers in table 13 indicate the change in the size of the
deficit as a percent of the taxable wage base. The deficit after
about 2030, based on the midrange projection, is about 4.4 percent
of the tax base. The very high fertility assumption of 2.7 will take
care of only 1.5 percentage points, or about a third of the deficit.

We also simulated faster growth in productivity. Higher produc-
tivity growth is quite helpful, but even a growth rate of productiv-
ity that is considerably higher than the already relatively high rate
that is built into our model, takes care of only about half the long-
term deficit. We feel these are about the extremes of the assump-
tions on the optimistic side.

Senator CoHEN. What do you do about taking into account—if
you increase productivity but actually reduce manpower—in other
words, the emphasis is placed upon machinery and equipment and
technological innovation and fewer people contributing to work,
how does that change?

Mr. ANDERSON. The type of productivity we are focusing on is
labor force productivity, which is defined as output per man-hour
of input. It may be that fewer man-hours have to be input or that
fewer individuals are working. But those working will be earning
higher incomes or higher wages, which will determine higher social
security benefits for them.

An important trend that I think we should not ignore has not
been in the direction of a general reduction of labor input on the
part of the population. We are well aware of the falling participa-
tion rates of older men, but we should be equally aware of the very
rapid increases of participation rates of women of all ages.

In the future, however, because of demographics, because of the
sharp fall in fertility rates beginning in the late 1960’s and con-
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tinuing to the present, the United States will experience a phenom-
enon that is very new for us, that has never occurred before in this
country. Around the turn of the century to 2010, there will be a
cessation of growth in the labor force. The actual amount of labor
input, for the first time in our history, will reach a plateau, at
which it will remain for 30 or 40 years, and then it may taper off.
There will be a different economic environment than we have
experienced. One thing we should expect to see when that happens
is an increase in labor force productivity and real wages as labor
becomes relatively scarce compared to capital and other inputs
because labor input will have dropped.

Senator HEinz. Senator Chiles.

Senator CHILES. I have an opening statement.

Senator HEINzZ. Please proceed.

STATEMENT BY SENATOR LAWTON CHILES

Senator CHILES. This meeting may well be the last opportunity
Congress has to take public testimony before the administration’s
social security reform measures are considered by other commit-
tees and by the Congress as a whole. It comes just before the
Finance Committee begins its consideration of the President’s pro-
po?ials—and in the middle of talk of new social security cuts in the
budget.

I, and many of my colleaques, have taken the position that the
administration’s proposals for social security cuts were much more
than necessary. _

Unlike some, however, I do believe that the long-term funding
problems of social security should be addressed now—not just the
short-term problem which we will face in a very short time. The
long-term problem is a much more serious one, and more difficult
to solve. That is what this hearing is about today, and I expect that
many of our witnesses will agree.

I also have a clear preference for the way we should address the
long-term problem. In the bill I introduced early this year, S. 484, 1
have proposed to remedy the long-term social security funding gap
by gradually raising the retirement age for full benefits, beginning
in the next century.

Any option Congress selects to address this problem will be pain-
ful. All of the choices are hard ones. But I believe this is the least
painful. It allows everyone concerned adequate time to plan for a
change—future retirees and their employers. If adjustments have
to be made in private pension plans, there will be time. Patterns of
employment for older workers must be changed, and more options
must be made available for older workers, whether or not we make
changes in social security.

The other major option Congress has before it now—to reduce
monthly benefits received by all social security beneficiaries—is
not one that I consider a viable option. There are simply too many
social security beneficiaries who depend on their monthly checks as
their primary or sole source of retirement income. We should all be
proud of the role social security has played in lifting many elderly
above the poverty line. That has been a long struggle. I would hate
to see us now turn back that progress.
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One way to look at the difference between these two proposals is
to see a choice between cutting benefits and encouraging a longer
and more productive span of work. I look forward to the debate on
this issue today.

I was interested to see that the Consumers Union recommended
raising the retirement age. I would like to insert a recent article
from Consumer Reports into the record. :

Senator Heinz. Without objection, so ordered.?!

Senator Chiles has a bill that does a number of things, among
them it says the retirement age should be raised to 68 by the year
2012. Senator Cohen will be the male Margaret Chase Smith of
. Maine at that point. The actuarial deficit, projected through 2055,
is stated as a percentage of the taxable wage base, in the neighbor-
hood of 1.7.

Is that about right?

Mr. ANDersON. The average actuarial deficit over the full 75
years is about 1.7 in the midrange projections.

Senator HeiNz. Now Senator Chiles’ bill, from the analysis I
have seen of it, just looks at the changes in the retirement age,
makes up a very significant portion of that deficit as so stated,
almost all of it. I think around 1.4 percent.

Does that sound about right? :

Senator CHiLks. It would make up between 1.4 and 1.5 percent.

Senator HEINz. A moment ago you said that changes in labor
force participation, men in particular, did not make a lot of differ-
ence. Yet, of course, the objective of Senator Chiles’ bill is to
encourage participation at age 65 because, in his bill, starting in
the year 2000, you do not get early retirement benefits at age 65. It
would shift gradually.

Senator CHiLes. Every 4 months you would have to be 1 month
older to retire.

Senator Heinz. Every 4 months I feel at least an extra month
older these days.

My question is how do you reconcile what his bill is able to
accomplish with your earlier statement?

Mr. AnpERrsoN. That is a good question and we should clear tht
up. When I .addressed the question—simply what would be the
effect if the trend toward lower labor force participation among
workers was reversed—I was not answering that with reference to
changes in the social security system, in particular the benefit
formula, that would encourage that trend to be reversed, some-
thing like Senator Chiles’ bill. I was just trying to estimate what
would happen if, because of other social changes or other economic
changes, individuals decided to continue to stay in the labor force
about the same length they were in the 1950’s or 1960’s. I was not
assuming any change in the social security system and its current
benefits structure with the actuarial reduction. Given the actuarial
reduction, the fact that people retire earlier, as I said, does have a
negative impact on the system, but the impact is not very great,
because when individuals retire at age 62, they get only 80 percent
of the full benefits they would get at age 65.

1 See p. 208.

88-594 0-—82——4
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Senator Chiles’ bill and the others that raise the retirement age,
raise the age at which an individual would qualify for that full
benefit.

Senator HEINz. So instead of getting 100 percent at 65, they
would get 80 percent.

Mr. ANDERSON. That is correct, if it was just a simple increase. of
the retirement age of 3 years. We looked at something similar to
what Senator Chiles has proposed, except the retirement age was
increased in the year 1990 rather than in the year 2000. To sim-
plify things, we assumed away the very important issue of what
would be the effect on retirement behavior of raising the age at
which individuals qualify for benefits. We took what I would say is
the extreme assumption, that everybody stays in the labor force
the additional 3 years by the time the retirement age has increased
3 years. So we do not worry about the fact that some people who
wanted to retire at age 62 may stay in the labor force a little
longer, but perhaps not until 65. We did not try to guess what the
effect on labor force behavior would be of the change in the law.
Assuming that everybody stays in the labor force 3 more years and
that social security benefits are payable 3 years later—reduced
benefits at 65 and full benefits at 68—our simulations indicate that
that change alone would relieve almost the entire deficit.

Now, as I said, that may be unrealistic on the optimistic side.
But if we could get everyone to work 3 years longer, not only would
they be paying taxes for those 3 years, they would not be receiving
benefits, and they would be in the work force contributing to
output, and the productivity of the capital stock would increase. In
the model we are using, which takes into account all of these
effects, we have very positive effects on the system.

Senator CoHEN. But your model is what, 1990 or 2000?

Mr. ANDERsON. We begin to phase in the increase in the retire-
ment age in 1990.

Senator HEINZ. So yours is a little earlier.

201(\)/?. ANDERSON. That is correct. So it is completed in the year

Senator Heinz. Let me ask you one other question which is a
problem. You earlier posed to us the choice between ¢changing the
replacement ratio and increasing the tax rate and increasing the
retirement age. Now, the way we have traditionally financed the
social security system in the past was through increasing tax rates,
both the earnings base and the rate. The reason most people, 1
think correctly right, now assume that is not a terribly attractive
alternative is real wages are going down, whereas up to 1970, the
real wages were going up. People were willing to go along with
those increases in taxes because they thought it was perfect policy
for someone who is retiring, and they were going to retire them-
selves sometime. It seems to me that this pattern would be a policy
to be considered if we had a sufficiently high growth in productiv-
ity. But if we do not have enough growth in productivity, which is
to say in real wages, then we would not have that option available
to us. To the extent that option is available to us, we avoid the
other unpopular choices of changing the replacement ratio and
increasing the retirement age, or some choice along those lines.
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If productivity is to increase at the rate that we historically
experienced prior to what most see as a downturn in 1973-74, let
us say to be somewhat conservative, around 2 percent, a percentage
point higher than what the trustees project, what would that extra
percentage point in productivity mean, if we dedicated all or most
of it to the social security system, measured as a percentage of the
taxable wage base over the 75-year period?

Mr. ANDERSON. If we could find a way to capture that extra
percentage point of productivity growth each year and dedicate
1 R

Senator HEeiNz. First, we have to capture the productivity
growth. Then after we do that? )

Mr. ANpERSON. That would essentially take care of the problem.

Senator HEINz. What are we really talking about? How much
extra productivity? What percentage increase in productivity
growth over the next 75 years, on an annual basis, is the equiva-
lent of the 1.7 percent of taxable wage base in the actuarial deficit
unde;’r intermediate II-B assumptions? Is that one-half a percent a
year?

Mr. ANDERSON. I am afraid I cannot give a simple answer to that
question.

Senator HeinNz. Can you give us that later?

Mr. ANDERSON. It is a good question, but let me try to rephrase it
to be sure I understand what you are asking. Without talking
about changing the tax rate to capture all the productivity growth,
with the currently scheduled taxes, productivity growth helps. It
does not solve the problem, however. Benefits are based on average
wages, S0 as people’s average wages increase because of productiv-
ity growth, their benefits increase.

Higher productivity growth helps because it means that the cur-
rent generation of workers are earning relatively more than the
past generation, who are the current beneficiaries. So it increases
the tax base relative to the level of total benefits.

Senator HEiNz. Let me be clear. I am assuming for the purposes
of answering this question that whatever percent of increase in
productivity is captured in its entirety. My question is: Assuming
you can capture that increment in its entirety, what annual per-
centage increase is it? Is it the same or a little bit larger than or a
little bit smaller than the deficit that we are trying to zero out?

Mr. ANDERsON. It would be smaller the first year, but if you
capture all the productivity growth in future years over some base
year, you are capturing a bigger and bigger wedge between future
years’ incomes and the base year income as time passes. It would
not take very long to overcome the deficit. If you are capturing
most of, say, a 1-percent additional growth in the economy, over a
short period of time that is a tremendous amount of resources.

Senator Heinz. We would appreciate it if you could calculate
what, over 75 years, you need in terms of additional rate of growth
that bails us out. If you could capture that.

Now, it is up to us to figure out a way to do that. :
. '}VIr. ANDERsON. Each year you would increase the tax rate slight-
y?

Senator HEINz. That is a very possible scenario. Do not try to do
it now.
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Senator Cohen, do you have any additional questions?

Senator CoHEN. I do not want to throw any cold water on these
parabolic speculations we are going through right now.

Senator HEINZ. Aren’t you a supply side economist?

Senator CoHEN. I am, but I have a cloud of doom on the horizon.
We are talking about increasing productivity. That means you will
have to insure a strong economic base which will in turn depend
on having access to raw materials which will depend on what takes
place in places like South Africa and others, in terms of cobalt,
titanium, and so on. Is that not true? Because if you do not have
access to those materials and you have a shortage, there goes
productivity, there goes that chart.

Mr. ANDERSON. The social security system, because it is such a
large part and so integrally tied into our whole economic fabric, is
sensitive to all those considerations.

Senator CoHEN. What I do not want to see us do is engage in
what you suggested before. You get out what you put in. If you put
in 3-percent inflation rate, for example, in the calculation of your
budget projections—that may be unrealistic. If you put in 3-percent
productivity rate, real annual growth rate in this country, then
that solves the problem. If in fact you can target a percentage of
that to social security, you have no problem. We can go through
this all day into next week. It will always balance out. With supply
side economics or whatever you want to call it. But, in fact, we
have no reasonable way of making projections for the future, infla-
tion rates, and so forth. They are all really dependent and contin-
gent upon a host of things over which we have no control.

So we are left with what can we do on a rational, reasonable
basis to say what we think the problem is. This is what we think
has to be done at the minimum to cope with these. We cannot lock
into the future. We can only base our action on reasonable expecta-
tions, and these are our reasonable expectations today. The ques-
tion is: Is it reasonable? I would ask the chairman, is it reasonable
to expect that in the foreseeable future we are back to a 2.5 or
even a 3 percent real growth increase in productivity as we were
back in the 1960’s and 1970°’s? My judgment is probably no. But it
is nice to think so. It would be desirable, and that would solve a
good deal of our problem. But I am not sure it is realistic.

Senator HEiNz. I think the Senator from Maine makes the abso-
lutely correct point. It seems to me that we do not know what
really we are going to be able to do in terms of the increase in
productivity. There is some possibility it may be 20 percent, it may
be 5 percent, or it may be 50 percent, which is why I think that the
other side of that argument is that it would be a mistake for the
Congress to try, taking this set of projections, to “make the social
security system actuarially sound in total for the next 75 years.”

That, it seems to me, would be equally as bad as relying on a
Pollyanna assumption that we will return to the good old days, pre-
1973. 1 think our two points are on the same side.

Senator CoHEN. We are in agreement because that is why I feel
the Reagan administration overreacted to interest rates not drop-
ping down in a 1-month period of time. Nothing took place between
August 1 and September 19. Nothing changed in the world. It did
not become a safer place. In fact, it became a more dangerous
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place. We had the Libyan incident. So things became more danger-
ous, not less. We have had a reaction to cut $30 billion here, or
over there, without having the tax proposal go into effect. We were
reacting to make it actuariaily sound for .1984, for a balanced
budget. I am simply suggesting that there is a parallel, that there
are a number of contingencies that could change that balanced
budget or could change the outcome of the projections into 2015.
What we have to do is chart a course based on reasonable expecta-
tions, not try to lock ourselves into a final judgment as to whether
this will make it balanced by the year 2015, or whether we will in
fact have to extend the retirement age, or we will in fact have to
reduce benefits, or we will have to find some alternative which
will, by the year 2015, make things balanced. I do not think we can
do that, or we should do that. So I think we are in agreement, Mr.
Chairman.

Mr. ANDERSON. We should not pretend to use these analytical
tools for forecasting or predicting the future. The best we can do is
take a reasonable set of assumptions and then change one of the
assumptions and do what is called a sensitivity analysis, to see
what difference that assumption makes.

When I was driving in to work this morning, I was thinking
about whether or not I should speculate in these hearings about
what the future of the social security system would be, when the
weatherman on the radio happened to give me some advice. Quot-
ing another weather forecaster, he said that this person’s prescrip-
tion for a long life of a forecaster was, ‘Either give them numbers,
or give them dates, but do not give them both at the same time.”

Senator HEiNz. Mr. Anderson, there is a question I would like
you to answer for the record since we are running out of time. The
question is: If we control the increase in social security benefits in
the future, through one of the mechanisms we described, we are
essentially shifting, it seems to me, the burden of intergenerational
transfers from public to private. What benefit is there if we make
that shift? You do not have to answer now.

[Subsequent to the hearing, Mr. Anderson responded as follows:]

With a sound social security system providing a basic retirement benefit for all
workers, there may be two benefits if future growth in retirement income is pro-
vided primarily through the private system. First, diversity and flexibility. The
private system may be able to offer a wider choice of opportunites to workers
concerning saving for retirement, saving for other purposes, or spending more of
their incomes on current consumption. Workers who desire higher retirement in-
comes rather than higher current wages would be attracted to relatively generous
pension plans. Other groups of workers might select higher current wages rather
than higher pensions. The private system may be able to provide more choice.

Second, the public and private systems may have different effects on national
savings. The employer pension system is a largely funded pension system. That
means that real capital assets are accumulated to back up the pension benefit
promises. Such pension savings may serve to increase naitonal savings. Social
security, however, is not a funded system. It is run on a pay-as-you-go basis—no
capital assets are built up to pay for future benefits. Consequently, it does not add
to national savings. If the prospect of receiving a social security benefit prompts
workers to reduce their individual savings, social security may even serve to reduce
savings.

Sena;or CoHEN. You are not suggesting we go to a voluntary
system?

Senator HeiNz. No. If there was an implication there, I thank -
you for clearing it up.
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The intermediate II-B and the 1.7-percent of taxable wage base
corregponds to the other, is that correct, in terms of the assump-
tions?

Mr. ANDERSON. Yes.

Senator HeiNz. If you were——

Mr. ANDERSON. I am using the intermediate B projection. The
figures on table 12 refer to what the deficit would be each year,
and the figure you were quoting, 1.8, is the average of all 75 years.

Senator HEINZ. Yes. We are using the same intermediate B basis.
So just stating it a different way, if you were in a position to make
the change by raising the wand, would you try at this point to
make all the changes that would make the system sound, based on
intermediate II-B? Would you try and undershoot and, frankly, by
some proportion, two-thirds of the changes today, or half, or some-
thing in that range, a significant amount, but not all? Would you
do that, or try to overshoot? From the standpoint of public policy,
income security, and just trying to do everything as right as you
could, forgetting elections—we may have to at the rate we are
going. What would .you do, which of those three options would you
take? Senator Cohen has a fourth option.

Senator CoHEN. Let me give you the fourth choice. Would you
take the most rigid view in order to produce a surplus in order to
reduce social security tax rates, which I believe is the goal of the
administration, as justified before this committee? .

Senator HEINz. You are right, that is a fourth alternative. Three
is bad enough.

Mr. ANDERSON. My answer will be in three parts. First, we want
to bear in mind the timing of the problem. The long-term financing
problem, really only emerges after the year 2010. The social secu-
rity system, if we can get through the next 5 years——

Senator HEINzZ. Let us assume that. Don’t ask us how. We do not
have to decide that until Friday. ,

Mr. AnDERsON. The current structure appears to be viable for
the remainder of this century. There may be other problems in
terms of equity and the effect on the economy, but it appears to be
financially viable. So we do not need to do something in terms of
changing things until 2010. However—this is the second point of
my answer—a lot of the changes being contemplated are of a
nature that individuals and the Government should have a very
long leadtime to prepare for them, for example, raising the retire-
ment age or reducing the benefits for early retirement, such as the
administration proposed. People make their plans—their plans
over their entire lifetime—based on their expectations about what
the social security system and their private pensions are going to
be like. So people need a long time, 10 or 20 years. So we should
get efforts underway now to take care of the problem, even though
it does not occur for 30 years.

Senator HEINz. So far there is no disagreement.

My question in the end comes down to how much?

Mr. AnDersoN. That is part three of my answer: I would try to
err on the side of being prudent, in terms of how optimistic are the
assumptions that I used, because I think the cost of erring is
higher if we undershoot and have to try to fix up the system again,
especially if the solutions we adopted involve long-term plans. For
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example, what if we tell people that for the good of the system they
can only receive a full benefit at age 68, and then it turns out
when they reach age 65, that we tell them it has to be age 69 or 70.

Then I think we will have made a sericus mistake. However, I
would not base my plans on the extremely pessimistic set of as-
sumptions, because fixing the system itself is very costly. We do
not want to bear costs unnecessarily.

Senator HEINz. Which do you consider intermediate II-B—do you
consider that a truly intermediate assumption? Is that the one you
would base your course of action on?

Mr. ANDERSON. Yes. That is the assumption we have used.

Senator Heinz. The answer to my question is' you would seek
neither to overshoot nor to undershoot. You would use intermedi-
ate B. You would try to take actions today, however many years to
implement them. That is the course that you would advocate.

Let me ask you one question: In 1977, we put through the largest
tax increase in the history of the system, counterbalanced this year
by the largest tax decrease ever. How would you characterize, in
two words, the set of assumptions that were used when we took
that set of tax increases and it was proclaimed that this was going
to make the social security system actuarially sound for the next
75 years. What did you consider those assumptions to be back in
19777 Were they pessimistic, optimistic, or like intermediate B?
. Mr. ANDERsON. I think there is a good lesson there for us. The
assumptions used in 1977 were quite reasonable. We have had an
unusually bad experience since then. In 1977, as today, we should
have been using a reasonably pessimistic set of assumptions.

Senator HEINz. And back in 1977, were those assumptions
thought to be reasonable and a little bit pessimistic, or what?

Mr. ANDERSON. I would say they were not considered pessimistic.
They were considered to be reasonable.

" Senator HEINz. Somewhat optimistic?

Mr. ANDERSON. I would say, looking at the way the assumptions
used have changed since 1977, that the social security actuary and
the Department of Health and Human Services who must agree on
the assumptions, are probably using a relatively more pessimistic
i?)?? ’;mw, in terms of the spectrum of possibilities, than they were in

Senator HEINz. Thank you very much. You have been extremely
helpful. You have done a lot of excellent work. You have given us a
great deal of forethought and I thank you.

Our next panel will be Alicia Munnell of the Federal Reserve
Bank of Boston and Peter Diamond, professor of economics at MIT.

STATEMENT OF ALICIA H. MUNNELL, VICE PRESIDENT,
FEDERAL RESERVE BANK OF BOSTON, BOSTON, MASS.

Ms. MunNELL. The large deficits projected for social security in
the first half of the 21st century confront policymakers with funda-
mental decisions about the future of the program.

As mentioned earlier, the options include raising taxes to main-
tain current benefit levels for a significantly larger aged popula-
tion or reducing benefits in an effort to avoid major cost increases.
Benefits can be lowered either through across-the-board reductions
in the replacement rate—the ratio of benefits to preretirement
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earnings—or through extending the age at which workers are eligi-
ble for full benefits. In my view, if the decision is made to reduce
the size of the social security program, raising the retirement age
is preferable to lowering the replacement rate. However, it is not
clear that slashing social security is necessarily the most sensible
response to the significant demographic shifts expected after the
turn of the century.

My testimony today consists of three parts. First of all, I would
like to put the forecasted social security tax rates in perspective
and discuss the possibility of raising taxes to cover projected cost
increases.

Second, I want to examine the problems with the proposals to
reduce the size of the social security program by decreasing re-
placement rates, with particular emphasis on the price indexing
plan.

And finally, I would like to explore the advantages of raising the
retirement age if we decide to cut the size of the social security
programs.

First, placing the high tax rates in perspective. According to the
1981 trustees’ report, the cost of social security is projected to rise
from the current level of 11 percent of taxable payroll to about 17
percent of taxable payroll in the year 2035, remaining at that level
through 2055.

Many view a combined employer—employee tax rate of roughly 17.
percent as simply ‘“too high” and considerable effort is currently
directed toward devising alternative schemes to reduce long-run
costs. The high rate, however, does not mean that the social secu-
rity program will be any more generous in the future than it is
today, but rather reflects the fact that after the turn of the century
there will be a very large dependent aged population. These elderly
and disabled people must receive support from some source—either
social security, direct transfers from their children, private pension
benefits, or their own saving. The fact that the projected cost
increases stem from the demographics rather. than from benefit
provisions should be kept in mind when considering major struc-
tural changes designed to reduce social security outlays after the
turn of the century. Whatever changes are made in social security,
the burden of a large dependent aged population is inescapable. A
reduction in social security benefits may well lead to greater re-
quired expenditures for the elderly and disabled through other
programs. .

Moreover, those concerned about a combined employee and em-
ployer social security tax rate of 17 percent during the next cen-
tury often ignore the fact that lower fertility results in fewer
children per worker. Hence, even at the peak, the overall burden of
dependents will be lower in the 21st century than it was in 1965.
The rise in the ratio of aged to working population will be more
than offset by a decline in the number of dependent children,
thereby freeing resources which could be devoted to providing for
the elderly.

Finally, while a projected tax rate of 17 percent represents a 60-
percent increase over the current levy, it is considerably below the
present payroll tax rates in many European countries. Italy,
Sweden, and the Netherlands all have rates for programs compara-
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ble to OASDI in excess of 20 percent of payroll. Austria, with taxes
equal to 19.5 percent of payroll, and West Germany, with 18 per-
cent, also already have rates that exceed the rate projected for the
United States as the baby hoom retires after the turn of the cen-
tury.

Once the projected cost increases for social security are placed in
perspective, maintaining current benefit levels and raising the pay-
roll tax becomes a reasonable option. The alternative is to lower
future costs by reducing benefits.

Senator HEINz. Are those on payroll or——

Ms. MuNNELL. Payroll taxes.

Once you put the major cost increases for social security in
perspective, it seems to me that maintaining current benefit levels
and raising the payroll tax becomes a reasonable alternative.

The other option, of course, is to lower future costs by reducing
benefits. Two major approaches have been proposed for doing this.
One is reducing replacement rates and the other is extending the
retirement age. The most comprehensive proposal has been to
lower replacement rates through price indexing. This approach,
which involves the indexing of the bend points in the social secu-
rity benefit formula by prices rather than wages, would allow the
progressivity of the benefit structure to lower replacement rates for
future generations of workers as they moved up into higher real
earnings brackets. While price indexing proposal would substan-
tially cut costs, it would also create significant hardship for tomor-
row’s elderly. The problem arises because the rationale for price
indexing is based on two fundamental assumptions, both of which
are flawed. First, advocates assume that people’s absolute level of
real income rather than their position in the income distribution
determines acceptable and desired standards of living. Second, pro-
ponents maintain that in the future private pensions and individu-
al saving will fill the gap left by a reduced social security program.
Because neither of these assumptions are valid, price indexing
would force many elderly people, particularly those with histories
of low earnings, to spend their retirement in poverty.

The first assumption raises the issue of what it means to replace
the same proportion of past earnings for people in the same eco-
nomic circumstances retiring at different times. The current
system implies that people’s economic.well-being is determined by
their relative position in the earnings distribution, and therefore
the replacement rate for the average worker is held constant over
time. The price indexing proposal, however, assumes that since
economic well-being is determined by the absolute level of income
in real terms, it is sufficient for replacement rates to remain
constant for individuals with the same level of real income. For
example, a worker in 2055, with annual preretirement earnings of
$15,000 in 1981 dollars, would be assumed to have the same spend-
ing and saving habits and, therefore, retirement needs as a worker
retiring today with earnings of $15,000; therefore, the worker retir-
ing in 2055 should be given the same real pension amount as a
worker retiring today. In contrast, the current system assumes that

a worker retiring in 2055 will not have the same spending and.

saving habits as the worker earning the same real income today
because he will be much poorer relative to the average; consequent-
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ly, this worker will require a much higher replacement rate. The
flaw in the price indexing rationale arises because what is consid-
ered an acceptable or desirable level of living is not absolute but
rather relative to community standards at a given time.

The second assumption that lower replacement rates in the
future will be acceptable since individuals will be much better off,
save more on their own and receive much greater private pension
benefits is not realistic. Lower paid workers are simply not able to
save for retirement since their incomes are barely adequate to
cover current consumption. Even middle income workers are un-
likely to undertake retirement saving, because the widespread
myopia with respect to retirement needs that provided the initial
justification for the social security program will in all likelihood
persist. Decisions about saving for retirement are vastly more diffi-
cult than nearly any other economic decision which most people
are called upon to make. They depend on anticipation of wants in a
much later period and they require that individuals have access to
information about yields from various kinds of assets.

At first blush, a new emphasis on private pension plans may
seem an appealing alternative to substantial increases in the pay-
roll tax. Indeed, private pension benefits have increased dramati-
cally as a source of retirement income. The private pension system
should not be viewed as a panacea, however, since it is plagued
with problems of its own. The private system is incapable of offset-
ting the impact of inflation or of protecting workers who change
jobs frequently. Moreover, pension benefits are concentrated among
highly paid people; low-wage workers receive almost no private
pension benefits. Less than half of the private nonfarm work force
is currently covered by private plans.

The people without pension coverage will continue to be primar-
ily lower paid employees, precisely those people who are incapable
of saving on their own. For these individuals, social security will
remain the sole source of support in retirement. Lowering social
security replacement rates for these workers through price index-
ing, on the assumption that such a reduction will be acceptable
because they will have higher real incomes, will simply force a
substantial portion of future retirees to suffer a dramatic decline in
economic well-being upon retirement. .

As mentioned earlier, benefits can also be lowered by extending’
the retirement age. While 65 was the most acceptable age for
retirement when social security was established in 1935, dramatic
changes in the characteristics of the elderly population and the
economy argue for postponing retirement past age 65 in the 21st
century. Tomorrow’s elderly will have improved life expectancy,
better health, and more education than those retiring today. It is
also most likely that older workers will be in greater demand as
the growth in the labor force slows and as an increasing proportion
of employment is generated by the service industries where the
work is less physically stressful.

Increased labor force participation by older people who are phys-
ically able to continue working would be beneficial to them, to the
social security program, and to society as a whole. Many of the
problems affecting the elderly are directly related to the economic
hardship caused by retirement, and these would be relieved by
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earnings from continued employment. Working might also allevi-
ate their isolation in a society that seems to have no place for
them, and restore their dignity and self-reliance.

In recommending an increase in the retirement age, however, it
is essential to remember that some older workers will not be able
‘to engage in gainful employment past age 62 and must have access
to some form of income support. If they are prevented from work-
ing by physical disability, the appropriate way to provide for them
is an expanded disability insurance program. While current law
makes some allowance for age in determining disability by apply-
ing a more liberal test to those aged 50 or older, more explicit
recognition of the interaction of age and physical impairment may
be required. In addition, some older workers may not be able to
find jobs because they have been displaced by automation. We
must be mindful of the fact that unless some provision is made for
these workers, the costs of later retirement will be borne by the
most disadvantaged aged.

In summary, I would just like to say that there are really three
options, and not just two. The first is maintaining current benefit
levels and raising taxes. The second and third options entail lower-
ing benefit levels through reduction of the replacement rate or
extension of the retirement age, respectively.

Several arguments can be marshaled for maintaining current
benefit levels and raising taxes. (1) Higher social security taxes in
the next century will be offset by a decline in the resources re-
quired for the clothing, feeding, and education of children; (2) the
scheduled tax rates, while high by current U.S. standards, are
actually lower than the current payroll tax levy in many European
countries; (3) finally, if the large elderly dependent population is
not supported through social security, the working population will
probably end up providing equivalent support through some other
program.

In the event that the first option is not viable, I argue for
lowering the benefit level by extending the retirement age provided
that provisions would be made for the older disabled worker and
the worker displaced by technology. The second alternative of low-
ering replacement rates in a society where only half the workers
have private pension coverage will cause a significant portion of
workers, primarily those with low earnings, to suffer a disastrous
decline in income after retirement.

Senator HEINz. Thank you for an excellent statement.

[The prepared statement of Ms. Munnell follows. Testimony re-
sumes on page 71.]
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PREPARED STATEMENT OF ALICIA H. MUNNELL*

The large deficits ptojec:ed'for sociai‘secﬁrit§ Qs the baby boom
population retires in the first half of the 21st ceatury confront policymakers
with fundamental decisions about the future of the program. The options
include raising taxes to maintéin curfen: benefit levels for a significantlye
larger aged population or reducing benefits in an effort to avoid major cost
increases. Benefits can be lowered either through across-the-board reductions
in the replacement rate (the ratio of benefits to preretirement earnings) or
through extending the age at which’workers are eligible for full benefits. In
my view, 1f the decision is made to reduce the size of the soclal security
program, raising the retirement age is preferable to lowering the replacemeht
;ate. However, it is not clear that slashing social security is necessarily
the most sensible response to the significant demographic shifts expected
after the turn of the century.

The Problem in Perspective

According to the most recent Trustees Report, the cost of the 01d Age
Survivors and Disability Insurance (QASDI) portibn of the social security
program is projected to rise from the current level of 11 percent of taxable

*Vice President and Economist, Federal Reserve Bank of Boston. The views
presented in this statement are those of the author, and do not necessarily

reflect official positions of the Federal Reserve Bank of Boston or-the
Federal Reserve System.
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payrolls to about 17 in the year 2035, remaining at tha; level through

2055.-1 The sharp increase in costs reflects the changing demographic
structure of the population. The ratio of the beneficiary population to
covered worke;s is projected to rise dramatically as the sizeable post-World
War II baby boom starts reaching retirement age after 2010. At that time, the
working population will be composed of the relatively small group born during
the period of low fertility that beganvin the late 1960s. Assuming that the
fertility rate will rise gradually from the current level of 1.8 to a long-run
rate of 2.1, the ‘Social Security Administration projects that the number of
beneficiaries per 100 covered workers will rise from 31 in 1981 to 50 by 2035,
an increase of about 60 percent. Since the social security program is
fiﬁanced on a pay-as-you-go basis, with tax contributions by today's workers
paying for benefits to today's benmeficiaries, the projected increase in the
aged population relative to the working population implies a similar increase
in OASDI cost from 1l to 17 percent of taxable payroll.

Many view a combined employer-employee tax rate of roughly 17 percent as
simply "too high” and considerable effort is currently directed toward
devising alternative schemes to reduce long-run costs. The high rate,
however, does not mean that the social security program will be any more
generous in the future than it is today but rather reflects the fact that
after the turn of the century ;hete will be a very large dependent aged
population. These elderly and disabled people must receive support from some °
source-~either social security, direct transfers from their children, private
T 11981 Annual Report of the Board of Trustees of the Federal 0ld Age and

Survivors Insurance and Disability Insurance Trust Funds (July 2, 1981),
nimeo., Table 26, p. 59.




pension benefits or their own saving. The fact that the projected cost
increases stem from the demographics rather than from benefit provisions
should be kept in mind when considering major stréctural changes designed to
reduce social security outiays after the turn of the century. Whatever
changes are made in social security, the burden of a large dependent aged
population islinescapable. A reduction in social security benefits may well
lead to greater required expenditures for the elderly and disabled through
other’ programs.

Moreover, those concerned about a combined employee and employer social
security tax rate of 17 percent during the next century often ignore the fact
that lower fertility results in fewer children per worker. If the ecomomic
burden on active workers is measured in terms of total dependents rather than
just aged retirees, then the picture looks quite different. The dependency
rat{o (the ratio of the number of people under age 20 and over age 65 to those
between age 20-64) was .95 in 1965 and declined to a level of .75 in 1980.
Assuming a long-run fertility rate of 2.1, the ratio is projected to continue
to fall :o'.68 in 2005 after which it is scheduled to riseArapidly to a
maximum of .86 in 2035 where it will remain through 2055.2 Hence, even at
the peak, the overall burden of dependents will be lower in the 2lst century
than it was in 1965. The rise in the ratio of aged to working population will
be more than offset by a decline in dependent children, thereby freeing
regsources which could be devoted to providing for the elderly.

Finally, while a projected tax rate. of 17 percent represents a 60 percent

increase over the current levy, it is considerably below the present payroll

71981 Trustees Report, Table A2, p..74.
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tax rates in many European countries-. Italy, Sweden and the Netherlands all
_have rates for programs comparable to OASDI in excess of 20 percent of
payroll. Austria with taxes equal to 19.5 percent of payroll and West Germany
with 18 percent also already have rates that exceed the rate projected for the
U.S. as the baby boom retires after the turn of the century.3
Once the projected cost increases for sogial security are placed in

perspective, maintaining current benefit levels and raising the payroll tax
becomes a reasonable optibn. The alternative is to lower future costs by
reducing benefits.

Proposals to Reduce Long-Run Deficit

Two major approaches have been proposed to reduce long-run social security
costs——lowering replacement rates and extending the retirement age. The
specific suggestions for reducing replacement rates include the proposal by
the 1976 Consultant Panel on éocial Security to index the bend points in the
benefit formula by prices rather than wages and the Administration's proposal
to make a one-time ad hoc adjustment in the bend points. My position is that,
if the decision is made to lower long-run costs, then extending the retirement
age is preferable to either form of reducing replacement rates.

Price Indexing. Indexing the bend points in the social security benefit
formula by prices rather than vages would allow the progressivity of the
benefit structure to lower teplacement’rates for future generatiomns of workers

as.they moved up into.higher earnings brackets.k 1f price indexing were

3Joseph G. Simanis, "World Wide Trends in Social Security, 1979", Social
Security Bulletin, vol. 43 (August 1980), Table 2, p. 8.

Report of the Consultant Panel on Social Security to the Congressional
Regearch Service, 94:2 [GPO, 1976].
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adopted permanently, benefits as a percentage of preretirement wages for the
average earner retiring at age 65 would drop to 30 percent by 2010 and to
about 25 percent by 2055. These figures are to be compared with a constant
replacement rate of 41 percent under our current wage indexed system. While
the price indexing proposal would substantially cut costs, it would-also
create sigﬂifican: hardship for tomorrow's elderly. The problem arises
because the rationale for price indexing is based on two fundamental
assumptions, boéh of which are flawed. First, advocates assume that people's
absolute level of real income rather than their position in the income
distribution determines acceptable and desired standards of living. Second,
proponents maintain that in the future private pensions and individual saving
will £ill the gap left by a reduced social security program. Because neither
of these assumptions are valid, price indexing would force many elderly
people, particularly those with histories of low earni;gs, to spend their
retirement in poverty.

The first assumption raises the issue of what it means to replace the same
proportion of past earnings for people in the same economic circumstances
retiring at different times. The current system implies that people's
economic well-being is determined by their relative position in the earnings
distribution, and therefore the replacement rate for the average worker is
held constant over time. The price indexing proposal, however, assumes that
since economic well-being is determined by the absolute level of income in
real terms, it is sufficient for replacement rates to remain constant for
individuals with the same level of real income. For example, a worker in 2055

with annual preretirement earnings of $15,000 in 1981 dollars would be assumed
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to have the same spending and saving habits and, therefore, retirement needs
as a worker retiring today with earnings of $15,000; therefore, the worker
retiring in 2055 should be given the same real pension amount as a worker
retiring today. In contrast, the current system assumes that a worker
retiring in 2055 will not have the same spending and saving habits as the
worker earning the same real income today because he will be much poorer
relative to the average; conéequently, this worker will require a much higher
replacement rate. The flaw in the price indexing raticnale arises because
what is considered an acceptable or desirable level of living 1is not absolute
but rather relative to community standards at a given time.

The second assumption that lower replacement rates in the future will be
acceptable since individuals will be much bettef-off, save more on their own
and receive much greater private pension benefits is not realistic. Lower
paid workers are simply not able to save for retirement since their incomes
are barely adequate to cover current consumption. Even middle income workers
are unlikely to undertake retirement saving, because the widespread myopia
with respect to retirement needs that provided the initial justification for
tﬂe social security program will in all likelihood peréis:. Decisions about -
saving for retiremeng are vastly more difficult than nearly any other economic
decision which most people are called upon to make. They depend on
anticipation of wants in a much later pe;iod--poseibly four or five decades.
They require individuals to consider their future stream of earnings and other
income, and to recognize the probability that they will be mairied and have a
family and the possibility that they may be unemployed involuntarily for

considerable periods of time or become disabled. To save intelligently,

88-594 O0—82——5
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individuals must also be able to appraise the probable future purchasing power
of the income froy various assets. Most ilmportant of all, individuals may not
be aware of their mistakes until they are close to retirement, when the
consequences are ifremediable- Empirical evidence shows that most people fail
to save enough to prevent catastrophic drops in income after retirement. No
reason exists to think that individual saving will comprise a significant
source of retirement incoge in the future.

At first blush, a new emphasis on private pension plans may seem an
appealing alternative to substantial increases in the payroll tax. Private
pension benefits have increased dramatically as a source of retirement income,
amounting to about 33 percent of OASI benefits in 1980 compared to 25 percent
in 1970 and 16 percent in 1960, and private plans may meet a larger portiom of
the income needs for some groupﬁ of future retirees. The private pension
system should not be viewed as a panacea, however, since it is plagued with
problems of its own. The private system is incapable of offsetting the impact
of inflation or of protecting Qbrkers who change_jobs frequently. Moreover,
pension benéfits are concentrated among highlylPaid people; low-wage wbrkers
receive almost no private pension. benefits.

Less than half of tﬁe private nonfarm workforce is currently covered by
private plans. The largest percentage of covered workers is found in the
highly unionized manufacturing, mining and transportation industries and the
lowest is found in the nonunion services and retail trade industries. In
qddition to a lack of unionization, the relatively small size of
establishments in services and retail trade contribute to the dearth of

pension plans in these industries. Recent data indicate that 79 percent of




noncovered employees work in firms that employ less than 100 people.5

Because of the influence of industry structure on pension coverage, the
percentage of the workforce covered by pension plans i1s not expected to
increase significantly in the future. Industries with traditionally high
pension coverage, such as manufacturing, are expected to employ a declining
share of workers, while employment in industries with low pension coverage,
such as retail trade and services, is projected to increase. furthermore,
small businesses, which employ the bulk of noncovered workers, are unlikely to

. adopt pension plams. These buéinesses operate on a very tight profit margin
in a highly competitive environment and cannot afford the additional cost that
a pension plan entails, especially since the relative cost of establishing a
pension plan tends to be higher for small firms. Moreover, the progressivity
of the cbrporate income tax reduces the value to small firms of the tax
deduction for pension contributions.

The people without pension coverage will continue to be primarily lower
pald employees, precisely those people who are incapable of saving on their
own. For these individuals, social security will remain the sole source of
support in retirement. Lowering social security replacement rates for these
workers through price indexing, on the assumption that such a reduction will
be acceptable because they will have higher real incomes, will simply force a
substanfial portion of future retirees to suffer a dramatic declinpe in
economic well-being upon retirement.

Adjusting the Benefit Formula. Most of the problems associated with’

SPresident's Commission on Pension Policy, Coming of Age: Toward a
National Retirement Income Policy (1981), Chart 6, p. 28.




-9-

reducing replacement rates by pfice indexing are equally applicable to
loweriné benefit levels through a one-time adjustment of the bend points in
the benefit formula. The only factor in favor of an ad hoc adjustment is
predictability so that corporations and the pension industry will know the
level of protection to be provided by social security in order to establish
meaninéful private pension benefits and realistic integration provisioms.
Under the price indexing proposal future replacement rates are not predictable
but rather depend on the rate of growth of real wages. For example, in the
absence of productivity growth replacement rates would ;emain constant for the
average worker; with positive real wage growth they would decline; and with
price increases in excess of wage growth, as has been the case in the last few
_years, replacement rates would actually rise.

The advantage of price indexing over an ad hoc adjustment is that it
allows for a more gradual reduction in replacement rates. Avoiding abrupt
changes in the 1evel>of benefits is essential in order to provide individuals
with enough time to revise their saving plans in response to the lower levels
of replacement under social security. Lowering replacement rates, however,
eithér through price indexing or by adjusting the benefit formula is an
inferior option to extending the age at which individuals are eligible for
full benefits.

Extending the Retirement Age. While 65 was the most acceptable age for

retirement when social security was established in 1935, dramatic changes in
the characteristics of the elderly population and the economy argue for
postponing retirement past age 65 in the 21st century. Tomorrow's elderly

will have improved life expectancy, better health, and more education than



those retiring today. Older workers will also be in greater demand as the
growth in-the labor force siows and as an 1ncreasi§g proportion of employment
is generated by the service industries where the work 1s less physically
stressful.

Although most of the startling gainms in 1ife expectancy during this
century are attributable to a substantial reduction in neonatal mortality and
elimination of childhood diseases, the life expectarncy of older workers has

“also increased significantly. For men life expectancy at age 65 has risen
from 12.1 years in 1940, when social security benefits were first paid, to
14.0 in 1978 and is projected to increase to 15.6 years by 2000. The
comparable figures for women are more dramatic, increasing from 13.6 years in
1940 to 18.4 in 1978 and projected to rise to 21.1 years in 2000.6 With
these projected increases in life expectancy, workers will have at least as
many years left after age 68 during the first half of the next century as they
did after age 65 in the early years of social security. In view of the
improved mortality, actuaries at the Social Security Administration recently
calculated the retireqent age that would be equivalent to réciting at age 65
in 1940. Under any of four measures, the 1980.equivalent to age 65 retirement
was 69 years and the 2000 equivalent was more than 71 years.7
T DU.5. Bureau of the Census, Statistical Abstract of the United States
1980, 10lst ed. [GPO, 1980), Table 107, p. 72. The projections for the year
2000 were made by the Office of the Actuary, Social Security Administration
and reported in the Final Report of the National Commission on Social
Security, Social Security in America's Future (March 1981), p. 124.

: 7Prancisco R. Bayo and Joseph F. Faber, "Equivalent Retirement Ages:

1940-2050," Actuarial Note Number 105, Social Security Administration (Jumne
1981). ' .
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The projected health of tomorrow's elderly is equally important as
longevity in assessing their ability to work past age 65. Current studies of
the elderly reveal that a large majority of people under 70 are free of
physically disabling limitations.8 This may be attributable partly to the
significant progress that has been made in treating arthritis and
cardiovascular diseases, two of the most important barriers to good health at
older ages. Most of the evidence indicates that increased life expectancy
will be accompanied by a corresponding increase in the physical well-being of
the aged.9

Older workers after the turn of the centdry will also be better educated
than their counterparts today. The baby boom generation bhas already-achieved
a‘higher level of formal schooling than any previocus generation. In 1979,
about 85 percent of those aged 22 to 29 ‘had graduated from high school,
compared to only 50 percent of the same age group in 1950 and 60 percent in
1960. Over half of those aged 25 to 29 im 1979 had some college educationm,
compared with less than 20 percent of the same age group in 1950. Improved
education and training will enable them to adapt to the changing technological
demaqu of the work place.lo

BBranch, L.G., Understanding the Health and Social Service Needs of
People Over Age 65, University of Massachusetts and Joint Center for Urban

Studies of M.1.T. and Harvard University, report submitted in partial
fulfillment of grants 90-A-641/01 and 90-A-641/02 from the Administration on
Aging, Department of Health, Education and Welfare (1977).

See discussion in the Final Report of the National Commission on Secial
Security, pp. 124-126.

U.S. Bureau of the Census, 1950, special report P~E, no. 5B Education,
Table 5; 1960 Census of Population, PC(2)-5B, Educational Attaimment, Table 1;
Current Population Report P-20, no. 314, Educational Attainment in the United
States: March 1979 and 1978, (December 1980), Table 2, pp. 20-28.
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The changing conditions in the labor market will lead most likely also to
an increased demand for older workers. The growth in the labor force will
taper off at the turn of the century, since the low birth rates of today will
result in considerably fewer new workers. Unlike the past when the rapid
growth in the supply of workers strained the nation's capacity to provide
enough new jobs, the new environment should create a tight labor market where
the experience and skill of older workers will be in increasing demand. Their
employment will be further facilitated by the long-term shift in the
industrial structure from mining and manufacturing where health hazards are
relatively high, to trade and services, wvhere older workers can perfotm with
less strain and threat to their health.

Considering the improved health and life expectancy of the aged and their
potential for playing an important role in the slowly growing labor force at
the turn of the century, it is reasonable to recommend that they continue
active and productive employment beyond the customary retirement age of 65.
Increased labor force participation by older people who are physically able to
continue working would be beneficial to them, to the social security program
and to society as a whole. Many of the problems affecting the elderly are
directly related to the economic hardship caused by retirement, and these
would be relieved by earnings from continued employment. Working might also
alleviate their isolation in a society that seems to have no place for them,
and restore their dignity and self reliance.

In recommending an increase in the retirement age, however, it is

.essential to remember that some older workers will not be able to engage in

gainful employment past age 62 and must have access to some form of income
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support. If they are prevented from working by physical disability, the
appropriate way to provide for them is an expanded disability insurance
progr;m. While current law makes some ‘allowance for age in determining
disability by applying a more liberal test to those aged 60 or older, more
explicit recognition of the interaction of age and physical impairment may be
required. An appropriate procedure might be one analogous to the sliding
scale used to determine eligibility for veterans' digability pensions. Under
this procedure permanent and total disability is required for receipi of
pensions before age 55; 60 to 70 percent disability is sufficient between the
ages of 55 and 59 and only 50 percent disability is required between 60 and
64. An expanded disability program is a crucial prerequisite to extending the
retirement age.

In addition, some older workers may not be able to find jobs because they
have been displaced by automation. These aged will not have access to
disability insurance and may face a severe loss of income as‘a result of
extending the social security retirement age. The changing characteristics of
. the work place, however, indicate that the number of healthy unemployed aged
may be quite small. While retraining older workers is generally conmsidered
impractical today, in the tight labor markets forcasted after the turn of the
century restructuring jobs for older employees may become economical.

The issues raised by ghe older disabled worker and the worker displaced by
technology highlight the potential dangers in raising the age at which full
‘social security benefits are available. Unless some provision is made‘for
these workers, the costs of later retirement will be borme by the mosf
disadvantaged aged. Expanding the disability program, however, necessarily

reduces the cost savings of extending the retirement age. After adjusting for
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increased disability outlays, proposals which involve a gradual increase of

the retirement age from 65 to 68 yield a long-term reduction in costs of about

1 percent of taxable payroll.l1 The major reductions would come after the

turn of the century when the new retirement pattern would lead to a cost

saving of about 1.6 percent of taxable payroll. With the retirement age at 68

rather than 65, costs in the year 2035 would be 15.4 rather than 17 percent of
taxable payroll. Careful cﬁnsideration should be given.to determining whether
this cost reduction is worth a dramatic restructuring of our institutions and
the potential that some unemployed elderly will be left without a viable
source of support. .
Conclusion

A large dependent elderly population creates an inescapable burden which
1s reflected in the required increase in the social security tax to about 17
percent of payroll after the turn of the century. The first question is
whether to schedule future tax increases to cover these costs or to reduce
benefits as the baby boom generation retires. If benefits are to be lowered,
a second question 1s whether to reduce replacement rates or extend thg
retirement age. Several arguments can be marshalled for maintaining curreat
benefit levels and raising taxes. 1) Higher social security taxes in the
next century will be offset by a decline in the resources required for the
clothing, feeding and education of children. 2) The scheduled tax rates,
while high by current U.S. standards, are actually lower ihan the current
payroll tax levy in many European countries. 3) Finally, if the large
elderly dependent population is not supported through social security, the

IIFor.example, see Final Report of the National Commission on Social
Security, Table 5-2, p. 125.
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working population will probably end up providing equivalent support through
some other progtam; in 1light of the historical inability of people to save for
retirement and the inadequacies of the private pension system.

We may be unwilling, however, to commit the working population in the 21st
century to transferring 17 percent of their payroll to the retired and
disabled. In that case the relative merits of alternative approaches to
reducing long-rumn coéts become important. The.improved life expectancy and
health of the elderly and the likelihood of increased pressure for older
workers to remain in the labor force argue for raising the retirement age,
provided that expanded disability benefits are available for those too
incapacitated to work. The alternative of lowering replacement rates in a
society where only half the workers have private pension coverage will cause a
significant portion of workers, primarily those with low earnings, to suffer a

disasterous decline in income after retirement.
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Senator HEINz. Mr. Diamond.

STATEMENT OF PETER A. DIAMOND, PROFESSOR OF ECONOM-
ICS, MASSACHUSETTS INSTITUTE OF TECHNOLOGY, CAM-
BRIDGE, MASS.

Mr. DiamonD. After Joe Anderson testified, Senator Cohen asked
him a question which is the centerpiece of all of my remarks. The
question was:

_ You have told us that if the elderly work longer, it has a small effect on the
deficit. On the other hand, we have been told that if we pass the recommended

legislation to delay the normal retirement age by 3 years, that will pretty much
eliminate the deficit.

How can both of these be right?

Senator HeiNz. You are about 50 percent right. It was my ques-
tion.

Mr. DiamonD. My apologies.

Joe Anderson gave the answer by spelling out the different as-
sumptions that went into those two answers. This is a critical
question. I want to give my answer, which is to bring out the basic
fact of the proposal to delay the normal retirement age. Namely, it
is a proposal to cut benefits. A proposal to delay the retirement age
is a proposal to cut benefits. That is the central fact about both of
these proposals, delaying the retirement. age and reducing the re-
placement rate.

In your introductory remarks, Mr. Chairman, you said we were
here to scrutinize and compare these two. It seems to me the
central issue seems to be the two different patterns of benefit cuts,
which pattern of benefit cuts is more appropriate. One can then go
on and ask the question that Alicia asked, of whether you want to
cut benefits at all. But first, we have to get out on the table the
most attractive set of benefit cuts.

I want to do two things: First, I want to explain very briefly why
delaying the normal retirement age is a benefit cut. And second, I
want to explain why it is a bad way to design the benefit cut. The
point is to consider some particular retiree. We will say in the year
2000 he retires at age 65 and he calculates his benefits under
current law and calculates his benefits under the law with a delay
of 3 years. He discovers he has 20 percent less-benefits. The fact
that he may or may not live longer does not change the fact that
given how much he has worked he is getting a smaller check.

If we think of someone retiring at age 68, he also gets a benefit
cut. That benefit cut though is only 9 percent, slightly under 9
percent, rather than 20 percent. The difference is that the actuar-
ial reduction factor, which now applies to 62- to 65-year-olds, and
would then apply to 65- to 68-year-olds, is a lot larger than the
delayed retirement increment. S}:) the proposal to delay the normal
retirement age is a proposal to make large cuts for early retirees
and small benefit cuts for those retiring late.

The question is: Is that a desirable pattern of benefit cuts? And I
think the answer is no. The basis for my saying no comes from
looking at what we know about the people retiring early. First, let
me say that making the benefit cut this way does not attempt to
relate the benefit cut to the size of benefits which is the normal
way we think of making cuts. With the income tax, we think of
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people with different incomes and cuts relative to the income. Here
is a plan of making cuts on a different criteria. So we have to ask
how does it fall relative to the size of the benefit, and it seems to
me peculiar to have to ask that question rather than by starting
saying shouldn’t we be relating the cuts to the size of benefits.

The first thing we know about the early retirees, and I am
concentrating on those who retire at 62, is that on average they
have significantly lower earnings over their lifetimes than people
retiring later. It shows up year after year in the statistics of the
Social Security Administration.

Another significant fact about the early retirees is that if they
are people who have been saving something for retirement, and
some of them have while some of them have not, then they have
had shorter working lives over which to accumulate savings for
retirement. And many of them will have a longer retirement life,
because they are retiring earlier to finance out of smaller savings.
So that is another reason why they are more vulnerable than
people retiring later.

The third element comes when we look at the question as to why
the people are retiring. This is really the crunch issue, and unfor-
tunately it is an issue about which we do not know a great deal.
The problem, of course, is the large tendency for people to say bad
health is the reason. Bad health is a very subjective element. It is
very difficult to sort out what it means. Some people with a health
problem stop working. Other people with the same health problem
do not stop working. It is just very hard to know what that means.

One way of getting a feeling for that is to look at the behavior of
these people before they retire.

To me, what is a very significant fact, is the tendency for many
of the early retirees to have been out of work for a period before
they claim benefits. The particular statistics I have are rather old.
They come from 1968, when there was a survey of newly entitled
beneficiaries by the Social Security Administration. They are in
the process now of completing an analysis of a more recent survey.
It is not yet available. '

In 1968, the unemployment rate was only 3.6 percent. It was a
lot easier to find jobs than it is now. Forty percent of the 62-year-

. old male retirees—I am leaving out the issue of housewives who
may not have been in the labor force—40 percent of the 62-year-old
male retirees had been out of work at least 6 months before becom-
ing eligible for benefits. One of six of these retirees had been out of
work at least 3 years.

Now possibly there are that many wealthy people out there
retiring early. We do not have that kind of details. My sense is
rather different, that these are people with health problems not
severe enough to receive disability benefits and, second, these are
people with long-term unemployment. We do not have any other
programs to deal with these people. In the absence of other pro-
grams, programs of long-term unemployment benefits for older
workers, programs dealing with disabilities that are less severe
than the disability programs, early retirement is the key option for
these people. Cutting benefits for them by a large amount, cutting
them by a larger amount than for people retiring late or, more
severely, eliminating the option of retirement benefits for 62- to 65-
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year-olds completely seems to me to be an extreme move against a
set of people who are, by and large, not in a strong financial
position. .

Now, the advantage of a decision to lower the replacement rate
is that that can be patterned across different size benefits. Whether
it is done by changing the bend point, whether it is done by a
straightforward change in the benefit formula that is phased in
well in advance, it is something more directly controlled by Con-
gress in terms of who gets the cuts and who does not get the cuts.

That is the heart of my message and I will stop and turn it over:
to you for questions.

[The prepared statement of Mr. Diamond follows. Testimony re-
sumes on p. 85.]
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PREPARED STATEMENT OF PETER A. DIAMOND

Despite the large changes in the 1977 Amendments to the Social
Security Act, current forecasts call for more tax increases. Since
this call is not very popular, people are examining various ways to decrease
the growth of benefits for future retirees. There has been considerable
support for decreasing benefits by increasing the normal retirement age.
After briefly reviewing other methods of slowing benefit growth, this
proposal is analysed below. The proposal is found unsatisfactory since

it concentrates benefit cuts on a relatively poor group, the early retirees.

. Whatever changes are made to save revenues, it would be good to increase

the incentives for more work. An attractive method would be to pay an
increasing fraction of benefits to workers as they age, independent of
earnings. Equivalently this proposal can be seen as applying the earnings

test to a decreasing fraction of benefits.

The 1977 Amendments

In the annual reports of the Trustees and in the evaluation of
legislated changes, the Social Security Administration's actuaries try

to forecast cash flows for the following 75 years. Siﬁce the program

. will eventually affect even the youngest of today's payroll taxpayers and

since it has tremendous financial inertia, advance planning is extremely
important. To have the estimates in a meaningful form they are stated as
a percentage of taxable payroll, averaged over 75 years. The estimates
can then be compared with the payroll tax rate, which was 9.90% in 1977
if we exclude the Medicare. With no change in Social Securi‘ty, it was

forecast then that the deficit would be 8.20% of taxtable payroll. That 1is,

" promised benefits wér_e roughly twice the size of what could be financed with
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the then current tax rate.

There were many changes voted in the 1977 Amendments. Those that
affected benefits saved 4.98% of taxable payroll. Those that raised
taxes only added 1.78% of payroll. And the remaining forecasted deficit
was 1.46%--about the same size as the tax Increase. It is true that the o
deficit does-not appear in the forecasted annual budget until the baby boom
generation, now in their thirties, starts retiring. When that happens we will
witness a 50% increase in the ratio of the aged to the working age population.
Without a large Social Security Trust Fund, this increase is bound to generate

Hﬁ;éés;res. Little has chéhged since 1977 to alter this general picture of the

long term problems, while the short term problems are more severe than was

forecast.

Slowing Benefit Growth

" Of course, the public response to the 1977 Amendments was not to this
pPicture of a financially straitened distant future. Rather the public noticed
the small tax increase of 1978 (which was in place before tge 1977 Amendments)
and the planned 14% increase in payroll taxes over the next decade. Even more they
noticed ;hat a 1a¥ge éﬂare of this increase came from raising the maximum.
earnings subject to tax. Measured by bills introduced, the initial response
of Congress was to substitute an'inéume'tax increase for the payroll tax
increase. This would change the distribution of the tax increase, and might
be less visible to angry voters; but would not address the basic question of

whether benefits are growing more rapidly than we are willing to pay for.

The 1977 changes provide benefits éer new retiree which grow roughly
in proportion with wages per worker. However, with the number of retirees

per worker growing rapidly, total benefits are scheduled to grow substantially

relative to the economy. "Increasing tax consciousness is one reason to slow
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This rate of benefit increase. A second reason is that real wages are
expected to grow over the long run. Future retirees will have had
considerably higher incomes than current retirees. It is reasonable

to expect them to finance a higher percentage of their retiremenfs
themselves. Since part of the payroll tax increase is to accumulate
revenue for future benefits, rethinking future benefits permits reconsider-

ation of thepayroll tax level we need now.

Methods of Cutting Planned Benefits

There appears to be a wide CDnSénSUSthat present, and future, retirees

should continue getting benefit increases to offset increases in the cost
of living. Thus if we want to cut total benefits we must decrease benefits
for new retirees or decrease the rate of retirement:/ 1 expect we will do
both. But there is.no reason to think that a single change wouid be a
good wéy to distribute benefit cuts across the population and simultaneously
encourage people to work longer and retire later. So, we need to think
about cutting benefits. And to think about encouraging more work. And
then put the two pieces together.

- There are lots of ways of cutting benefits. The most straightforward
i{s to decrease the benefit table used for determining benefits of new
retirees. Under current law the calculation to determine benefits is different
for people born in different years. The differences are determined by the
growth i; average wages in the economy. It would be straightforward to
add a second difference to slow the rate of growth of benefits determined
by these tables. In this way the legislation to decrease benefits would

have direct control over the way the benefit cuts are distributed

*/

='Also, we could decrease disability, survivor, or dependent benefits.



over retirees of different ages and with different levels of benefits.
Another straightforward method yould be to include part (or all).of
Social Security benefits in taxable income for the U.S. income tax. This
.extra tax revenue could be channeled to the Social Security Trust Funds.
The virtue of this method is that benefit cuts would be greatest for those
in the highest tax braékets, who are best abie to absorb a benefit decrease.
While this idea has béen enormously popular with economists, it has been

arepeated non-starter in Congressional discussions.

There are also complicated (and less visible) ways of cutting benefits.
With the new Amendments, a wage index is used both to calculate an individual's
average indexed earnings and to change the benefit table which relates
benefi;s to past indexed earnings. We could substitute a price index for the
wage index in these two steps in the calculation of benefits. Provided that
wages grow more rapidly than prices this change would noticeably slog benefit
growth. As successive generations of workers have higher real earnings
they would.move up the benefit table into regions where benefits are smaller
fractions of earnings. Wage indexing removes this consequence of higher
earnings by shiftingthe benefit table in step with average wage growth.

With price indexing, real benefits depend on an individual's history of real
earnings. With wage indexing, those borm later receive higher benefits

than their elders who had the same real earnings. L Compounded over a long
time this difference is substantial. Price-indexing received some attention
before the 1977 Amendments were voted, although it was a late starter im

political discussions.

88-594 0—82——6



78 S

A proposal which has received considerable attention and wide support
1s to delay the normal retirement age for receipt of benefits. The first
three methods.of cutting benefits seem to me to be good ideas, separately
or in combiration. Delaying the normal. retirement age is a poor way to
cut benefits and a poor way to encour;ge later retirement and fewer

beneficiaries. Since it has received so many endorsements (and so little

anélysis) ve need to look closely at its workings.

Delaying the Normal Retirement Age

Although anyone over 62 can stop working and claim retirement benefits,
the "normal" retirement age 1s 65. By this we mean that those retiring
before 65 have their benmefits decreased for "early" retirement. Those who
first claim benefits after 65 have benefits increased for "late" retirement.
In other words, benefits are larger the older the retiree_when benefits
are first claimed. In addition to the semantic difference between reductions
for early retirement and increases for late retirement, there is a sub- ‘
stantive difference. The reductions are larger than the increases. Retiring
at 62 reduces benefits by 20% compared to retirement at 65. Working to
68 rather than 65 only increases benefits by 9% (uﬁdet the 1977 Amendments).
This pattern is shown in Figure 1., which shows thé pattern after legislated
changes go into effect for 1982. (This discussion of actuarial reduction and
the delayed retirement increment ignores the fact that a year of good earnings

will raise a worker's AIME, and so the worker's benefits.)

The.proposal to change the normal retirement age to 68 is a proposal to -
shift this schedule of reductions and increases. Someone retiring at 65

would receive a 20% reduction for early retirement rather than the
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benefit appropriate for retirement at the normal age. Someone retiring

at 68 would be retiring at the normal age and would not Feceive the present
9% increase for working past the normal age. In this way the proposal to
delay the normal retirement age is a proposal to cut benefits. The change

is shown in Figure 2.

This approach to cutting ﬁenefits does not relate the size of the per-
centage cut to the size of the benefit, making it important to examine its )
implications for the distribution of income. Concentrating benefits cuts
on early retirees is unattractive since éhey tend to have longer retirements
to financeland to have had shorter periods to accumulate funds for retirement.
A further, and more serious, issue arises when we look more closely at the
makeup of 62-64 year old retirees. For these contain a very needy group. At
presenf, well over half of new retirees, both male and female, are under 65.
Sixty per cent of the early retirees claim benefits at 62. .In a detailed survey
in 1968 (when the unemployment rate was only 3.6 per cent), it was found that
40% of 62 year old male retirees had been out of work at least six months
before becoming eligible for benefits. One in six of the male retirees had
been out of work for three years or more before receiving benefits. With
this level of hardship one must take care in applying the changes that go
with a delay in rormal retirement. To simply shift eligibility for retire~

.ment benefits by three years, from 62 -to 65, would be intolerable. To simply
extend the rate of benefit reduction for early retirement for six years rather
than three would give a 62 year old retiree a 25% cut in benefits (80% of the
benefit at 65 will drop to 60% of the ;ame benefit at 68).. With so many of =
these people receiving low benefits, such a large change woul& be uﬂduly harsh.

There is one proposal to exempt many of these early retirees from any
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“benefit cut. This would be done by introducing a new, weakened, definition

of disability for those between 62 and 65. Those satisfying the new definition,
but not the present omne, would-be given the same benefits as at present without
disability. Only those who don't satisfy even the weaker definition would

have their benefits cut 25% because of the delay in the normal retirement

age. It is not known how many of the hardship cases would be reached in

this way. No doubt some of them would be missed.

Incentives for Longer Working Lives

Delaying the normal retirement age is not only inequitable; it also preserves
the inefficient incentives to work of the present system. There are better
systems of incentives to encourage later retirement. For a worker between 62
and 70 (when Social Security benefits will be paid independent of.f;firement
after 1982) there are two sides to the financial return to further work. One
is the immediate financial gain--the excess of take-home pay (plus fringes)
over the pension available with reti;ement. The other side is the increase in
future retirement benefits as a result of an extra year's work. The value to
a worker of a larger future pension depends on many factors--the size of
the pension increase, the date when pension benefits will start, life ex-
pectancy of the worker, the presence of any dependents who will also receive
larger benefits, and the worker's neéd for current income relative to future
income. Obviously, different workers will value future benefit increases
differently relative to current earnings. They may also differ in the ac-

curacy of their understanding of the future payoff to current work.
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By only delaying the normal retirement age, we would preserve two
unsatisfactory aspects of the current incentives for longer work. One
is that we rely too heavily on.future benefit increases and not enough on
current income to encourage work. We can arrange a more efficient in-
centive by paying part of the retirement benefit independent of retirement
and still preserve the insurance.aspect of Social Security. The second
unsatisfactory aspect is the pattern of benefit increases with longer work.
As workers age, the length of time they expect to collect higher delayed
benefits gets shorter. To preserve the level of work incentive the .rate
at ‘which future benefits grow with delayed claiming of benefits must increase
as workers age. But the current system has the reverse pattern--much more

*
rapid benefit growth with additional work at younger ages_than at older omes.

A Proposal to Encourage More Work

To correct these two problems, let us pay a growing fraction of retire-
ment benefits to those between 65 and 70 who continue working. For example

152 of benefits could be paid to 65 year olds who continue working. The
remaining 852 would be subject to the same retirement test as at present.**
Those who are 66 would receive 30% of benefits independent of retirement, with
70% still subject to the retirement test. The fraction paid independent of

earnings would grow until age 70 when, as under the new Amendments, full

*
For a theoretical model supporting these two propositions, see two papers

I have written with James Mirrlees.
*R .
That is, benefits would be reduced by $.50 for each $1.00 of earnings
beyond the exempt amount as at present, but benefits would not be reduced

below 15% of their full amount. Alternatively, the benefit amount independ-
ent of retirement could be added to reduced benefits (up to 100Z of benefits)
in the event of work above the exempt amount.
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benefits would be paid.*f* While these numbers aren't sacrosanct, the
principle of paying a growing fraction of benefits independent of retire-
ment would significantly enhance work incentives.

The proposal involves only partial benefits for those between 65 and
70. There have been frequent suggestions to pay full benefits to everyone
over 65. This would be going too far, losing significant aspects of the
Social Security sysfem. Individuals don't know when they may be forced
to retire. If this happens early;they are worse off than if it happens
late. By paying only partial benefits if an individual has high earnings,
we can finance larger benefits if he has to retire early. This provides
imﬁortant insurance to an individual. A second aspect of the same principle
is that, on average, those who continue earning are -financially much better
off than retirees. By paying lower benefits to late retirees and higher
.benefits to early ones we glve more money to those with greater need. The
problem in d;signing the Social Security system is to strike the right
balance between work incentives and the provision of insurance. We need to
combine slower aggregate ﬁenefit growth, greater incentives for work, and
continued provision of greater benefits to those with greater need to have a

Social Security system which works more efficiently and costs less.

ik
The Office of the Actuary has estimated that this proposal would cost

.06Z of taxable payroll. This estimate is based on the assumption
that the proposal has no effect at all on retirement ages. The cost
would be less if some workers respond by working longer.
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Figure 1. Benefits at different retirement ages, AIME held constant
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Figure 2, Benefits at different retirement ages, AIME held constant
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Senator HEiNz. Mr. Diamond, let me ask you this question: I
think we are all agreed that if people wanted to work longer and
you could encourage them to do so through incentives as opposed to
punishments, that that would be very beneficial in a variety of
ways. It would cut down on expenditures and help on the revenue
side too, paying in longer and therefore on a case of first impres-
sion, commonsense, it would seem that the way we do the least
amount of damage overall is to try and encourage people to do that
because then whatever benefit cuts, however we decide to appor-
tion them, whether it is through changes in bend points, or replace-
ment ratios, or through what we have just discussed here, will be
all the less necessary.

It would seem, therefore, that it would make some sense to
adjust the age at which full benefits are paid in social security if
we could find a mechanism, such as Ms. Munnell has suggested,
that takes into account disability but not perhaps exactly as we
define it today, maybe making age a more sensitive factor, maybe
making the history of unemployment, which under some interpre-
tations I understand now is taken into account in some determina- -
tions of disability today. Even taking the mix of skills related to
the job, if one is smart enough to know how to do that. If someone
knows how to be a steeplejack, I would certainly understand that
at age 65 you are not quite what you were at 45, in a blizzard on
cold, windy day 300 feet up. I would rather be there, if ever, at age
45 as opposed to age 65. I am not sure I would like to be there in
any event.

What do you think of Ms. Munnell’s suggestion as a way of
attacking the very real problem that you described, which is the
distribution of age when it comes to the taking of early retirement?

Mr. DiamonD. I am in favor of expanding the disability program
for older workers, taking into account the kinds of things you
mentioned.

Senator HEINz. Could it be done to achieve what she wanted to
do, which is to go along with Senator Chiles or Mr. Pickle’s propos-
als which, in effect, raises the retirement ages and takes care of
what you see as the problem?

Mr. DiamoND. I do not think anyone has a firm answer to that
question, and I think on this issue you have to put the horse before
the cart. We should expand the disability program if that is what
makes sense, and then look to see how well it works at reaching
the people we think of as being in trouble; and if it reaches those
people, then we can think about eliminating or cutting back on the
availability of retirement benefits of the people we missed.

It is a basic fact of any of these programs that try to measure
individuals available for work, that they will make two kinds of
mistakes. Some people we think should get benefits, if we know
everything we would like to, would not get them. Some people we
think should be denied benefits, if we knew everything, will get
them. That is a fact that, no matter how much money we throw at
it, will not be solved. Until we have a program in place, it is hard
to sgeculate how successful it will be in reaching the people that
need it.
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Senator HEiNz. Ms. Munnell, you are an advocate of increasing
the retirement age, and you have spoken very effectively on the
reasons why we should do so.

We have talked about how that proposal is fair or unfair to low
wage workers. One thing that we have not looked at is the extent
to which that is a benefit or not to the economy.

Now, one possibility is by having people in the labor force longer
and retiring for shorter periods, they could decide that they did not
need to save as much for their retirement.

Is there any effect on personal savings if you keep people in the
work force longer?

Ms. MuNNELL. If we extend the length of time that people are in
the work force, then they will be saving over a long working life
for a shorter retirement period. The transition in the retirement
age from 65 to 68 could result in fluctuations in saving. However,
once the retirement age stabilized at 68, there would be further
changes.

Senator HEINZ. Does that wash out, in effect? Is there a benefit
or penalty?

Ms. MuNNELL. It would depend also on the rate of population
growth. Assuming the rate of population growth slows, then there
would be no net effect on savings rates.

Senator HEINz. You indicated that we should not expect the
private pension sector to pick up much of the slack here. Why is
that? What is the import of that?

Ms. MunNELL. I am slightly embarrassed to speak about this
when you have a whole cadre of experts here.

Senator HeiNz. They differ, too.

Ms. MuNNELL. I know. »

We have seen an enormous growth in pension programs during

the 1950’s, 1960’s, 1970’s, and, increasingly, retirees will get some
portion of retirement income from private pension plans. My per-
sonal assessment is that the degree of coverage is approaching a
maximum. Industries with traditionally high pension coverage,
such as manufacturing, are expected to employ a declining share of
workers, while employment in industries with low pension cover-
age, such as retail trade and services, is projected to increase.
Moreover, 79 percent of noncovered employees work in firms that
employ less than 100 people. I do not envision those establishments
setting up private pension plans on a voluntary basis.
" Senator HEINz. The President’s Commission on Pension Policy,
recommended that pensions be in effect mandatory for all employ-
ers; and I believe they made some provision for effective portability
of those pensions.

What, from an economist’s standpoint, are the pros and cons of
doing that? Do we drive small businesses out of existence? Do we
increase the savings of employment and growth heightened in
other ways? What are the consequences of this?

Ms. MunNELL. It is a complicated proposal and it has various
aspects to it. The advantage of the Pension Commission’s recom-
‘mendation is that those people who would otherwise never have
supplemental income through private pension plans would be cov-
ered. Clearly that is an advantage.
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One of the disadvantages, however, is that additional funds will
be needed to pay the private pension plan benefits for newly cov-
ered low-income workers. As an economist, I have adopted the
position that the worker eventually pays for his pension plan bene-
fits through lower wages over his work life. The idea that the
employer will suddenly pay out additional benefits, that were not
required previously does not seem realistic to me.

On the contrary, employers will introduce the pension plan and,
instead of allowing the contracted wage growth, they would have a
somewhat lower wage growth. In other words, employees pay for
their own pensions through lower wages.

Senator Heinz. That assumes that these businesses that do not
have the pension plan are among the more marginal businesses;
that they could not raise prices or take it out of profit. Competition
would not permit the latter and they do not have the margin to do
the former.

Ms. MunNELL. The typical assumption is in competitive markets,
the firm cannot afford to pay compensation in excess of that being
paid by other firms.

Senator HEINz. Presumably, either competition for labor or com-
petition by labor would force them to do so.

Ms. MUNNELL. You are right. There is very little evidence in the
area of who pays either for social security contributions or for
fringe benefits. But the evidence that does exist indicates that the
workers pay for fringe benefits. My concern, therefore, lies with
the low-income workers. For it is the low-income worker who will
" bear the heaviest burden if his coverage in a pension plan results
in a decline in his net pay. Granted, this burden could be alleviated
if the worker saved more, but the needs of the present may be
more pressing that those of the future.

Senator HEINz. I see Senator Bradley is here. Do you have any
questions for the witnesses, Senator?

Senator BRADLEY. I have no questions.

Senator HeINz. I think your testimony has been extremely help-
ful. I think the focus on the power of changing retirement age is
quite important, as is the fact that disability and low income are
prevalent among the early retirees. I do not think it received
anywhere near the amount of understanding and coverage that
they deserve. I suspect that if the administration had looked
- harder at this particular set of problems, they would not have
come forward with the particular set of proposals that I think they
are trying to forget themselves.

We thank you very much.

Our next witnesses are Peter .McColough, chairman and chief
executive officer of Xerox, and William Greenough, from the Com-
mittee for Economic Development.

Mr. McColough, would you please proceed.
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STATEMENT OF C. PETER McCOLOUGH, STAMFORD, CONN.,,
CHAIRMAN AND CHIEF EXECUTIVE OFFICER, XEROX CORP.,
AND FORMER CHAIRMAN, PRESIDENT’S COMMISSION ON
PENSION POLICY, ACCOMPANIED BY PROF. THOMAS C.
WOODRUFF, CORNELL UNIVERSITY, AND FORMER EXECU-
TIVE DIRECTOR, PRESIDENT'S COMMISSION ON PENSION
POLICY

Mr. McCoLougH. I am delighted to be here with my good friend,
Bill Greenough.

On my right, I have with me Prof. Tom Woodruff, of Cornell
University, who served as the Executive Director of our President’s
Commission on Pension Policy.

In our 2% years, I think we came to certain conclusions, and I
will state those briefly and, with your permission, I will summarize
my prepared statement.!

Senator HEiNz. By the way, I understand we will have a vote in
a relatively short time. There is one scheduled for 4 o’clock, so I
warn you about that. If it does happen, we will come back and
finish up.

Mr. McCoLouGgH. We came to some general conclusions regarding
the Nation’s retirement program, and the first is that our Nation’s
retirement programs are dangerously dependent on pay-as-you-go
programs, such as social security. These large, tax-supported pro-
grams have created an imbalance which has serious implications
for the future.

We also felt that private pension coverage is lacking for many.
And where individuals are covered, the lack of coordination among
programs results in very low benefits for some, while others receive
rather excessive benefits.

We also felt that inadequate incentives exist for retirement sav-
ings, and there are major inconsistencies in tax treatment of pen-
sion benefits.

Our Commission made nearly 50 recommendations that would, if
adopted, lead to a shifting of dependence on pay-as-you-go financed
Federal programs such as social security, welfare and in-kind bene-
fit programs, to a balanced system of employee pensions, social
security, and individual efforts and private savings.

I know—and of course we see a great deal of this in the press—
that Congress is now looking at the financial problems facing cur-
rently the long term social security problem. There are short term
problems and long term problems that will come to fruition after
the year 2010. I think both of those problems must be solved, and I
think they must be grappled with one way or the other fairly soon,
" as one is a shortrun problem and the other is a longrun problem. I
feel very strongly myself that in resolving particularly the short-
‘run problems facing the social security system, that we should not
take hasty action. I am not advocating procrastination, but we
must remember that the aged population of this country needs
income. What they get today, particularly if they rely only or
largely on social security, is not enough to provide adequate income
in their old age.

1 See p. 91.
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I think it is also clear that to make social security financially
sound, we must develop some other sources of income for older
people, and we should not look at the retirement income alone as
coming entirely from social security.

There have been various proposals for reducing benefits. In the
deliberations we had, the President’'s Commission on Pension
Policy, we rejected these. I will not go through them. They have
been talked about today, and we have felt that we have not main-
tained adequate proper living standards for those in retirement.

I think if you look at my testimony, you will see, if you look at
table 1, I think it makes it very clear that those who receive only
social security in retirement really do not live very well at all. The
latest figures, as a matter of fact, from the Bureau of the Census,
which show on chart No. 1, indicate that over half of those people
over the age of 65 are dependent on social security as their pri-
mary source of income, and that lower income families are almost
entirely dependent on social security. I think, personally, and I feel
very strongly, to cut social security payments now would be a very,
very irresponsible action of the Government, because I believe
there are better solutions, both for the short term and the long
term problems. .

The Commission did recommend looking at the long term prob-
lems for people retiring at age 68, starting gradually in the year
1990, and that the age for early retirement be moved up from 62 to
65. We have had some testimony and discussion on that this after-
noon. I think there is a lot of logic in that. Certainly, life expectan-
cy is 3 years longer than it was in 1935 when the social security
system was inaugurated. Workers are not only better educated, but
healthier in the main.

Jobs are less strenuous and, most important of all, because we
have to be pragmatic and practical, they would relieve a great deal
of the strain on the system after the year, say, 2010, when the baby
boom starts to really retire themselves.

The other recommendation that we made is that we have in this
country to adopt universal coverage. All Americans, regardless of
Federal sector or private sector, be covered by social security. At
the same time, we eliminate the so-called windfall benefits that
some people get. I think if both of these were adopted, the age of
retirement moved to 68, and universal coverage adopted, that these
would make a great difference in social security financing in the
future and I think it would really, if not entirely, go a long way
toward eliminating the problems that we see long term.

Now, coming back to the short term, as I said, I think it would be
a great mistake to act hastily, to affect people on social security,
particularly those who largely rely on social security at retirement
because of the current crunch. It seems to me for the short term
that the answer is interfund borrowing. I think if we would do this
today, rather than acting in haste, we could look at it again in a
year or 80. We could certainly get through a year. The funds are
very, very sensitive to economic conditions, interest rates, inflation
rates, and so forth. If we could look at that in a year or so, we
could see what the problem is and determine what we should do
rather than jumping to some conclusions that these payments
should be cut today because of a deficit.
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In any case, it seems over the next 4 or 5 years, the most
pessimistic of the deficits in social security will not be that great. I
think it can be handled one way or the other.

The financial problems of social security and the Nation’s elderly
cannot be solved by looking at the social security system. What we
are tending to do in the country is to assume that the problems of
the elderly in retirement financially will be solved only by looking
at the social security system. I think we need a greater look at it.

Our studies at the President’s Commission indicate that some-
what over 50 percent of the workers today are covered by private
pensions, and these are workers in the private sector.

So we really have a two-class system out there. We have those
who receive social security only and, therefore, do not live well in
retirement, and those who receive some sort of a private pension,
in some cases a Government pension, in many cases do live well in
retirement.

Therefore, because of this, we on the President’s Commission
recommended, one member disagreeing, on my left here, that we
adopt this minimum system of private pension coverage. I am not
going to attempt to go through that. It is in our report.

But it seems to me that it is pretty clear that the private pension
coverage is not expanding for a lot of reasons, primarily because
more and more people are working in the service area, smaller
companies. The workers in larger companies are not expanding
and we think it would make a great deal of sense to have more
people covered by private pensions, and we will not get that unless
it is mandated by the Government.

1 will close off at that.

Senator HeiNz. Thank you.

[The prepared statement of Mr. McColough follows. Testimony
resumes on p. 102.]
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PREPARED STATEMENT OF C. PETER McCOLOUGH

Mr. Chairman and members of the Committee, I am pleased to be with you
today to discuss the crisis facing the social security system and other retirement
programs in this nation. When 1 was Chairman of the President's Commission on
. Pension Policy, 1 tried to assist the work of this Committee, and I am pleased to be
here again today.- Accompanying me today is Professor Thomas Woodruff, “of
Cornell University, who served as Executive Director of the President's Commission

on Pension Policy.

I have a brief statement to present to you and then Professor Woodruff and I

will respond to any questions that you may have.

As you know, the President's Commission on Pension Policy was asked to
examine the nation's retirement, survivor and disability systems in order to develop
recommendations for changes that address current problems and meet identified
goals.czln two-and-a-half years we completed some 50 research projects and held

over two dozen hearings on these issues,

In developing our._recommendations, we have sought advice from hundreds of
experts, interested individuals and groups, private and public sector organizaﬁons,
Congress, and the many executive branch agencies directly involved with retirement

income programs. Our recommendations are the culmination of these efforts.

The Commission's final report confains recommendations for a number of
broad, long-range retirém_ent income goals for the nation and spells out the roles of
public and private pension systems as well as individual efforts in providing this
income. In addition, a number of specific proposals are recommended to meet these
long-range goals and to lead us through the transition to a balanced retirement

income system.

In its review of the major problems facing our retirement income programs,

the Commission made three major findings:
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. Our nation's retirement programs are dangerously dependent on pay-as- .
you-go programs such as social security. These large tax-supported
programs have created an imbalance which has serious implications for the

future.

.

e Private pension coverage is lacking for many. And where individuals are
covered, the lack of coordination among programs results in very low

benefits for some, while others receive excessive benefits.

s Inadequate incentives exist for retirement savings and there are major

inconsistencies in tax treatment of pension benefits.

In resj)onse to these problems, the Commission made nearly fifty
recommendations that would, if adopted, lead to a shifting of dependency on pay-
as-you-go financed federal programs such as social security, welfare and‘:ih-kind
benefit programs 1o a balanced system of employee pensions, social security, and

individual effort. N

Congress' attention today is focused on the difficult financial problems
confronting the social security system. Social security faces cash flow problems
over the next several years and much more serious deficits éﬁ\ter} the year 2010 when
the post World War II baby boom generation begins to retire. Steps must be taken
now to solve both of these problems. However, in our haste to find solutions to
soéial security's financial problems, we should not forget that our aged population
needs income on which to live, and that the level of benefits provided by social
security today is inadequate by itself. Therefore, as we seek to make social security
financially sound, we must also develop altérnative sources of income for our
nation's retired population.

~ .
You have heard discussion about three approaches to reducing benefits under
- social security: changes in the indexing of benefits, reductions in the replacement

rates of the benefits, and change: in the age of eligibilty for benefits.
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TABLE 1
HYPOTHETICAL LONG-RUN SOCIAL SECURITY .REPLACEMENT
RATES COMPARED TO REPLACEMENT RATE FOR MAINTAINING
PRE-RETIREMENT STANDARD OF LIVING
STEADY WORKERS AT THREE ALTERNATIVE EARNINGS LEVELS!

Maximum Average® Minimum
Maintain Maintsin Maintain
Social  Standeard of Social  Standard of Social  Standard of.
Security Living Security Living Security Living
1. Never-married Person. ‘28% 58% 42% 65% 53% 80%

2. Married Couple. Only .
one spouse has earnings. 42 63 63 70 80 85

3. Married Couple®
Both spouses have the

same earnings. 40 63 54 70 77 . 85
4, Widowed person. Only .

one spouse has earnings. - N 28 47 42 53 53 64
5. Widowed person. Both . ) !

spouses had same earnings. 20 47 27 . 53 38 64

' The three aticrnative levels of carnings are defined at follows. The maximum level which is the wage base (i.c. the maximum taxable earnings) under the GASDI

sysiem, beginning with 1961 (afier which time the wage base is autematically indexed). The averape level is the lesel of the sverage male worker beginning with 198).

The_minimum bevel is the bevel of & worker who always earny the federa) minimum wage, beginning in 1951,

Male worker's earnings level.

Botb 1pouses 1operher earn this level. -

Source: Office of the Acary, Social Security Adminisiration, U.S. Depaniment of Health and Human Services.

€6
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The Commission carefully reviewed two proposals to change the indexing of
social security benefits. One proposal called for indexing the wage history to prices
rather than wages in computing the initial benefit. The other called for indexing the
post-retirement benefit to the lesser of wages or prices. The Commission rejected

both of these proposals. .

There was some sentiment on the Commission to alter_the method of post-
retirement benefit adjustment. We felt, however, that adopting this proposal would
hurt those members of our aged population most in need--low income retirees

dependent on social security as their sole source of income.

As 1 mentioned earlier, the Commission concluded that current social security
benefit levels do not permit individuals and couples to maintain their living
standards. This is demonstrated in Table 1. Depending on their marital status,
career, full-time minimum wage workers currently face an income gap of between
5% to 27% and the average workers face an income gap of 7% to 26%. In .reality,
this income gap is much larger than in these hypothetical examplles since low and

moderate income workers tend to have irregular work histories.

The latest figures available from the Bureau of the Census indicate that over
half of the over-65 population is dependent on social security as their primary
source of income (See Chart 1). Lower income families are almost exclusively'

dependent on social security benefit payments.

For Congress to adopt policies that would lower social security benefits to
these income groups over the next ten to twenty years would be irresponsible.
Beyond that time period, there are better ways to deal with social security's Jong-

term deficit.

In contrast to the recommendations of the Reagan administration, the
Commission concluded that a new retirement age policy should not be adopted to
help solve the short-term deficit problem. However, > help solve the long-run

financing problem, an increase in the normel retirement age to €& should be phased



CHART 1 RELATIVE CONTRIBUTION OF RETIREMENT

PERCENT . INCOME SOURCES FOR INDIVIDUALS AND

100 HOUSEHOLDS, HEAD AGE 65 AND OVER
4 BY INCOME LEVELS, 1978

TOTAL
INCOME  $4,000 $6,000 $8,500 $12,000 $20,000

G6
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in over a twelve-year period beginning in the year 1990. The social security early
retirement age, now 62, should be raised to 65, in tandem with the normal
retirement age. Disability benefits should be available through the normal

retirement age.

The change in normal retirement age gradually to age 68 in the year 2002 is
justified for several reasons. First, the average expectation of life has increased
substantially since the social security system was adopted in 1935. It is..probable
that those retiring at age 68 in 2002 will have several more years in retirement than
those retiring at age 65- have had in the past. Second, workers are healthier and
many jobs are less strenuous today for 65 to 68 year olds than in the past. However,
disability benefits should be provided for those who cannot work for health reasons. -
Third, when the "baby boom" generation retires there will be a severe strain on the
financing of social security if the retirement ages stay as they are today. Raising
the retirement ages by three years would substantially alleviate the problem. Since
many current workers may have already made retirement plans -contingent upon
receiving social security benefits at age 65, no immediate change ip the retirement .

age was recommended by the Commission.

In addition to a new retirement age policy, the Commission recommended that
all new federal, state and Jocal, and non-profit employees be covered by the social
security program, and the elimination of so-called windfall benefits. This would

significantly improve social security's financial condition.

In fact, the social security administration's actuaries project that these two
proposals--raising the age of eligibility for benefits beginning in 1990 and universal
coverage—-wouid eliminate the long-term deficit in the system. The Commission's

{inal report to the President and Congress discusses these proposals in more detail.

The magnitude of the short-term deficit is highly sensitive to economic
conZitions over the next twelve months. We can predict, however, that the deficiz
will pe of short duration due to population changes in the nation. 1t would be z

serious mistake for Congress to enzcl drastic benefit cuts today that we may later



learn were unnecessary. Therefore, I urge Congress to limit its action this y’ear on
the short-term deficit to authorizing interfund borrowing among the various social
security trust funds. A yealr from now, Congress should review the trust fund
balances again, after the administration's tax and economic policies have had a

chance to affect inflation, employment, and wages.

OTHER REFORMS NECESSARY

The financial problems of social security and of the nation's elderly cannot be
solved by looking only at reforms to the social security financing and benefit
.structure. The Commission developed a comprehensive package of tax reduction
proposals that are specifically linked to increasing the role of funded employee
pension plans and personal retirement savings. Tax incentives, even those proposed
by our report, will not’ significantly increase the pension plan participation of low

and moderate income workers and workers employed by small businesses.

A Commission household survey of 6,100 households, c.hosen randomly
nationwide, reveals that only 48 percent of all active workers 18 years old and over
are presently covered by some type of employer-based pension. In the private
sector, only 45 percent of all workers (and 54 percent of those ages 25-64) are’
currently pension plan participants and only half of that number are currently vested . ‘

in employee plan benefits.

One class of workers fares reasonéb]y well in retirement because it can count
on social security, as well as employee pensions and some personal savings. Another
class of retirees has failed to become eligible for employee pension benefits and
therefore must rely primarily on social security benefits. Inability to vest is. often
the result of Jengthy pension plan service requirements, job m.obility, or the lack of

a pension plan at @ worker's place of employment.

. Mr. Chairman, ] would like to submit & chapter from the Appendix to the

Commissicr's iirci report on this subject for the record.
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TABLE 2

ESTIMATED COSTS FOR PRIVATE
SECTOR EMPLOYERS OF
COMMISSION’S MINIMUM UNIVERSAL
PENSION SYSTEM (MUPS) PROPOSAL
(IN NOMINAL $ BILLIONS)'

Year MUPS Contribution  Current Business Net
Requirements by Size Policy  Added Tax Cost
of Establishment Costs Costs  Savings’ Increase

(Expressed In
1982 Dollars)

$2.5

Less than 100 employees $21.1 $3.2 $0.7

100-500 employees 13.4 1.1 0.7 0.4

500 or more employees 223 1.0 0.5 0.5

Self-employed workers 2.1 1.0 0.7 0.3
Total $58.9 $6.3 $4.4 $1.9

(Expressed In

1983 Doliars)

Less than 100 emnployees $23.0 $6.3 $4.1 $2.2

100-500 employees 14.6 1 2.0 r2 0.8

500 or more employees 243 1.7 0.8 0.9

Self-employed workers 2.3 22 1.3 0.9
Total $64.1 $12.2 $7.4 $4.8

{Expressed In

1984 Dollars)

Less than 100.emloyees $24.7 $9.5 $5.7 $3.8

100-500 employees 15.7 29 1.7 1.2

500 or more employees 26.2 2.6 1.2 1.4

Self-employed workers 2.5 3.6 1.9 1.7
Toual $69.1  $18.6  $10.5 S8

Al private and public employers must of fer & renrement plan with panicipation standards ne siricter than
ape 25, one year of service, and 1000 hours of work annually and full and immedine vesting. These

esumates assume a phase-in of MUPS rgquiring a one percen: of carmings contribution by employers in
1982, & 1wo percent contribunon in 1983 and a three percent contribution in 1984, The Commission’s
Spezia’ MUPS Business Tax Credit is assumed 10 apph 10 the first 3% of payroll contributions to qualined
PeRuOn plans

These 1ax savmps estimates have two components. Employec carning below $100,000 who currently cos-
vribune 10 ¥ qualified pension plan are assumed 10 receive the specisi MUPS Business Tas Credst for the firs:
3 percen: of payroll contribunior.. Al new contritutions by empioyers due 10 MUPS ate schject 10 th
higher of the tas credit of normal tax dedusuor.

Sources FCF, Inc.. estimates fo President’s Commusion, Pension Fohicy: Esnmate oy bregen’s Commission

o Peanier B
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In light of these {indings, the Commission recommended federal legislation to
establish a national minimum funded pension system which would be required of all
employers. Such a system would be financed by employer contributions to either an
employer-sponsored plan or a central portability clearinghouse. The benefits would

" be vested after short service and would be carried from job to job.

Employers who currently provide employee pension plans would be only
minimally affected by this proposal. These employers generally provide.benefits
that are much more generous than the minimum standard called fo]' in the
Commission's report. The benefit provisions in their plans would only be modified to
take into account the édrtabiliiy‘features of Minimum Universal ~Pensicm System '

(MUPS).

The Commission was sensitive to the situation of employees and owners of °
small businesses. The minimum standards plan proposed By the Commission would
signiﬁcantly alleviate the administrative complexities often associated with pépéion
plans. To help mitigate the cost, th‘e program would be phased in over a three-year
periéd. And, e.mployer_,s Would be able to take a tax credit of 46 percent of their

»

required contribution to the plan.

Table 2 shows the estimated costs for private Sector employers for this plan.
A substantial part of thf program costs a;e offset by the special tax credit proposed
by the Commission. After the first three years, empl;ayers are expected- to shift
some costs to employees in the form of smaller wage and fringe benefit increases.
Employees should be able to absorb this cost without reducing their disposable
income because of the tax savings to individuals that will be providéd by the

Commission's proposal to exclude social security contributions from taxable income.

In addition, availability of a portability clearinghouse for benefit records and a
portability fund for plan assets would require minimal record keeping responsibility

while allowing employers the investmient advantages of large pooled funds.
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The establishment of a minimum universal pension system or MUPS will cause
a significant shift in the relative roles of social security, employee pensions, and
savings as sources of retirement income. By funding a substantial portion of an
individual's retirement resources, the nation will be better prepared to ﬁrovide the
resources required to support the retired population. Furthermore, MUPS would
result in significant improvement in the incomes of the elderly, particularly those at

the lower end of the income distribution (see Chart 2).

This plan would also increase the proportion of total retirement income
financed by funded pénsi‘on programs. Under the program, benefit payments from
employee pension plans would increase by 75 percent. Social security benefit
payments would remain about the same, though social security's share of benefit

payments would drop 13 percent..

Combined with the MUPS proposal, tax incentives for voluntary employee
contributions to IRAs could provide a new mechanism for increasing personal savings
for retirement. 1 doubt if the new tax law will significantly improve retirement

. 2
saving for most workers.

ECONOMIC EFFECTS OF COMMISSION PROPOSALS

Mr. Chairm‘an, w; all are concerned about the-condition of our nation's
econofny. The Commission developed a .long-term economic growth model to
estimate the effects the: its proposals would have on the economy. The combined
effect of raising the age of retirement, the Commission's tax proposals, and the
Minimum Universal Pension System (MUPS) was positive and dramatic. These
proposals would provide significant .stimulatlioﬁ to the forecasted economy. 1 would
like to submit the findings of this work to you for inclusion in fhe record of this

hearing.
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CHART 2

EFFECT OF MUPS AND A CHANGED SOCIAL SECURITY

RETIREMENT AGE ON THE DISTRIBUTION OF RETIREMENT

INCOME FOR MARRIED HOUSEHOLDS, 2018-2022

b (Assumes Retirement at age 65
under Current Policy and
at age 68 under the
15 . PCPP Recommendations)
68 Year Olds \
Under \ 68 Year Oldy Under PCPP
Precentage Currens Policy A% MUPS and Socia) Security
of 10 o Retirement Age Recommendations
Households ~— "
s
‘\
$5.000 $10.000 $15,000 $20,000 525,000 30,000
CHART 8 Retirement lacome (in 1950 Doblass)
EFFECT OF MUPS AND A CHANGED SOCIAL SECURITY
RETIRMENT AGE ON THE DISTRIBUTION OF RETIREMENT
INCOME FOR UNMARRIED INDIVIDUALS, 2018-2022
» o8 Yeor Ol (Assumes Retirement at age 65 under
Under Curremt Policy and at age 68
Currem under the PCPP recommendations)
20 Policy .
Percentage
o,' * s \\
Households [}
[\
\
1 64 Year Olds Unde: PCPP
MUPS and Social Security
/Rﬂii!mem Age Recommendations
s T
- .
5,000 $10.000 $18.000 $20.000 $28.000 $30.0040
CHART ¢

Retiremen: tncome (in 1920 Dutlatsr
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CONCLUSION

Mr. Chairman, 1 do not have time today ~to list all 50 proposals of the
Commission. 1 hope you and the members of your Committee will read the report

carefully.

However, 1 must stress that oﬁr citizens deserve thorough deliberation by
tongress on all aspects of our retirement income crisis. A piecemeal approach to
policymaking in this area is likely to lead to narrow, discriminatory and inequitable
solutions to our problems. 1 urge you to link your deliberations on social security to
your review of tax policy and retirement savings through pension programs and
individual effort. In particular, I urge you to hold hearings in the upcoming months

on the need for a funded universal pension system in this country.

_Thank you.

Senator HEINzZ. Mr. Greenough.

STATEMENT OF WILLIAM C. GREENOUGH, CHAIRMAN, SUB-
COMMITTEE ON RETIREMENT POLICY, COMMITTEE FOR ECO-
NOMIC DEVELOPMENT, NEW YORK N.Y., AND FORMER
MEMBER OF THE PRESIDENT'S COMMISSION ON PENSION
POLICY -

Mr. GREENOUGH. Mr. Chairman, my name is William Greenough.
I am a board member of Teachers Insurance and Annuity Associ-
ation-College Retirement Equities Fund—TIAA-CREF—chairman
of the CREF Finance Committee, and a colleague of Peter’s on the
President’s Commission on Pension Policy.

But today I am speaking as Chairman of the Committee for
Economic Development’s Subcommittee on Retirement Policy,
which has completed a comprehensive statement on retirement
policy over 2 years of extremely hard work. We are publishing our
report this week.

As you know, our committee consists of over 200 leaders of
business and education, who individually have full responsibility. It
is an extraordinary process and getting agreement is not always
easy. In this study, however, there was. a virtual unanimity of
opinion. On many issues, the CED report agrees with the conclu-
sions of the President’s Commission.

The major point Mr. McColough raised and we similarly empha-
size, is the role of the private sector in the pension field. Forty
years ago, when there was no public sector, most of our Nation’s
retirees did not have enough money to maintain a decent standard
of living. Since then, we have placed the major responsibility for
achieving a livable retirement age on the public sector, and specifi-
cally, social security. It is time to turn to the private sector to take

over that job. Peter and I agree on that, we merely disagree on the
mechanism. '
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We need, therefore, to strengthen the private pensions and pri-
vate savings, and there are several reasons:

One, to provide for a secure retirement.

Two, to take the pressure off of social security.

Three, to provide the capital formation so extraordinarily lacking
in the United States.

Now, on the subject of retirement age, I would propose a little
different way of looking at it.

In each of the last 40 years, we have gradually increased the
benefits of social security. Simply because while the retirement age
has remained the same, we are living longer after retirement and
thus enjoying longer and increased benefits. The suggestion of the
President’s Commission, CED, and various other groups, is not to
reduce retirement benefits; it is to spread them over the same
period of time, which because of demographic changes begins today
at age 68. We, should, in fact, be at 68 now, had we been properly
adjusting the system. But CED believes we should start now to
stabilize this unintended growth in benefits. Failure to do this will
have a major financial implication, not only for the social security
system but for the younger people who will be called on to support
it.

Parenthetically, we share Peter’s view that we need to have
disability benefits until retirement age.

Senator HEiNz. Will your final report have a recommendation on
disability?

Mr. GREENOUGH. It points out various things that can be done on
disability.

Senator HeiNnz. Before we go on, I will put your entire statement
in the record.

[The prepared statement of Mr. Greenough follows. Testimony
resumes on p. 128.]
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PREPARED STATEMENT OF WILLIAM C. GREENOUGH

Mr. Chairman, my name is William C. Greenough. I am a board
member of TIAA-CREF, Chairman of the CREF Finance Committee and I was a
member of the President's-Commission on Pension} Policy.

But today I am speaking as Chairman of the Committee for
Economic Development's Subcommittee on Retirement Policf which has
completed a comprehensive statement on retirement after over two years
of extremely hard work. I am pleased to have this opportunity today' to
introduce you to our thoughts on the important subject of retirement and
reform, which I hope you will find useful to your deliberations. I realize
thgre is a surfeit of recommendations being made by various groups. To
facilitate matters we have prepared a brief comparison of several proposals,
including ou.rs,\. which I would be happy to provide the Committee.

Our CED trustees have concluded that the nation's retirement
systemé have an enormous impact on the future economic health of the nation.
Inflation has madé the cost of providing retirement benefits a substantial
burden both on workers and on employers. Declining birth rates and increased .
longevity mean that proportionately fewer young people will be working to
pay these higher costs. The report stresses that unless we curtail the
growth of Social Security and strengthen employer pension plans and encourage
individual saving for retirement, we will piace an unbearable burden on
futml'e generations. We will also lose the opportunity to improve the
capacity of the economy to provide growth in real income for the elderly
and workers alike.

A Comprehensive Approach

First, and perhaps foremost, it is our conviction that the nation

. requires a comprehensive, broad-based retirement policy and that any piecemeal
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approach will not solve either the long-term problems facing our
retirement system or contribute to a healt_:hy economy .

In this regard, let me comment for a moment on the
Administration's new proposals to reduce certain of the benefits and
the scope of the Social Security system. The CED statement strongly
endorses limiting the growth of Social Security. Indeed, CED's approach
to changing Social Security policy is one that, if implemented, will avoid
the short-term financing crisis facing the OASDI trust. While our
recommendations for Social Security differ from those proposed by the
Administration, I personally endorse the intent of these proposals. But
singling out Social Security as the focus in the retirement reform is
symptoma.tic of the same piecemeal approach that has consistently
characterized years of decisions on retirement policy. Social Security is
the most visible target but it is only one facet of the problems facing
the entire U.S. retirement system. Reducing certain kinds of. benefits,
adjusting cost of living :anreas_es, and changing benefit formulas are
major improvements, but CED urges the members of this Committee to seek and
support additional changes for the entire retirement system.

In essence, the CED report recommends that any national system
should be made up of three tiers--each building on the other--Social Security,
employer pensions, and personal savings. The goal of this three-tier system,
which we believe must be a balanced one, is to provide enough savings and
productive capital formation to yield both a decent standard of liwving for

retired workers and a permanent strengthening of the economy.
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CED's Three-Tier Approach

Social Security is the first ‘tier. We believe that the relative
role of Social Security should be to provide a basic retirement benefit
upon which an individual can build. However, to insure £his basic level
of support for future generations, we recommend a number of changes. We
call for> gradually raising the normal retirement age for Social Security
to 68 and the early retirement age to 65. Again, as I have already stated,
I commend the Administration's proposal to reduce early retirement benefits
but do not believe that this goes far enocugh.

' The CED statement also calls for revising the current systén of
indexing Social Security benefits to the Consumer Price Index. If possible,
we should have an index which more accurately reflects consumption patte;ns
of older Americans. We also recommend that any raising of Social Security
benefits be linked to this newly developed index or the rise in average
pre~-tax wages for the working population, whichever is less. The CED
trustees urge policymakers to consider partial indexing (at less than 100%
of tﬁe CPI} of the Social Security annual automatic adjustment to benefits.
This would reduce the past differential between Social Security increases
and increases in average wages. It could also go a loné way to solving the
short-run  financing crisis.

Perhaps tl:xe most sweeping change is the recommendation that we
share with the President's Commission to exclude employee payments into
retirement funds from current taxable income and instead make the ultimate
benefit payments a part of taxable -income when received. We would apply
this principle to Social Security as well as to employer retirement plans.

While the cost of this proposal is large, if introduced all at once, we
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believe that this could partially be offset by including such a tax
change in any future proposals for personal tax reducﬁions. Even

given the necessary transition period, I believe that when combined with
additional incentives for individual savings, this type of tax change
could have real long-term advantages for the economy. We should start
examining this concept so that we could eventually move the tax treatment
of contributions and benefits in this direction.

It should be noted that if this policy were adopted, very few
of those elderly who rely solely on small pensions or Social Security
would have to pay any tax at all. In most of these cases, double
exemptions and regular exclusions would exclude such elderly from
paying taxes.

We also believe that excluding employee pension and Social
‘Security contributions from taxable income and including the ultimate
benefits in taxable income when received would make it possible to
eliminate the congroversial earnings test; otherwise it should be continued
intact because SOCial Security was never designed to tax younger workers
in order to transfer funds to untaxed older workers. .

In addition to these major changes thé report makes a number
of other import;nt recommendations on Social Security including, for
example, gradually bringing in federal and other noncovered workers to
make the system truly comprehensive.

Employer pensions make up the second tier. Since the vast
growth of employer pension plans in the '50s8, an increasing proportion
. of workers has become involved and is benefiting from such pension plans.

But we believe that certain changes in pension policies and regulations
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can improve funding, broaden coverage, heip protect pensions from
inflation, and increase p-rivate pension contributions to capital
formation. In this latter regard, CED trustees believe that funded.
private pension plans, in addition to serving the retirement needs of
the American people, can serve as a major source of capital for the
economy. Consequently, the CED trustees recommended in the report a
number of ways to encourage businesses voluntarily to broaden pension
coverage. These include such means as simplifying certain ERISA rules,
especially for small employers, and maintaining reasonable vesting
periods.

Most importantly, we believe that employee contributions to
private ﬁlans should not be currently taxed, but instead the ultimate
benefits should be included in taxéble'i.ncome. This is a similar
recommendation to that which we made for Social Security taxes. We
beli‘eve this would go a long way toward encouraging greater use of
private plans and would make such tax policy consistent in both public
and private efforts.

We agree with the President's Commission report that ERISA
should be amended to permit employer plans to increase their normal
retirement.ages to 65 and 68 in tandem with Social Security--on a strictly
voluntary basis.

We favor an integration policy that will permit enough
flexibility in benefit design to accomplish management and employee
objectives.

Personal saving forms the third tier. We believe that not

enough emphasis has been placed on encouraging personal saving and



investment to provide a significant portion of retirement income. As
I am sure you are all too well aware, the United States has one of the
lowest personal saving rates in the industrialized world. To repeat
the disturbing litany, between 1973 and 1980, personal savings as a
percent of disposable income declined from 8.6 percent to 5.7 percent.
This is lower than the rates for Canada, Japan, and West Germany. While
inflation is partly responsible for our low rate of saving, there is also
a strong consumption bias built into the U.S. tax structure. In sum,
there are inadequate incentives for an individual to save for retirement.

We agree with the Administration that policies to encourage
greater personal saving and investment through an expansion of private
pension programs and individual savings are one of the essential ‘ingredients
to the future health of U.S. retirement systems and to the economy as a
whole. The enactment of the Economic Recovery Tax Act of 1981. includes
a number of tax incentives to encourage saving for retirem;anc. These
incentives include raising ‘the annual maximum contribution to IRAs and
Keogh plans and permitting active participants in employer-sponsore@
plans to establish IRAs. Because these policy changes are precisely in
the direction recommended by CED,. we strongly endorse them. If
as we expect, experience shows that these incentives produce significant
net savings, we recommend that policymakers consider additional incentives
to bring the maximum annual contribution levels under IRAs and Keoghs
even closer to the level ‘currently permitted for contributions to corporate
plans.

The key to this strategy is the flexibility it gives

individuals to plan for their own secure retirement, at the same time

88-594 0—82——8
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encouraging essential levels of savings and investment in capital
formation required for a strong, growing economy. The CED report urges
policymakers to develop a comprehensive and well-coordinated reform of
U.S. retirement policies which will lead to a better balance among the
major components of our retirement system. In strengthening the role

of employer plans and personal savings, we do not mean to dov.;ngrade the
absolutely essential role that Social Security and othe.r government
programs have played in the impressive development of the U.S. retirement
system.

How then does this approach differ from that of the President's
Commission? Let me mention again that I had the privilege of serving as
a member of the Commission, and while the CED report may differ from the
President's Commission recommendations in several important respects,_we
also share many similarities and our analysis supports several of their
recommendations. For example, we agree with the Commission's findings
on the exclusion of Social Secuirty taxes from taxable incame and
the raising of the retirement age to 68. But in several important respects
we disagree. The fundamental difference between the CED paper and
the President's Commission report is CED's very strong emphasis on
encouraging the voluntary growth of private pensions and individual
saving and investment for retirement. We believe that these private pension
provigions are uniquely designed to create the capital formation necessary
-to assure a growing productive economy. The CED report stresses that the

long-term health of all retirement systems, public and private, and of
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the economy in general, lies in encouraging such capital formation. And
it is this particular point that we will continually stress in our
future policy statements.
The CED report and the President's Commission differ on
setting specific income goals for retirement ax;d on the mandatory universal
pension system, or MUPS as it is known.
As you know, the President's Commission recommended a national
goal of providing retirement income equal to a worker's disposable income
just before retirement. In my view, this is a pleasant goal to cbntenplate,
but not a very realistic one. CED believes that American workers and their
) families are too diverse in their needs and circumstances for individuals

to be well sen’red by such a sweeping and costly national goal. While we
believe that Social Security and other government programs should provide

a floor of proteci:ion, we do not believe that it is appropriate for public
policy to prescribe a specific standard of retirement living for all elderly
Americans. However, public policy should provide an economic environment

in which indiviéuals have an ihcentive to set and meet their own reasonable
retirement objectives beyond Social §ecurity.

We also disagree with MUPS--éhe concept that each employer be
required to establish a pension program for all of his or her employees.
While the goal is well-intended, I do not believe that those who support
MUPS sufficiently appreciate the cost of making private pensions mandatory.
Nor do they comprehend the progress already made in extending private
pension plans to individuals since their relatively recent broadscale
introduction in the 19565. The CED report makes a number of recommendations

which would make it simpler and more attractive for employers voluntarily
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. to establish new pension plans. A system of mandated private pensions
is likely to resuot in an inflexible pension system which could be
inappropriate for many employers and many workers. It could also have
serious consequences for new and marginal businesses, causing many either
to go out of business or severely restrict wages and employment.

In conclusion, the CED report stresses the following major

themes:

e Failure to strengthen our retirement system now will lead
to serious consequences for the elderly and for the economy
generally.

e while it is absolutely necessary to address the serious
problems facing Social Se;:urity, broad improvements can be
made concurrently in coverage funding and benefits of employer
pensions.

® This comprehensive approach should include three tiers
which, in addition to Social Security changes now underway,
include a balanced retirement system in which'private pension
plans and personal saving play a more important role than in
the past. o

e Such an approach should not require a specific retirement
goal for all Americans through a mandated system of employer
pension plans, but offer a flexible system that allows
individuals to make personal decisions leading to secure

retirement.
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® Any such system should include incentives, in addition to
those recently enacted, which will encourage individuals to
save to meet their own retirement income goals, and provide
a needed source of i;nvestment and capital so necessary for a
growing and strong economy.
The policies CED recommends, I believe, will provide a workable,
affordable and humane retirénent system. At the samé time we
believe our policies will help the economy to break away from the current
vicious cycle of low saving, low productivity and high inflation .and
move into an era in which the long-term saving generated in our retirement
system can help to bring about the capital formation that will enlarge
the country's productive potential. That in turn, is the only sound way
in which our nation can raise the standards of living of both its retirees
and its workers. We believe that if these policies are enacted we will
achieve the common goal of providing a decent retirement income and a

prosperous, sound economy for all Americans.




COMMITTEE FOR ECONOMIC DEVELOPMENT

September, 1981

MAJOR RECOMMENDATIONS FOR REFORMING RETIREMENT POLICIES:

[ -

A COMPARISON OF CED APPROACH WITH CURRENT LEGISLATIVE PROPOSALS

Conmnittee for

198) Adainistration

The Business

President's Comnission

¢ Financing:
Short-term

~ reduce Soc.Sec.
"windfall® benefit
to workers with a
“full" employer .
penston benefit

- consider less than
100% indexing for
period of years

- gradual rise In
normal rettrement
age starting now
(see below)

- annual adjustement
equal to Increase in
elther price index
or average wages--
whichever is less

- eliminate minimum
benefit & reallocate]
for those already
receiving 1t
(1n Senate Com.)

- special benefit
formula for those
recefving pension
plan from non-
covered enployment

eliminate dependent
student benefit for
from 22 to 18
{gradual reduction
of those already
eligible)

< Soc.Sec. sheculd con-
tinue to be financed
by payroll taxes
shared equally by
employer and employee

- gradual increase in
age for persons 20
or more years from
retirement (see

below)

- interfund borrowing

- eliminate minimum
benefit for those
eligible in 1982

eliminate "windfall"
henefits for persons
with pensions from
noncovered employ-
ment

{nterfund borrowing
(until 1990)

part of HI tax to
OASDI with HI fund
relmbursed from
general revenue

Issue Economic Development | Proposals (as of 9/1) Rountable on Pension Pollcy The Pickle BIID The Evlentiorn BIT)
(CED) {Aduin.) (1.8, 3207) (1.8, 4330)
1. SOCIAL
SECURITY

i41!



Issue on Admin. 8RT reep H.R. J207 1R, 4330
Short-term
Financing

{con'd) - death benefit only - phase-in termination

¢ Financing
Long-term

- an index which more
fully reflects
elderly consumption

consfder changing
formula for inftial
benefit to achieve
small reduction in
replacement rate

payable to surviving
spouse or dependent

-~ average annual ad-
Justment over 12 mths

(rather than 3) &
apply in Oct. rather
than July (Admin.
support withdrawn?)

reduce age 62 benefit
from 80X of 65
benefit to 55%
(Adjust spouse
benefits but not
widow's)

eliminate children's
benefit for early
retirees

reduce “replacement”
rate severa) per-
centage points by
making no adjustment
to "bend" points

for several years
(amounts of earnings
tag which varying
replacement % {s
applied)

of parent's benefit
when youngest child
1s 16 rather than
18 years

cost-of-1iving in-

crease moved from

July to Oct. in '83

--in ‘82 annual ad-
Justment givenover
14 mths rather
than 12 mths

phase-out student
benefit (age 18-22)

removal of retire-
ment test for the
68 and older by '83
{age 7V kept for ‘82

eliminate earnings
sharing for divorcees
of marriages of 25
or more years
{credits to be split
between the two
spouses)

GI1
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{ssue CED Admin. BRY rere il.R. 3207 H.R. 4330
Long-term
Financing

(con'd) {- increase normal re- J- gradual phase-out of | - gradual iIncrease inf - tncrease normal - gradual raise in age

tirement to age 68--
phase-in 2 mths per
year beginning now--
and early retirement
at age 65 by 2000 OR
(actuarially reduce
carly retirenent
benefits gradually)

more effective
integration of
euwployer sponsored
disability penston
benefits with Soc.
Sec. benefits

earnings test

- sHght reduction in
initial benefit by
by increasing number
of years for
averaging earnings

stight reduction in
Soc. Sec. tax
1985-2010

age for persans
who are 20 or wore
years from retire-
ment, with changes
enacted now so |
those afTected have
adequate time to
adjust

opposes proposals
to provide genera)
revenue tax credits

retirement age to 68
with early retire-
ment at 65 (phase-
in over 12-yr perfod
beginning in 1990

disability benefits
should be avaflable
through normal
retirement age

for full benefits
from 65 to 68 {over
10-yr period--
beginning 1990)
Early retirement
benefits actuarfal-
1y reduced

e.g., I5% reduc-
tion for age 62
benefit)

- modify workers®
compensation offset
provision to apply
to persons 62-64,
beginning with Ist
month of compen-
sation

- 3 "mega-cap” for
disability benefits
{to be reduced if
comhined benefits
from Soc.Sec. &
other programs exceed
80% of predisability
earnings

911
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{ssue

Lo

Admin.

BRT

pcep

1l.R. 3207

IR, 4330

o Adjustin
i

or
Inf1ation

o Universal
Socia
SecurTty
Coverage

- lesser of annual
change tn CP1 (or
wore appropriate
price index) &
annual average
change in wages

- &l workers should
share the responsi-
bility of supporting
Soc.Sec.

extend to workers in
noncovered occu-
pations

- eliminate "windfal}*
benefits to workers
recefving & penston
from noncovered
employment

- Soc.Sec. benefits
should continue to
be indexed for in-
flattion to protect
the floor of pro-
tectton {consider
developing more
appropriate measure
of inflation as {t
affects retirees)

mandatory universal
Soc.Sec. coverage
(#f not enacted,
legtslation should
be adopted to
correct "windfall
benefits)

- modify existing
programs to coordi-
nate with Soc.Sec.

mandatory universal
Soc.Sec coverage

extend to workers in
noncovered occu-
pations

eliminate gaps &
unintended subsidies
to workers who have
not had substantial
Soc.Sec. coverage

terminate current
options allowing
covered gov't & non-
profit groups to
withdraw from Soc.
Sec. program

- eliminate "windfall*
benefits for persons
with pensions in
non-covered employ-
ment

- reduces fncentive
for publfc em-
ployees in Soc.Sec.
to withdraw:

--those not in
Soc.Sec, could
deduct $2000 from
thetr pension or

--those not in
Soc.Sec. would
have $2000 de-
ductible reduced
by amount of FICA

tax .

L11
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Issue

CED

Admin.

BRT

reer

H.R. 3207

I.R. 4220

¢ Tax
Treatment
and_the
Earnings
es

® Special
Minfmum
Beneflt

Socia)
Security

- eliminate earnings
test
--contingent upon
adoption of
paratlel recom-
mendation that
taxable income
from contribu-
tions to Soc.Sec.
regular employee
retirement
systems 8 other
saving plans for
retirement be
excluded and
efits from
all such sources
should be in-
cluded_ in taxable
income

- set minimm stan-
dard for all
working members
of socfety (no
standard specified)

- phase out retirement
earnings test

- eliminate the mini-
mm benefit for
all new beneficlaries
as well as a
recomputation of
benefits for minimum
beneficlaries
already on the rolls
{as above)

- retain the age 72
Himit for earnings
test !

- provide minfmum
floor of protection

- eliminate earnings
_test {phase out)
--contingent upon
adoption of recom-
mendation that
contributios to &
benefits from Soc.
Sec. recelve the
same tax treatment

- provide minimm
benefit for long-
service workers
(calculation to take
into account receipt
of employer pensions)j

- removal of retire-
ment test for the
68 & older
{keep retirement
test until age 71)

mm benefit (for
newly eligible
beneficiaries in
'8 or later

(as above)

eliminate the mini--

811
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Issue CED Admin. BRI rcep n.n. 3207 I.R. 4330
o Miscella-

neous

BeneTits - eliminate childrens’ - reexamination of

11, INDIVIDUAL
SAVINGS

- liberalization of

eligibility require-]
ments for IRAs &
Keoghs, Simplified
Penston Accounts 3
Limited Employee
Retirement Accounts
--initial maximum
contribution to
IRAs in '80 --
$2,216) or 15%
whichever is less
Keoghs (in '80 --
$11,063 or 15%
whichever is less
--contribution
level indexed for
inflation in
future

benefit when workers
retire early

tncrease in maximum
contributton to IRA
from $1500 to $2000
per year

participantes in
employer-sponsored
plans may deduct
?2000 annually for
RA

increase maximum
deductible contri-
butions to- Keogh
from $7500 to
$15,000

- employer contribu-

tions to qualified
pension plans should
be tax-deferred to
the extent permitted
by an IRA

- expansion of IRA

1imits to recognize
inflation

.

student, young
parent, and parent
benefits

uniform tax policy
for savings for
retirement & pension
plans

refundable tax credit
for Tow and moderate
income people

same treatment of
contributions &
benefit Vimitations
& all types of
retirement savings

increases deductible
Timit on IRA from
$1500 to $2000 &
some new timit for
contributions to
employer-sponsored
penston or saving
plan

for employees not
covered by employer
pension plan, em-
ployer nust estab-
Hsh IRA with pay-
rol} withholding
unless:
--10% of employees
fatl to sign up
--gmployer in
business less
than § years
-~less than 20
employees

611
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Issue cEn Admin. omr T'(ll’l'l I.R. 3207 H.R. 4330
Individuat
Savings
(con’d) --ultimate goals: - IIR10 contribution

¢ Employment
—O?Pﬁ? er"'
Workers

IRA & Keogh
contributions
level more similar
to level under
corporate plan

urges companies to
establish savings
or thrift plans for
all employees

encourage employer
to establish more
flexible work
patterns for older
workers

remove any labor
market restrictions
on flexible work
arrangements §f
any exist in labor
laws

- encourage continued
labor force parti-
cipation of older
workers .

Job retraining and
Job redesign in
private industry

greater utilization
of older workers in

_full- and part-time

employment

research & demon-
stration projects
for alternative work
patterns for exist-
ing federal employ-
ment programs

Umlts raised from
$7500 to $15,000
and coordinated
with Soc. Sec.

0c1
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Tine level

. Issue cen Admin. onr PCrp n.r. 3207 LR, 4330
1T1.DISABILETYR-~ eligibility rules - fncrease work re- - avatlability - "mega-cap” for DI
should be tightened quirement from 20 of through normal benefits (benefits
last 40 quarters to retirement age would be reduced if
- benefits should be 6 of last 13 . the conbined bene-
included in taxable - exploration & debate:] fits from Soc.Sec.
{ncome --universal disabi- & other gov't
1ity program programs exceed 80%
- eliminate excess - include federal DI --ceIHng & floor of pre-disability
benefits benefits in 80X cap on replacement earnings)
. of DI and workers rattos for 2l
- reduce cost-of- comp. (also extend disability bene-
1iving adjustment to workers aged 62- fits
for marginally 64 --use of rehabili-
disabled tation; job
- tax first 6 mths. of redesign, etc.
- more effective sick pay to encourage
tntegration of . labor force
employer-sponsored - medical only for participation
disabiVity DI (no age, educa- --occupational DI
tion, experience) program for older
workers
- at least 24 mths.
rather than 12 mths.
of expected disa-
billty
- waiting period 6
rather than 5 wths.
1v. PUBLIC
ASSISTANCE
o Supple- H ! '
mental H H - eliminate assets i
Securfty | H test & set SSI H
Tncome i H benefits at poverty H
- L]

121
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Issue

CED

Adnln.

BRT

reee

H.R. J207

LR, 4330

V. INFLATION
M0
RETIREMENT
TRCOME

adjustment of
federal pension
benefits once per
year rather than
twice

reduce public
employee retirement
indexing to a
portion of the CPI
(or other indicator)
with a once-a-year
adjustment

opposes full
indexation of any
employer plan

rejects gov't
mandate to require
employers to adjust
pensions for
inflation, employees
and employers must
share the cost of
any voluntary and
partial upward
adjustment in
pension payments
--For Soc.Sec.:

+ an index which
more fully .
reflects etderly
compensation

+ price change on
increase in
average wage--
whichever {s
less

- restraining growth
of benefit formula's
"bend polnts”(benefit
formula applied to
average for worker's
earnings from portion
of his- 1ifetime
earnings)

- round benefits to
nearest aultiple of
«10 cents

- Pension Reform Act--
Cost Reimbursement
{a}lowing SSA to
charge full cost
for supplying
records to plan par-
ticipants with earn-
ings histories)

opposes indexation
of pension benefits

continue to perilt
private plans to

respond to inflation
through ad hoc
adjustments in
benefit formula

Soc.Sec. benefits
should continue to
be indexed for
inflation but should
be limited when
average wages do
not tncrease as
rapidly as prices

- rejects proposals to
price index earnings
records in benefit
formula

- separate cost-of-
1tving index for
retired persons
(by BLS)

- automatic Inflation

protection encouraged|

through tax policy

441
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fssue

CED

Admin.

BRI

reer

W.R. 3207

R, 4330

Lvl . RETIREMENT,
TNCOME

VI1. EMPLOYER
PENSION
PLANS

o Mainum
Universal

ensTon

=
s

minimem retivement
income from Soc.
Sec. with retiree
able to {(and
responsible for)
achieve level of
retirement income
destred

income from three
sources:

--Soctal Security
~-personal savinys
--employer penstons

relative and real
absolute level of
Sac.Sec. declining
as other tiers
increase fmportance

rejects any proposalL
to require all
employers to pro-
vide pension
coverage for
their workers

- For Soc.Sec.:

--elimination of
"unearned” benefits

--protect basic
retirement benefits

- does not support

- establish batanced
program providing
floor of
protectfon

- income from three
sources:
--Social Security
--personal savings
--employer pensions

mandatory private
pension plans, but
should be encouraged
through properly
designed incentives,
legistation &
regutations

maintenance of
highest pre-retire-
ment {ncome

income from three
sources:

. --Social Security

--personal savings
--employer pensfons

establish for all
workers--funded by
employer contri-
butions (phase-in
over three years)

~ For Soc.Sec.:
--simitar to
Administration
but more gradual

- does not support
mandatory private
plans

- 8 number of Adnin.
changes to ERISA
which wil) encourage
more private plans

€31
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Essue

CED

Admin.

ORT

reep
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pay & supplemental
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auditing of plans
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plans with less
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ance company in
case of fully-
funded plans

Soc.Sec. integration
with disability in
employer pension
plan

should be attained
through voluntary
rather than
mandatory means

permits tax-
deferred employee
contributions to
either IRA or
qualified pension
plan

effective inte-
gration of private
plan benefits &
Soc.Sec. benefits

if integration
rules are to be
changed, they should
encourage private
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simplify the current
set of complex rules,

schedule, especially
for mature plans

prohibition of all
cash-outs of pension
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unless transferred tof
to plan of subsequent]
employer or IRA
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with Soc.Sec.
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employer plans §
thereby portability
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vested benefits
after plan fallure
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application by focus-
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.e Investment
of Tension
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Benefits
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ERISA regulations
(opposes "social”
investing)
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group life
tnsurance as a
partial remedy

- establish new

maximum on benefits
for survivors

- modify Tump sum

death benefit (paying
Tump sum only when
spouse was lving
with the worker

- pensfon plan assets
should he prudently
invested on behalf
of plan partict-
pants based upon
proper analysis of
risk & return re-
lationships, &
those with the
fiduclary responsi-
bility for fnvest-
ments should exer-
cise ownership
responsibilities
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mandatory pre-
retirement survivor
benefit

automatic provision
for 502 joint
survivor option

earnings sharing
(in case of divorce)

earnings credits
{for surviving
spouses of 2-earner
couples)

indexed survivor
benefits (deceased
worker's earnings
record would be
wage-indexed up
through the year
he/she would have
been 60, or through
year the survivor
reaches age 58

extension of grace
period of gov't
offset to Soc.Sec.
spouse’s benefit

timfted earnings
sharing for Soc.
Sec. benefits
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state jurisdiction
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pension benefits
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would receive 55%
of benefits normally
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- increase retirement
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Employer Retirement
Income Security Act
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Senator HeiNz. Does your report cover a change in disability?

Mr. GREENOUGH. It talks about disability, yes.

Senator HEINz. But not in great detail? :

Mr. GREENOUGH. At this point, I was identifying Alicia Munnell’s
and my own suggestion in a book of mine 6 years ago, so in the gap
with disability benefits and unemployment benefits, not limit it to
22 months, but at age 60, 61, going to early retirement; because at
that point, people cannot get new jobs. _

The CED report made other recommendations on social securlty
For example, we suggested changing the index. The present index,
as is generally recognized, is somewhat imperfect anyway and fails
to deal with the real cost of living for older people. We urge that
the Congress take a hard look at that index and attempt to develop
one that more accurately reflects the cost of living for retirees. We
also recommend readjusting the benefits to offset the experiences.

In real terms, we have increased social security benefits 20 per-
cent beyond what they were in 1972, while real wages have de-
clined slightly. There is room to readjust the social security bene-
fits to wage rates, and these can be done by readjusting the re-
placement rates. Specifically, you could adopt partial indexing
until we recapture the 20-percent override that has occurred since
1972.

A third point CED recommends is to tax benefits when received,
but not take them when contributed.

When social security was initiated, we did not include in taxable
income social security benefits. Partly, this was because they were
small and did not matter. But more importantly, the contribution
was so small that it did not matter that we double taxed those who
were supporting the system, that is, working Americans, 1 or 19.
But today, its quite a different matter. Today, you can be taxed up
to a maximum $7,400 before taxes.

Senator HEINzZ. I will turn the Chair over to Senator Bradley and
come back as soon as I vote.

Mr. GREENOUGH. He is quite a good substitute, sir.

Senator BRADLEY [presiding]. We can proceed in one of two ways.

You can learn how the Senate operates and repeat what you
have said, or I can catch up with what you have already said.

I think I will catch up.

Mr. GREENOUGH. I will proceed. We are on taxes, and I have
mentioned that social security started out by not including benefits
in taxable income, but including the employee’s contribution in
taxable income. At some point in the future, this should be
changed. It is one of the points of friction that will increasingly
divide generations, and is not helpful in our society. It should be
noted that to include the benefits in taxable income will not result
in taxing the poor. At the present time, you do not start taxing
social security recipients until they are earning $19,000, yet a
young couple begins being taxed at $7,400.

We also believe all Federal and State employees should be
brought in. On the subject of integration, we believe it should
continue.

Senator BRADLEY. Integratlon should—
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Mr. GREENOUGH. We should continue to have an integration
system whereby private pension benefits have a different propor-
tion of lower paid employees than higher paid employees.

If the individual wants to save on his own, fine. If an employee
pension plan wants to supplement it, fine. But don’t expect the
difference between social security benefits and the retirement
income goal to be made up entirely by private pensions paid by an
employer. I mentioned the savings rate being very low here. Pri-
vate pensions are an enormous source of savings, capital formation.
An individual has to save enough during each 2 years of his work-
ing life during 1 year of retirement—that is a huge amount of
savings. If we can do that——

Senator BRADLEY. You say 2 years of savings will provide 1 year
of pension? That assumes what rate of saving?

Mr. GREeNOUGH. I have done it a different way. An individual’s
working life will be roughly 35 to 45 years. His period in retire-
ment is around 20 years. So during each 2 years of working life he
must either through social security or private pensions support 1
year of retirement, and that is a huge job. If he does it through the
private pension and personal saving there will be tremendous lev-
erage for capital formation. .

Does that respond to your question?

Senator BRADLEY. Are you talking about savings in the sense of
an integration of private savings and whatever he puts away in
social security?

Mr. GREENOUGH. Yes, the two together.

Senator BRADLEY. I find when I speak to my constituents about
social security and the problems of the elderly, generally they do
not understand that social security is an intergenerational trans-
fer, and they look at it as if it were a private pension plan. That
* leads to all kinds of problems. If you are talking about a single
system where you try to make the private pension plan consistent
with social security, you really have to be able to accommodate
both of those concepts in one kind of approach. Have you done that
in your recommendation? '

Mr. GREeNOUGH. The route taken is quite the contrary; that is,
social security is, as you said, both an intergenerational transfer, a
higher income to lower income, a smaller family to a larger family
transfer. There are a set of social transfers that is perfectly proper.

The private pension plans and private savings are a system
whereby the individual and his employer set aside a certain
amount individually ascribed to that individual that then is drawn
down as a pension. Two derive from different concepts. They work
very well together, but they should not be merged together.

Senator BRADLEY. Your argument is that they should stay the
wa% they are and Mr. McColough’s argument is that they should
not?

Mr. McCorLouGH. No. I agree very much with Mr. Greenough.
The only difference is, we feel we should not rely on a pay-as-you-
go system. We both feel it should be buttressed with a private
pension system. We have no disagreement on that. Mr. Greenough
is a little more optimistic than I am that it can be done voluntar-
ily. I think it should be mandated.

Senator BRADLEY. A mandated private pension system?
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Mr. McCoLouGH. Right.

Mr. GREENOUGH. That is the clear difference. My experience is
different. Mine is in the college experience. There, on a voluntary
basis for the last 10 years, 99 percent of the colleges have had
pension plans. Ninety-nine percent of the faculty members are
eligible for them at some point in their career, and. it has worked.

Senator BRapLEY. Why do you say it should be compulsory? You
have just drawn a different conclusion.

Mr. McCoroucgH. I don’t want to argue the figures, but not much
more than 50 percent of the people in the private work force have
a pension. If you only get a social security check, you do not live
very well in retirement. I do not think you will see a pension
voluntrily given to these people not now covered by private pen-
sions because most people do not have a private pension that are in
smaller companies, not unionized, not manufacturing, service in-
dustry. There are lower margins. It is difficult for those companies
to do it unilaterally. If you put them on the same footing, one
drugstore against the other drugstore, would do it. But if you make
them do it, they are on the same footing.

Senator BRADLEY. So you are saying we mandate savings out of
an individual’s compensation?

Mr. McCoLoucH. Right. We recommend a mandated payment, 3
percent of payroll, ease it in over 3 years, that small employers be
given the same tax savings, 46 percent. One year of savings for
investing, and so forth.

Senator BRADLEY. Do you think it could be done without major
conflicts with laws like ERISA?

Mr. McCoLoucH. I don’t see any conflict with ERISA at all. We
tried to make it simple so that the rules would be simpler than the
current ERISA rules

Senator BRaDLEY. That would be a big help. Then the Senators -
would be able to understand what they have done. I notice, Mr.
McColough, you recommend in the long term that we move the
retirement age to 68 and gradually phase out the early retirement
from 62 to 65. Now, as I understand, a lot of pension plans provide
for retirement at 50 or 55; they do that with the assumption that
you will get early retirement under social security at 62. So if you
moved the early retirement age from 62 to 65, how would that
affegt the private pension plans, and how much more would that
cost?

What percent of your 3 percent?

Mr. McCorLougH. It would not affect the 3 percent. But you
would see private pension plans moving out in terms of the effect,
which is also desirable, particularly after the turn of the century,
as the baby boom starts to retire. I think you will see them move
in unison. :

Senator BRADLEY. You do not see it as a problem?

Mr. McCoLouGH. I do not see it as a problem.

Senator BRADLEY. After the year 2000?

Mr. McCoLouGH. Yes.

The real crunch on the retirement system in this country, social
security and everything else, generally is going to come somewhere
around or after 2010, as the baby boom starts its demographic
change, is very much against us. The figure I remember, at 2010,
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or thereabouts, if people retire at 62, which is a kind of tendency,
you will only have two workers for one retired person. No system
of retirement is viable like that. I think that the answer, why you
cannot retire so early—

Senator BRADLEY. In light of the changes that were enacted in
the tax law last month, particularly concerning IRA’s, do you think
there will be any incentive to create private pension plans?

Mr. McCoLouGH. To some extent for private savings. But I do not
see that as the major answer, no. It is helpful. It is a small step,
but only a small step.

Senator BRADLEY. What are your recommendations for the short-
term problem?

Mr. McCorouGgH. My recommendation is one, do not panic. I see
a lot of panic around. It is a short-term problem. I think it can be
solved by perhaps interfund transfers for the short term. I am not
clear whether that will get us through the next 4 or 5 years, but
we will get pretty close. What I would do right now is provide for
transfers from the fund so that we can get through at least the
next years, see what happens. That is very sensitive to economic
conditions, inflation, interest rates, and so forth, and not cut social
security because of that. If we do not get through it, we will be
close to it. We may be short $5 billion or something.

Senator BRADLEY. What percent reserves do you assume in that?
Where do you push the button. Do you push it at 10 or 25 percent?
In 1977, we said we needed reserves of 25 percent.

Mr. McCoLoucH. What I would do personally—I am not speaking
for the President’s Commission—I would not go to general rev- -
enues. If you got close, I would provide for it by borrowing from the
Treasury.

Senator BRADLEY. At market interest?

Mr. McCoLouGH. Sure. Or from the Treasury for the short term.
Do not go to general revenues, which gets the camel under the door
of the tent. But I would not cut social security now. It will be very
tight one way or the other. It will be in the range of $5, $10, or $15
billion. That is my solution.

Senator BRADLEY. What about you, Mr. Greenough?

Mr. GREENOUGH. The President’s Commission suggested moving
the future increases in taxes up by a couple of years, which will
help fill in the gap also. But then, getting on with the various
other recommendations that will come before your committee on
changing retirement age.

If we were to initiate this change now, it would pick up a fair
amount of the deficit.

Senator BRADLEY. You mean raise the retirement age to 68?

Mr. GREENOUGH. Yes, but CED suggests your beginning now and
phasing it in gradually until the year 2000.

Senator BrabLEY. But what do you do about those persons who
worked pretty hard in a blue-collar job in a factory, who expected
they would be retiring at 62 and planned for it? Many early retir-
ees also report they have some health problems; about 70 percent
of the early retirees cite health reasons.

What do you do about these persons?
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Mr. GReeNouGH. CED recommends you make certain that your
dislaléility program fills in the gap for those who are totally dis-
abled.

Senator BraDLEY. What else would you do?

Mr. GREENOUGH. There are various recommendations in the CED
report that calls for ending the duplication of disability benefits.
Some people get more than 100 percent of their former salary
because of duplication and this isn’t justified.

Some of the ideas were included.in the administration’s bill.
Eliminating educational benefits above age 18, for example, which
would be better handled elsewhere. i

Senator BRapLEY. We assume those savings in dealing with the
problems of social security. The question is really the short term.

Mr. McColough says interfund transfers and, if necessary, bor-
rowing from the Treasury. I am trying to understand your position.
Immediately raise the retirement age to age 68?

Is that all?

Mr. GrReeNouGH. No; not immediately. Start the process now
instead of waiting until 1990, but spread it clear out to the year
2000.

Senator BrapLEY. How much would that save, do you know?

Mr. GREENOUGH. It is included in our report on the CED recom-
mendations for solving the shortrun social security financing crisis
which will be published along with “reforming retirement policies.”

Senator BRADLEY. Do you have other specific things that you
would recommend?

Mr. GREENOUGH. Yes, change the index.

Seg)lator BrabLEY. You would adjust the COLA in some way?
How?

Mr. GREENOUGH. Adjust the COLA in two or three ways. One
way is to have a more realistic COLA for retired people. The
including of housing in the COLA is one example of a factor that
distorts the CPI. We recommend that this be studied.

Senator BrabpLEY. You would look at the CPI? You think you
ought to address the CPI as an appropriate inflation gage?

Mr. GreeNouGH. A CPI for the retired person should be set up.
The second thing is a problem. The benefits under social security
have gone up in real terms 20 percent since 1972, while wage rates
have gone down by a small amount. But there is a 20-percent
differential there. The CED, in its report, recommended that we
index social security annual adjustment at less than 100 percent
for a period of several years until we get back on track. Whenever
the CPI exceeded wages, we would use wages as a base. In my view,
there is a real problem when you escalate transfer benefits by
more than the earnings of those who are paying for it.

Senator BRADLEY. So you want it indexed by your gage of infla-
tion or wages, whichever is less.

Do you have any problem with that? There are people who say:
If you do that, you are telling the older person that, (a) if inflation
is rampant, he will not fully be protected because he is indexed by
the lower of the two, which is wages, and (b) if he happens to be
living in a time of great prosperity, he will still not be able to
participate in the increasing wages of the American people and
have his benefits increased proportionately.
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Mr. McCoLouGH. 1 disagree with that.

Our President’s Commission did recommend that we study a new
index for retired people. That will not solve the problem. I did not
respond to that in answer to what we should do in the short term.

When looking at what people are receiving, particularly those
who are largely dependent, I think we will hurt them in whatever
way we cut. I do not think it is necessary. I think we could have
interfund borrowing and, if necessary, we can borrow from the
Treasury. I think we should not take it out of their hides. I am
very much against it.

Senator BRADLEY. Do you support any changes in the reconcili-
ation bills, the student benefits——

Mr. McCoLouGH. I have no problem with that.

Senator BRADLEY. Lump-sum death benefits?

Mr. McCoLougH. I would not lower the students——

Senator BRADLEY. You would advocate that position prior to rec-
onciliation——

Mr. McCoLougH. I would.

Senator BRADLEY. I think this has been rather interesting.

Senator HEINZ [resuming chair]. How did you like being chair-
man?

Senator BRADLEY. I remember those days.

Mr. GREENOUGH. On CED’s approach, one of our most important
recommendations is to use private pensions as a source of capital
formation, as a means of improving the Nation’s productivity. As I
recall, you were at the Harvard conference on productivity, where
we learned that if we are to get the economy working, it is through -
enough savings and enough real investment to get those wage rates
up to the cost-of-living changes. To see a real loss in wages for 15 or
20 years is unthinkable. We believe the major resource to do this is
in through private pensions, and to end this system that will only
hurt both the workers or the retired individuals in the future.

The CED Research and Policy Committee took a hard look at
this issue and concluded that we could not support benefits of
social security recipients going up faster than wage rates.

Senator HeiNz. On that point, both of you have recommended
expanding private pension systems to cover virtually everybody.
We had a few minutes ago one or two witnesses who said that was
Jjust impractical; it could not be done. CED represents pretty big
companies. Xerox is a pretty big firm, although 40 years ago, it was
not.

I am just wondering, did Xerox, when it was small, have fully
funded pension systems; would you be where you are today?

It is easy for you as the executives of very big, well-to-do compa-
nies, easy for you to recommend that a lot of small and rather
marginal businesses, including those in the service sector, where
businesses come and go at a much faster rate than those with a
high degree of capital investment, have pensions. Isn’t it easy for
you to do that?

Mr. McCoLouGH. Having spent my whole life in Xerox—I joined
it when it was very small—but despite that, it had excellent bene-
fits—because of our benefits and because of our concern for people,
we attracted, and I think a large part of our success comes from
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that formula—we attracted good people. We had very good benefits
at a very, very early stage of the game.

Senator Heinz. Take some industries, airlines, some of the new
airlines that are springing up in response to deregulation, the
trucking industry, that is going through quite a shakeup.

I expect that we will see very serious kinds of problems. There
are some that are much less substantial. Distributorships that
service industries, they can be here today, gone tomorrow. How
could we realistically expect those kinds of businesses to be as
sound and secure as Xerox or some other big firm’s pension plan?

Mr. McCoLougH. It is a question really of their position, vis-a-vis,
their competition and the small airlines, the small trucking firms
just established, struggling to get started, probably unilaterally,
cannot put a pension plan in because if their competitor does not
have it, that is their margin of profit. But if they all have that cost
of doing business, just as they have the cost of paying social secu-
rity, or the cost of leasing their trucks on an equal basis, then the
situation will not change and I think they can make it. I think it is
only because you cannot do it unilaterally that people get confused
as to whether it is affordable.

Senator HEeiNz. It is a point that many Members are concerned
about because of the nature of smaller firms. They do not have
stability either. '

I do not know if this is the proper place to debate this issue.
There are others that I could look to.

Mr. GREENOUGH. Other than to indicate this is one of the places
where the CED and the President’s Commission and I personally
differ. My background is the colleges. We have 3,000 cooperating
institutions. They are not all Princetons and Harvards. Many of
them are very small, poorly financed institutions. They have found
it proper and good to have pension plans, but they have not been
forced to do it.

We at the CED do not believe that we should have a mandated
system of private pensions, and we would differ with the figures
that about half are not covered now. A very large proportion of it
now is under age 25, in the first year of service, or part time.
About 70 percent of the full time, over age 25, are covered for 1
year. We have made a lot of progress already, and voluntarily.
What CED is saying is that more has to be done and can be done
through the voluntary route.

Peter makes the point about the competition between two em-
ployers on adjoining corners and states one has a pension plan and
that is added on, he will go out of business. He concludes that the
only way to get coverage is to force them both to have a pension
program.

Actually, the opposite is true. You are sure to drive an employer
out of business if he can’t afford it to begin with.

Senator Heinz. Mr. McColough, you also advocated universal
coverage under social security. That means, I take it, that you
would phase people out out of the Federal employment benefit
plan; is that right? i

Mr. McCoLouGH. Not necessarily phase them out. What you do is
integrate that with the social security system. And our proposal
was to do this with new employees, do not break the contract.
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Senator HEINz. Let’s assume you do it with new employees. Do
you not create a deficit, an increased deficit financing situation for
the Federal employment benefit program as it now exists? It will
continue to pay us benefits. If you start out with new employees; if
you pay out benefits for the next 60, 70, 80 years, and at the same
time, revenues start declining—does that create a deficit?

Mr. McCoroucH. No. It actually helps it, because social security
is paying more. .

Senator HEINz. I am not talking about social security. I am just
talking about revenues in and out of the Federal employees benefit
program, not social security.

Mr. GREENOUGH. It is a matter of how you do it. You would, of
course, have to continue to support the benefits already accumulat-
ed under the Federal savings plan. You are going to have to do
that anyway. You would not cut them back.

Senator Heinz. But you will have more people contributing.

Mr. GREENOUGH. You have to start supporting past employment
costs that have not been funded under Federal civil service and
military, whether or not you have new employees coming in. You
might use your new employees’ contributions-to partially meet that
cost.

Senator HEinz. All I am saying is it sounds to me like what you
are doing is transferring some of the funding from the Federal
employment benefit program to the social security, and you will
have to make up some of that funding, I think, and I would like to
see the numbers, from general revenues, and since right now we
are all concerned about the amount of general revenues, or should
I say general deficits; we are concerned.

Mr. McCoLouGH. That is a small percentage of the total, 7 per-
cent of the over 40 percent of payroll.

Senator HEINZ. Do you believe we have to tax social benefits in
order to be effective?

Mr. McCoroucgH. I do not think anyone is recommending that
you tax them. All we are recommending is that we should include
it in taxable income.

Senator HeiNz. That is all taxing social security benefits. We will
not tax your income; we will just include it in your taxable income.

Mr. McCorLougH. We are saying, you include an exemption for
the payments you make to social security which would help young
people so they would pay far less going in than coming out.

Senator HeiNz. You are saying it is a question of equity. We do
not have to do it for financial reasons. It is a Judgment call on how
fair we want to be to workers.

Mr. McCoLougH. What we are doing today is entlrely inconsist-
ent. It is more consistent to do it this way. You have to look at that
with our other recommendations that we have come up with, such
as the earnings tests, that people not be penalized for workmg in
their later years, $5, 500 50 percent tax. We are suggesting that
you phase it in so you do not make any promises or commitments,
but then you also do away with the earnings test so people can
work. They are encouraged.

I do not think you can look at this in isolation from the earnings
test.



136

Senator BRADLEY. May I ask a followup question on the Federal
employee recommendation? _

Your recommendation is that Federal employees keep all of their
present rights to retirement benefits but that their future pay-
ments into their pension plan simply goes into the same pot as
social security, into the social security trust fund?

Mr. McCoLouGH. No.
~ Mr. GrReeNouGH. No. Both the recommendations of the Presi-
dent’s Commission and the CED is very much like what happened

.in New York. For the public employees, the assumption under civil
service that they are not covered by social security has led to some
frictions and unfortunate criticism.

The President’s Commission and CED feel that all employment
should be under social security. It would be much too heavy a
burden to add social security completely on top of the Federal
plans, which are in good shape. Yet, 70 percent of Federal employ-
ees receive social security benefits on top from their other benefits.
For new employees this would end. But the funds for the two plans,
social security and the Federal civil service, military, and the other
68 plans would be completely separate from each other, as they are
now. There would be no splicing of funds between them.

Senator BRADLEY. So if you are a postal worker, you would still
have money deducted to go into your pension plan and you would
still be eligible for the benefits that were written into your plan; is
that right?

Mr. GREENOUGH. You would have a new plan for new employees
that would take into account social security being on top of that.

Senator BrRADLEY. So if current Federal employees now have a
more generous pension plan than social security, you are saying
that the more generous plan will end for new Federal employees.

Mr. GReeNOUGH. It will be with social security on top of it.
Whatever Congress decides. But there is no need to cut back the
total benefits. It is a matter of avoiding the duplicate benefits and
avoiding what is happening now. We keep saying these abuses have
arisen because Federal employees get social security on top by
working outside in part-time work.

So we will amend social security. The amendment ought to be
the Federal plan.

Mr. WoobprurF. If I might add on both these proposals, neither
proposal is purporting to eliminate the staff pension plans of the
Federal workers. All they are stating is that the °benefit levels
under the staff pension plan should be adopted to take into account
the new social security coverage, and the two systems should be
coordinated. But their funds should be kept separate and that the
employee contributions that are now being paid should be trans-
ferred to social security payments so that the actuarial obligations
for new workers would be reduced under the Federal system, and
there would be some continuing need for Federal payments, and
then the payments would be from workers who go into social
security.

Senator HEINzZ. Let me change the subject to the issue we really
started with today, and that is, whether if we are going to go about
a benefit cut, that it is better to raise the retirement age or better,
to change the replacement rates.
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Now, Mr. McColough, you advocated raising the retirement age
and covering everybody under pension plans. It would seem to me
more logical that if you are going to cover everybody under pension
plans and thereby extend it, if you will, much more easily by a
layer of supplemental income to people, that it would make the
most sense to reduce the replacement rate under social security;
that that would seem to be more logical, given that is the first step
of private pension extension.

Why do you favor that?

Mr. McCorouGH. I am very much against reducing the payment
for social security now. Many, many people have only social secu-
rity to live on. If everybody had a private pension plan on top of
social security and they were reasonably generous, it would be
different.

Senator HEINz. Suppose we phased in the reduction of the re-
placement rate to coincide with increased coverage under our pen-
sion plan.

Mr. McCoLougH. I think as you look, as we did, as to what would
be a reasonable replacement rate—I think you are going to need,
both at the lower levels, as you go along. Furthermore, MUPS is
not going to be—you can save it in, but it would be quite a few
years before you received any payment.

Senator HeiNz. How do you answer Professor Diamond’s criti-
cism that for the retiring worker, the change in the replacement
rate would amount to, say, about a 9-percent cut at age 65, but a
charég5e in the retirement age would be a 20-percent benefit cut at

e

Mr McCoLougH. I think in the first place you have to make sure
the systems are financially feasible. Furthermore, people are get-
ting a benefit because every year we live longer and getting more
in retirement.

In 1935, people lived 13 years in retirement. Today, it is 16.
Somethmg has been added that was unintended, and we cannot
afford it any longer.

Senator HEiNz. I understand your rationale for that. But I am
trying to get you to focus on a different issue, not your rationale
for what you suggest, which is quite logical and reasonable, but
having gotten that far with that, the comparison in terms of, if you
will, the logic of one alternative agamst another. I suspect we could
probably discuss it for several days. Unfortunately, neither of our
schedules permit that.

It does seem to me if you want to rebut Professor Diamond—I
suspect that one of the factors that people consider is that what is
harder or easier on private pension plans. It is the fact that some
are offset by social security and, as a result, if you reduce the
replacement rate and social security, you are going to increase the
payment rate under existing private pension plans, and that could
well be a concern for many existing plans.

Yet, realize that might be as a matter of public policy, not the
best pubhc policy answer, notwithstanding those concerns.

Do you have a comment?

Mr. GREENOUGH. Many plans are not offset. Those can either be
left as they are or the employee can, as they frequently do, add
benefits on top of that.
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On the offsetting, it merely transfers a cost from the public plan
to the private plan. The private plan is more expensive, but the
total need not be more expensive. So I think our position on that
basis is not clear.

Senator HEiNz. As I recollect, you favor raising the retirement
age.
Mr. GREENOUGH. Yes. Six years ago, I was for it, and now it is
conventional wisdom.

Senator HeINz. It depends where you sit. Past the year 2000, it is
becoming conventional wisdom around here.

Let me ask you this: Would you give the same answer that Mr.
McColough gave; namely, that it is preferable to cut benefits by
raising the retirement age than to reducing the replacement rate?

Mr. GREENOUGH. In a real sense, you are not cutting benefits.
The 1935 amount of retirement years, if moved up to the present,
would be at age 68. So our recommendation accomplishes by
moving the retirement age from 65 to 68 between 1982 and the
year 2000, is to return the benefit ratio in retirement back where it
was in 1935.

Senator Heinz. I also understand the rationale for your sugges-
tion. I am just asking for a comparison. ,

Mr. GREENOUGH. I am very much in favor of raising the retire-
ment age, and to that necessary to enable people who want to, to
remain in the labor force. This drastic loss of people out of the
labor force is not helpful for the economy.

Senator Heinz. Would you do that if we found a way to make
private pension plans, as Mr. McColough suggested, universal,
across the board. Would that change your thinking?

Mr. GReEENOUGH. No. Give them an opportunity to work longer,
strengthen your labor force process for the older people, training,
phasing in, phasing out, and all of that. CED did not take a specific
stance on the replacement rate.

Senator Heinz. Well, gentlemen—— :

Mr. McCorouGH. Could I make sure we get something into the
record? We had a submission on pension coverage information that
has been given to the staff. Another one is the economic effects of
mﬁrl proposal and a copy of the executive summary regarding dis-
ability.

Senator Heinz. Without objection, that will all be made a part of
the record. !

I want to thank you and Mr. Greenough for your very significant
work. I know how hard you have worked. I know how hard you
worked, Mr. McColough, on the President’s Commission on Pension
Policy. It is a remarkable and comprehensive report.

Mr. Greenough, I know what you are doing because a relative of
mine used to go through that quite often in the CED and still does.

I think both are to be commended.

Mr. GREENOUGH. Our agreements far exceed the disagreements.

Senator Heinz. Thank you.

[Whereupon, at 5 p.m:, the committee adjourned.]

1See p. 216.



APPENDIXES

Appendix 1
BRIEFING MATERIAL FOR HEARING

FORECASTS OF A LONG-TERM OASDI DEFICIT

" 'Forecasts of a long-run deficit in 0ld Age, Survivors;
and Disability Insurance (OASDI) have changed little since

1977. 1In that year, Congress enacted a change in the indexing

method and scheduled increases in the payroll tax rate that
were expected to bring the deficit down from a projected
.8.20% of taxable payroll to 1.42% of taxable payroll over
_the next 75 years. Since then, the long-run forecast has
deteriorated slightly because of the effect of a downturn

in the economy on economic projections. The most recent
_Trustees Report, issued in July, 1981, forecasts a _long-run

“deficit oF 1.82% of taxable payroll. Program changes enacted

"in the Omnibus Budget Reconciliation Act of 1981 reduce the
. forecasted long-run deficit to 1,65% of taxable payroll. =

The seriousness of the OASDI long-run deficit is a
matter for some debate. One interpretation is that the
long-run deficit is the result of a major expansion of
benefits and coverage in recent decades in conflict with
public willingness to support large payroll tax. increases
necessary to pay for these improvements. Public confidence
in the program is eroding as a result of several years
of public discussion of a long-run deficit which has
not been resolved despite recent and future payroll tax
increases. Confidence can only be restored if Congress
immediately enacts measures which will offset the projected
deficit once and for all.

Another intrepretation emphasizes the sensitivity of
the long-run forecasts to the assumptions about trends in
the future. The long-run deficit does not begin to develop
for thirty years, and in those thirty years the trends upon
which the forecast is based may change significantly. It may

not be necessary to make any changes in Social Security in the

future, and it is certainly unnecessary to make those changes
now.

The underlying difference between

is a difference in opinion on the appr
© publicly financed social insurance pro
pensions, public assistance,
income for retirement. For some, the current forcast of

a long-run deficit presents an opportunity to re—@efine
‘the role of Social Security and re-emphasize the importance
:0f private sources of retirement income. For others, Fhe
carrent forecast of a deficit has little effect on their
wérception of the importance of maintaining the current
jrole of Social Sequrity.

opriate role of a

(139)

these two interpretations

gram relative to priva?e.
and personal initiative in providing
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ISSUES

) The major objective of this section of the hearing is to

" establish the probability that there will be a long-run deficit,
and to identify the factors producing the deficit which could
be susceptible to public policy initiatives. In particular,
testimony will address the effects that changes in projected
work and retirement behavior trends would have on the deficit.
In addition, this section of the hearing will address the
necessity of making changes in Social Security to offset: the
deficit.

"BACKGROUND ~ -

. Forecasts prepared by the Social Security Administration
show that, under intermediate assumptions, annual expenditures
for 0l1d Age, Survivors, and Disability Insurance (OASDI) ' Y
will exceed revenues beginning in the early decades of the

next century and continuing through the first half of the
century. Under these assumptions, the deficit is expected to
first appear around 2015, with the trust funds depleted by

2035. On average, over the next 75 years, expenditures are
expected to exceed revenues by an amount equal to 1.82% of

the average annual payroll subject to Social Security taxes.
‘This means that if payroll taxes were to.be increased to’

offset this deficit, the average tax rate over the next 75 years
would have to be raised from 12.25%, now scheduled for OASDI,

to 14.07%. )

The picture varies considerably over the three 25 year
periods between now and 2055. :

In the .,first 25 year period (1981-2005), revenues
are expected to exceed expenditures by an average
of 0.43% of taxable payroll. OASDI trust funds

are expected to build to 91% of annual expenditures
by 2005.

In the second 25 year period (2006-2030), the

financial condition of OASDI is expected to turn

around. By 2015 the trust funds will.have grown

to 132% of annual expenditures. Thereafter, annual
- deficits will erode the trust funds. Over the

25 years, expenditures are expected to exceed

revenues by 1.47% of taxable payroll.

In the third 25 year period (2031-2055) annual
expenditures are expected to level off, but remain:
above annual revenues., The ‘accumulating deficit
is expected to exhaust the trust funds in 2035. ;
Expenditures in this period are expected to exceed
revenues by 4.41% of taxable payroll.

* These forecasts were prepared prior to enactment of the
Omnibus Budget Reconciliation Act of 1981,
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Estimated Avei:aée OASDI Tax Rates, Expenditures,

ard Actuarial Balance (Percent of Taxable Payroll)

75-Year
25-Year Averages Average
1981-2005 ~ 2006-2030 _2031-2055  1981-2055
‘Average Scheduled Tax Rate .
(Combined Employer-Buployee Rate) 11.94% 12.40% 12.40% 12.25%
Estimated Average Expenditures:
Optimistic Assumptions..........” - 9.99 11.07 11.93 10.99
Intermediate-A Assumptions...... 10.67 13.07 15.79 13.17
+ Intermediate-B Assumptions...... 11.51 13.87 16.81 14.07
Pessimistic AssumptionS......... 12.55 17.50 25.43 18.50
Difference (Actuarial Balance): . .
Optimistic Assumptions.......... 1.95 1.33 0.48 1.25
Intermediate-A Assumptions...... 1.27 -0.67 -3.39 -0.93
Intermediate-B Assumptions...... 0.43 -1.47 -4.41 -1.82
Pessimistic Assumptions......... _—0.61 -5.10 -13.03 -6.25

88-594 0—82——10
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Origins of the Long-Term Problem

The projected long-run deficit in OASDI is a function
primarily of a change in the structure of the population.
A combination of high birth rates after World War II, a
decline in the birth rate in the 1970s and expected low'

future birth rates,

and increasing life expectancy is

producing a higher ratio of older persons to total populatlon
This coupled with a trend toward earlier retirement is

expected to swell the population of Social Security

beneficiaries and to decrease the ratio of workers to

retirees in the future.

Demographic Assumptions:

developing Intermediate-B forecasts for OASDI:

The following assumptions about
_population changes in the future were used by the ,actuaries in

1960 1980 2015 2035 2055
% Population 65+ 9.0 11.2 15.4 20.6 20.3
Morta;lty rate - male 12.6 10.3 8.2 8.2 8.2
-female 8.2 5.9 4.4 4.4 4.4
Fertility rate 3.6 1.8 2.1 2.1 2.1
Dependency Ratios . ;
- 65+ 20-64 .174 .195 .265 .386 .378 \
under 20, ’ : (
-and 65+ 20-64 .915 . 753 .714 .864 .858 I
Labor Force Partic.
-male (age adj:) .824 .781 777 777 777
-female (age adj.) . .371 .9512 596 .596 .596
-male (60-64) .811 .610 600 .600 .600
~female (60-64) .314 . 340 380 .380 .380
Disability Incidence
-male (age adj.) 4.68 4.66 5.49 5.49 5.49
-female (age adj.) 3.34 3.44 4.05 4.05 4,05
OASDI beneficiaries
per 100 covered workers 20 31 39 50 50
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Economic Assumptions: Intermediate-B assumptions for the
economy progect a return of economic growth in the future, with
wages rising more rapidly than prices, low average 1nf1at10n
and low unemployment.

1960-64 1980 1990 2000+

Average Annual:

% increase in real GNP 4.0 -0.1 3.0 2.7
% increase in average wages 3.4 8.5 5.4 5.5
% increase in CPI 1.3 13.5 4.0 4.0
Real Wage Differential 2.1 -5.0 1.4 1.5
Interest rate 3.7 11.0 6.1 6.1
Unemployment Rate - 5.7 7.1 5.9 5.0

One economic assumption which has a particularly strong effect
on the deficit is the projected decline in the ratio of the
taxable wage base to GNP. In effect this assumes that wages
(which are taxed for Social Security) will decline and fringe
benefits and other components of income. will increase as proportions
of total income. This slowdown in the expansion of taxable wages
has a significant effect on the amount of Social Securlty revenues
projected for the long run.

) 1960 1980 2015 2035 2055
Ratio of Taxable :
Payroll to GNP .396 .437 - .380 .352 .327

While absolute Social Security costs are expected to rise
in the future, the costs of Social Security relative to the
economy as a whole are not expected to increase greatly over
the long run. Currently Social Security accounts for close to

5% of GNP. Under Intermediate-B assumptions, Social Security
will rise to only 6% of GNP by 2035, declining to 5.5% by 2055.

By way of comparison, national expenditures for health which
accounted for 5.2% of GNP in 1960 had grown to 9.1% by 1978.

1960 1980 2015 2035 2055

Cost of OASDI
as a % of GNP 5.61(est) 4.96 4.90 6.00 5.50
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Sensitivity of the Forecast to Assumptions

It is always likely that some of the assumptions made by
the actuaries prove to be erroneous. In some cases these errors
in guessing the future make little difference in the conclusions
drawn about the size of the deficit. In other cases, however,
a small change in the assumptions can make a great change in
the deficit. Analysis of the sensitivity of the forecasts to
the assumptions can identify the assumptions that can make the
most difference in the deficit if they change.

Unfortunately, the actuaries only completed a sensitivity
analysis on five variables. There are other variables, such as
labor force participation and unemployment, which may have
greater policy relevance. The five variables analyzed by the
actuaries are presented below.

Actuarial Deficit

Assumptions as a % of taxable payroll~
1.7 3.01
Fertility
(children per 2.1 1.82
woman )
2.4 1.10
Mortality 58 . 2.29
(% decrease in
death rate 36 1.82
1978-2055)
22 1.14
Disability 30 1.98
(% increase in
disability 15 ’ 1.82
incidence rate .
1978-80 : 2000) 0 1.64
% Increase in 3.5/2 2.12
Wages/CPI
(real wage ' 5.5/4 1.82
differential
= 1.5) 7.5/6 : 1.54
: 1 < 2.66
Real Wage
Differential 1.5 1.82

‘(CPI increase
=4) / 2 1.05
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OPTIONS FOR IMPROVING FINANCING IN THE LONG RUN

To date, major proposals advanced in the Congress for
improving the financial condition of the Social Security
system in the long run involve either:

1) reducing the percentage of pre-retirement
earnings paid as benefits by Social Security
after retirement (reducing replacement rates), or

2) raising the age at which full benefits are
paid from Social Security.

Both sets of proposals would slow the projected increase in
expenditures from the 0ld Age and Survivor's Insurance (OASI)
program after the turn of the century.by reducing benefits
paid.to future retirees below amounts anticipated under current
law, In the first case, initial benefit amounts for new
retirees would, in the future, increase at a rate slower

than the rate of increase in average wages. In the second
case, the total amount of Social Security benefits paid over
retirement would be lower than under current law. Monthly
benefits would remain the same for those working longer, but
would be reduced for those retiring before the new age for full
benefits.

The trade-off between these two approaches may appear
to be insignificant, since they both involve a reduction in
future benefit increases. However, there are important
differences - both in the effects of these approaches on
various groups of retirees, and in their effects
on the total retirement income of future generations of the
elderly.

ISSUES

The basic issue behind this hearing is: faced with
a choice in Social Security between reducing the replacement
rate and raising the retirement age, which alternative is
to be preferred in light of:the resulting:

o average reduction in future monthly
benefit amounts;

o distribution of benefit.reductions
among categories of beneficiaries; and

o effect on the development of alternative
sources of retirement "income?

In addition, there is the issue of the relationship of
Social Security changes to the employment of older workers in
the future. Is there a difference in the effect of these two
approaches on future work behavior and retirement decisions?
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' LEGISLATION

Rep. Pickle's bill (H.R. 3207), now in mark-up in the
_House Ways and Means Committee, and Sen. Chiles' bill (S. 1536),
which has been referred to the Senate Finance Committee, both
include provisions to raise the age for full benefits under
Social Security from 65 to 68, The Administration's Social
Security reform proposal , released on May 12, includes a
provision to reduce benefits for those retiring before age 65,

. but does not change the age for full benefits. In addition,

the Administration proposal would reduce replacement rates from
Social Security by slowing the increase in the "bend points"
(used in computing initial benefits for new beneficiaries) for
five years. None of these proposals, by themselves, would
provide sufficient savings in the long run to offset the deficit
projected for OASDI. These remain the only proposals now
before the Congress which can provide a substantial portion of
the savings needed without the use of general revenues. .

Raising the Retirement Age

Section 112 of H.R. 3207 calls for a gradual increase in
the age at which full benefits are paid, beginning in 1990.
By the year 2000, full benefits would be paid only to those
retiring on or after their 68th birthday. Benefits paid to
those retiring before age 68 would be actuarially reduced.
A person retiring at age 62 in 2000 would receive 64% of :
-their full benefit compared to 80% of ‘the full benefit received
at 62 under current law. This proposal would reduce expenditures
by an average of 1.35% of taxable payroll over the next 75 years.

Section 4 of S. 1536 calls for a gradual increase in
the age for the payment of full benefits, the age for the
payment of early retirement benefits, and the age for the
payment of widow(er)s benefits, beginning in 2000 and proceeding
by one month every four months. By 2012, full benefits would
be paid at age 68, early retirement at age 65, and widow(er)s
benefits at age 63. . A person retiring at age 62 in 2012 would
receive no benefits, a person retiring at age 65 would receive
80% of the full benefit. This proposal would reduce expenditures
by an average of 1.42% of taxable payroll over the next 75 years.

The Administration's Social Security reform proposals would
reduce benefits only to those retiring before age 65, but would
put these reductions into effect in January, 1982. Beneficiaries
retiring at age 62 in 1982 would receive 55% of their full
benefit rather than the 80% provided under current law.

Benefit reductions would be gréater than actuarial reductions

now provided, phasing up to 100% at age 65. Thisoneproposalwould”"

‘reduce expenditures by an average of 0.82% of taxable payroll
over the next 75 years, & savings much lower than the other two
legislative proposals. .
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BENEFIT REDUCTION OF REFORM PROPOSALS
RELATIVE TO CURRENT LAW .
BY AGE AT RETIREMENT

Age at
Retirement H.R. 3207 S.1536 Administration
62 20.0% 100. 0% 31.0%
63 19.3 100.0 19.3
64 18.5 100.0 8.6
65 ' 18.0 18.0 ———
66 12.0 12.0 ———
67 6.0 6.0 ————
68 —— —— ——
PERCENT OF FULL SOCIAL SECURITY BENEFITS
BASED ON AGE AT RETIREMENT,
CURRENT LAW AND REFORM PROPOSALS
Age at Current . - ) .
Retirement Law ... 'H.R.3207 S.1536 Administration
62 80.0 64.0 55.0
63 86.7 70.0 70.0
64 93.3 | 76.0 85.0
65 100.0 82.0 82.0 100.0
66 103.0% 88.0 88.0
67 106.0 24.0 94.0
o] 100.0 100.0

68 108.

- * Effective for beneficiaries retiring in
1982 or thereafter V
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Reducing Replacement Rates

The major proposal from the Administration to reduce

'expenditures in the long run is the proposal to increase the

"bend points" in the formula for calculating the primary
insurance amount (PIA) by 50% instead of 100% of the wage
increase between 1982 and 1987. The result would be to reduce
the amount of the PIA below the amount which would be calculated
under current law, and, thus, to reduce resulting benefit

amounts below those payable under current law. Beginning in
1982, new beneficiaries would receive lower benefits and hence
have less of their pre-retirement earnings replaced by Social
Security than they would under current law. The effect on
benefits would be phased-in between 1982 and 1987. By 1987

the average new beneficiary would have 38% of their pre—retirement
earnings replaced (compared to an average replacement of

42% under current law). Thereafter, the ''bend points'" would
continue to increase by 100% of wage increases - in effect
fixing the average replacement rate at 38% for future
beneficiaries. For the average person retiring after 1987, this,
would .. result in a monthly benefit amount 10% below the

amount they could otherwise expect to receive. Over the

75 years, this proposal .would reduce expenditures by an
estimated 1.30% of taxable payroll.

The mechanics of this proposal are as follows: Social
Security benefits are related to each workers earnings record.
The relationship is progressive in that lower earnings workers
have a higher proportion of their pre-retirement earnings
replaced from Social Security. To calculate benefits, the
Socilal Security Administration:
1) indexes the dollar amount of earnings in prior years
according to a wage-index to get an updated value;
2) averages the indexed earnings to create an Average
Indexed Monthly Earnings (AIME); and
3) applies the AIME to a formula which gives the worker:
- 90% of the first $211 of AIME, plus :
- 32% of the AIME between $211 and $1,274, plus ~
- 15% of the AIME over $1,274,
The result is the Primary Insurance Amount (PIA) which is used
as the basis for calculating benefits (workers retiring at age
65 receive 100% of the PIA). The dollar amounts in the formula
used to calculate the PIA (e.g. $211 and $1,274) are known as
"bend points" (since these are the points at which the graph of
the relationship between the PIA and the AIME bends). The "bend
points" are also indexed for wage increases - they change each
year to keep up with the higher average AIMEs of retiring workers.
The Administration's proposal would slow the rate of increase in
the "bend-points" for five years in order to reduce the proportion
of the AIME which was converted to PIA by the formula. The effect
of this change on retiring workers' PIAs can be seen in the chart
on the next page. .
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BACKGROUND

All three recent national commissions on Social”Security
and pensions (the 1979 Advisory Council on Social Security,
the National Commission on Social Security, and the President's
Commission on Pension Policy) have advocated raising the
age of eligibility for full beneflts from 65 to 68 sometime
in the future.

Raising the retirement age is usually favored as a means
for reducing expenditures in the future because of its long
phase-in period and because of its correspondence with expected
changes in life expectancy, health, and labor supply. This approach
would appear to commit the nation to a policy of maintaining
older workers in the labor force. The arguments in favor of
raising the retirement age usually mention that the long lead
time will enable those affected to change their retirement
expectations, and will enable Congress to design related
initiatives to develop job opportunities for older workers,
reduce early retirement incentives, and improve income programs
for the disabled and unemployed, Supportive arguments also
point out that raising the retirement age is justified because
Americans are, on average, living longer. In addition, current
preferences for early retirement may be naturally reversed
in the future. Demographers project the development of labor
supply shortages toward the end of this century which will lead
to an increase in the demand for older workers. In addition,
today's younger work force may want to work longer than today's
generation of retirees. On average, they entered the labor
force later, have developed higher levels of education and
skills, and have worked in less stressful occupations than
their elders. Raising the retirement age could well conform
to this change in preference for work in later years,

Opponents of an increase in the retirement age usually
emphasize the conflict between this policy and the trend in
retirement, and cite the disproportionate effects of this
approach on different categories of workers. There has been
in recent years a tremendous push in the labor force to earlier
and earlier retirement. Workers increasingly prefer to retire
early for several reasons:

1) Firms have structured pension and other incentives
to encourage the older worker:to retire early.

2) With rising incomes, workers have tended to
increase their preference for leisure relative
to income. Retirement has become more desirable.

3) The availability of improved Social Security and
pension benefits has made retirement more attractive.

It is unlikely that in a future with rising incomes and improving
retirement income, older workers will reverse this trend.

In addition, there are many categories of workers -~ primarily those
in hazardous or stressful occupations - who will need to maintain
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the option to retire early. There will continue to be workers with
poor health, low skill levels, and inconsistent work histories

who will either be unable to work or will be unable to find
employment when they are older. For those who can work longer,
primarily the white collar and professional workers, raising the
retirement age will not affect their monthly benefit amounts.

But for the worker who can not work longer, this proposal will
substantially reduce the amount of their monthly benefits. ~In short,
the low-income portion of the labor force will suffer most.

Two consultant panels chaired by Dr. William Hsaio
.(the Consultant Panel on Social Security to the Senate Finance
Committee and the Consultant Panel on Social Security to the
Congressional Research Service) have recommended reducing
replacement rates over time. Both panels suggested a method
which would maintain the real value of a retirement benefit
for today's standards, but reduce the value of the benefit
relative to the standards of the future. The Administration
has also proposed reducing the replacement rate from Social
Security, but has suggested a method which would result in
a one time only change in the replacement rate. After this
one-time reduction the replacement rate would be fixed at
the new level for future retirees.

Those who favor reducing the replacement rate usually
argue that Social Security has become too large a part of
the total retirement income picture. Ad hoc benefit increases,
combined with over-indexing of initial benefits between 1972
and 1977*has raised the replacement rate substantially in
recent years. Not all of this increase has been intentional
or necessary. The Administration proposes reducing the
replacement rate for the average worker retiring in the
future from 42% to 38% - a level similar to the average
replacement rate in effect before the 1972 Social Security
Amendments. Proponents of reducing the replacement rate
usually also believe. that high Social Security benefits have
discouraged people from deferring consumption ang saving
for retirement during their working years. Were Social
Security benefits reduced, there would not only be greater
incentive to save, but also greater incentives to develop
adequate pension coverage and benefits. Proponents of reducing
the replacement rate may also point to the equity of this
approach - it tends to affect benefits of all workers
relatively equally and does not interfere with the progressive
benefit structure of Social Security. .

* The 1977 amendments scheduled reductions in the replacement
rate to compensate for over-indexing. By 1986 the average
replacement rate will be 42% under current law.
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Opponents of reducing replacement rates usually argue
that social insurance programs in a normal economy can provide
better or equivalent benefits with less risk to the average
worker than can pensions or investments. In addition, Social Security
can provide an adequate replacement rate to the lowest wage
workers who are unlikely to have pension benefits or savings.
Since Social Security can provide a secure, low-risk foundation
for building a retirement income portfolio for the average
worker, and can provide an adequate retirement income for
the low-wage worker, public policy should be directed toward
increasing public confidence and support for the system and
not toward reducing the adequacy of future benefits. With
sufficient public support, revenves to Social Security could
be increased in the near future to build sufficient surpluses
to offset the long-run deficit.
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EFFECTS OF SOCIAL SECURITY REFORM ON RETIREMENT POLICY

The adequacy of retirement income for future generatiens
of retirees, in the wake of reductions in Social Security.
income, depends on the responses of other sources of retirement
income to these changes. If Social Security benefits
replace less of pre-retirement earnings in the future,
then private pensions must improve, personal savings must
increase, and older people must be allowed and encouraged to
work longer in order to fill in the difference. ,

Oplnlons on the capability of other sources of retirehent
income to fill the gap vary considerably. Some feel that the
demographic changes in the future will 1limit the willingness
and the capacity of the society to transfer resources in any
form from the working to the retired generations. Others
cite the tremendous growth in pensions in the past and the
irecent legislative changes to improve the quality of pensions
‘and provide incentives for savings as precursers of a long-term
trend to shift the burden for intergenerational transfers
‘increasingly from public to private vehicles.

Two groups have recently looked at Social Security financing
problems in the context of the entire spectrum of future retirment
income: "the President's Commission on Pension Policy,
and the Committee for Economic Development. These groups
reached similar conclusions on the need for changes in
Social Security, but provided a different picture of the
capability of the private sources of income to fill the gap.

'ISSUES

The principle issue in this section of the hearing is:
how likely is it that other sources of retirement income will
fill in the gap when Social Security is reduced? How are
private pensions likely to respond to a reduction in replacement
rate or an increase in the normal retirement age? How are
older workers likely to adjust work and retirement behavior?
What should public policy do to assure that private sources
‘can_effectively substitute for private sources?

BACKGROUND

There are several problems with the effectiveness
of private retirement income mechanisms as they now stand.
These problems raise questions about the capability of
private retirement income sources to fill the gap if
Social Security benefits are reduced in the long run.

Coverage: ‘Pensions tend to be most attract1ve to
employers with large numbers of employees, most of whom
are expected to spend a career with the firm. Pension
‘development, therefore, has been largely concentrated
in larger and older firms. Younger and smaller firms have
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tended to have a more transient population of workers and
to be more labor intensive. In addition, they are often
‘less stable businesses. As a result, more than 79% of
the population not covered by pensions work in firms
.employing under 100 workers.

While pension coverage has grown tremendously
since World War II, only 48% of all public and private
sector workers are presently covered by some form of
pension, profit-sharing, or other retirement plan at their
current place of employment (according to Pension Commission
studies). 58% of those working in the private sector
who qualify for pension coverage under ERISA standards
are currently covered.

If pensions are to expand in the future, some way will
have to be found to extend pension coverage to workers
in smaller firms. This may be difficult not only because
of the impediment created by ERISA reporting and disclosure
requirements, but also because of the characteristics of
small firms and the labor they employ. -

TABLE 1 GROWTH IN RETIREMENT COVERAGE
(% OF COVERAGE FOR SPECIFIC LABOR FORCES)

1940 1950 1960 1970 7S ‘77

PAEMREAMES s s m w0 %
FEDERAL EMPL&\:’E’% %%y%t APPROXIMATELY
FEDERAL EMPLOYMENT 100 100 100 100 100 100

STATE & LOCAL RETIREMENT
COVERAGE OF ALL NA NA 8 83 NA 87
STATE & LOCAL EMPLOYMENT

PRIVATE PENSION COVERAGE OF
NON-GOVERNMENT WAGE & SALARY 14,5 250 408 45.1 48.6 NA
NON-AGRICULTURAL EMPLOYMENT

Vlor year 1939
{or year 1962
*for year 1972

Source: Economic Report of the President, January 1980, Table B, M. Social Security Bulletin, Anauat Statistical Supple-
ment, 1976, Table 7, Special Analysis of the Frderal Budget 198}, Table 14, p. 288, Staistical Abstract, 1979, Table 543, p.
339. Social Security Bulletin, November 1977, p. 22. .

N L

TABLE2 PRIVATE PENSION PLAN COVERAGE
(active workers, both full-time, and part-time,
excluding scif<mployed)

N PREMDENTN
COMMISSION ON FENNMON POIHY DOLIANA .
! HOUSEIMNLD SURVEN 1'0 CURKENT POPULATION SURVEY
. PERCENTAGE
AGE. YEARS&Y;JOB. AII -
WEEKLAY HO?J?(E Ehll:l\.ll.)J?EEs MALE 1'MALE l.MI'I.(’)\-'I.'lEtﬂ MALE FEMALE
TOTAL 42 st » 43 50 31
UNDER AGE 25 27 33 20 19 2 ts
AGE 25 AND OVER a7 56 kT 52 60 38
ERISA STANDARDS S8 64 a8 6l 67 50
tmaeex thun ) your of
scrics v (D hound

Source: Presiden*s Commiasion om Peasion Policy oft Security iuration, 1979,

88-594 0—82——11
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Which Workers Are Not Covered By Pension Plans?

In 1979, 49.4 million workers were not covered by a pension plan:

o 54% of these were men, 46% were women
[ 71% of them worked full time, 29% part-time

o 68% were over age 25 and 51% of noncovered were over 25 and
have one or more years df service with their employer ¢

o‘ 8.2 million are employed in ﬂ;e public sector
[ 38.1 million are wage and salary workers in the bri;/ate sector
Of private sector noncovered wage and salary workérs:
o 77.9% worked. in three main industries;
o 31.9% from trade
o 27.7% from service
4] 18.3% from manufa.c:turing
° 29.9% earned less than $5,060 in 1978
o  36.4% earned between $5,000 and $10,000 in 1978
o 19.2% .earned between $10,000 and $15,000 in 1978

o 14.6% earned over $15,000 in 1978

[ 79.0% were in firms with fewer than 100 employees
[ 7.5% were in firms with 500 or morc employees
o .Approximately 90% were not members of union

Source: ICF, Inc., Analysis of May, 1979 Current Population Survey Data;
President's Commission on Pension Policy staff estimates. .These
numbers included imputed values. o
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Individual Retirement Accounts (IRAs) have been developed
as an alternative, form of retirement savings which enables
an individual working for an employer who does not offer a
pension plan (recently extended to any employer) to have tax-
deductible contributions made to a savings account. Whi}e
IRAs effectively extend coverage to employees of small firms,
few low-wage workers have the disposible income to make
contributions. In addition, the tax advantages are significant
only for people in higher marginal tax brackets. As a result,
utilization of IRAs has been extremely low among individuals
with annual incomes below $15,000.

PERCENTAGE OF PEOPLE
WHO ARE ELIGIBLE
WHO HAVE IRA'S
BY INCOME CLASS, 1977
FAMILY PERCENTAGE OF PERCENTAGE OF
SS IN E PEOPLE WHO ARE ELIGIBLE PEOPLE
ADJUS(TlEDD%E(L)Z?zg)\COM ELIGIBLE WHO HAVE IRAS
0 - 5,000 85.0 2
5,000 - 10,000 70.0 1.3
10,000 - 15,000 60.0 33
15,000 - 20,000 45.4 5.5
20,000 - 50,000 249 21.7
OVER 50,000 28.6 . 524
Sowny, Prosukm’s Commouon sa Pomem Piay
Vesting: Most pension plans now, in conformance with

ERISA standards, offer 100% vesting in 10 years. This means
. that an individual, after working for a firm for ten years,
is entitled to receive benefits from the pension plan at
retirement. Workers leaving the firm without having vested
in a plan receive no pension from the plan at retirement.
Not all plans require that a worker vest in the plan.
Defined contribution plans, in which worker and employer
contributions are made to an account and accrue interest

at some specified rate over time, enable the worker to
receive benefits on the basis of contributions made,
provided they leave their contributions in the plan until
retirement. Defined benefit plans, however, which cover
the large majority of the covered work force, require
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-vesting. In most defined benefit plans there are no employee
contributions. When the employee retires, the benefits paid
are related to the employees years of service, wages, or
some combination of the two.

In a highly mobile workforce, vesting presents a problem.
It is conceivable that workers can work in pension-covered
employment for a life-time, yet receive no pension benefits
because they change employers every few years. For this
reason, coverage statistics are a misleading indication of
the proportion of workers who are likely to ever receive
pension benefits.

Portability: Even if a worker vests benefits in a
pension plan, the worker can not add years of service to
the plan if they leave the employer before retirement.
As a result, workers who move around may leave behind

. several pension plans in whlgpﬁthey have vested benefits..
__The problem with this is that in defined benefit
plans in which benefits paid are some function of the
workers earnings in their high three or five years, the
benefits paid on the basis of earnings ten or twenty years
before will be extremely low.

IRAs, particularly with the new features added in
the Rconomic Recovery Tax Act of 1981 which enable pension
covered workers to contribute to IRAs as well, avoid the
problems of vesting and portability. The account goes
with the worker (rather than staying with the firm) and
any contributions a worker makes earn benefits. The problem
with an IRA is that workers usually make contributions to an
IRA in addition to the employer's contribution to their
pension plan,rather than in lieu of employer's contributions.
Again, this makes IRAs attractive only to higher wage
employees.

Inflation Protection: A major problem in shifting
emphasis in providing retirement income from public to
private sources is the inablility of private sources to
provide adequate inflation protection. Practically no private
pension plans automatically adjust benefits paid in retirement
for inflation. Most plans in recent years have provided
some ad hoc adjustment, but the average adjustment has been
lower than the rate of inflation. Without adequate inflation
protection the value of a pension benefit can decline quickly
once the beneficiary retires. An inflation rate of 5%
can reduce the real value of a benefit by 40% in ten years.
Without an 1mprovement in the quality of inflation
protection in private pensions, a shift from Social Security
to private sources of retirement income will leave future
retirees poorer as they get older.
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Early Retirement Provisions: The current trend in
private pensions is to encourage earlier-and earlier
retirement. Bankers Trust surveys of pension plans have
shown a dramatic increase in the benefits payable upon
early retirement between 1960 and 1980. 1In the 1980
study, 90% of the pattern plans surveyed offered a greater
than actuarial benefit at the earliest retirement date.
This trend clearly works against policies which seek to
keep workers in the labor force longer and can only
raise the cost of intergenerational transfers in the future.
This trend also raises questions about how pension plans
would adjust to an increase in the So6cial Sécurity retirement
age.

Pension Integration: A further feature of defined benefit
pensions plans is the integration of these plans with Social
Security. Often this is accomplished through an offset: the
pension benefit is decreased some amount (below a maximum of
83% of the Social Security benefit) for the Social Security
benefit amount. Pension offsets are structured to provide
higher replacement rates from pensions to higher wage workers,
offsetting to an extent the progressive weighting of Social
Security benefits.

Pension plans with a Social Security offset will have
the effect of partly shielding participants from any Social
Security benefit reductions. 1In particular, the availability
of early retirement provisions coupled with pension offsets
may reduce the effect of changes in the Social Security
retirement age on the retirement decisions of pension-covered
workers. This is because benefit reductions at early
retirement ages which result will be partly offset by pension
benefits - passing the bulk of the cost on to the employer.
How this will affect the current trend in pension plans to

weight benefits to encourage early retirement, remains to
be seen. )

Conclusion: In short, private mechanisms for providing
retirement income are fragmented and diverse. As a result, .
it is difficult to determine the effectiveness of thesg mechanisms
in providing retirement income for the current-genergtlon of
workers. Because of the reliance of the private re?lyement
system on defined benefit pension plans, worker mgblllty has
a disastrous effect on the quality of retirement income.
The system is structured to attract career workers and
bind them to the employer. However, the worker who spends
a career with one firm is becoming less prevalent. o
The gaps in the private retirement income system are the most
severe for the lower and middle wage worker. This worker
is more likely to spend a-portion of his or her working life
in non-pension-covered employment and is least likely .to contribute

to IRAs. The low wage worker is and is likely to remain primarily._.
depéndént "upon~Social Security to replace most~oi:his or her pre=
retirenent..incomo
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INTRODUCTION .

Legislative action to solve the Social Security system's
financial problems is imminent. This paper presents background
on the issues.involved and the specific options being discussed.

In reality, Social Security faces two sets of financing
problems- an immediate, short-term problem is the years 1982-

-1986, and a more distant, long-term problem culminaéing around -
the year 2030. The origins of the two sets of financing problems
are different and distinct; therefore, they invite different
kinds of solﬁtions. But,-in weighing the best approach to
solving the long-term problem, key policy issues have to be
decided along the way, issues such as:

What is the appropriate level of income-maintenance that
should be supplied by Social Security? What combinations of
public and private efforts will yield the desired standard of
living in retirement without creating adverse effects on the
economy? How will the long-term deficit in Medicare Hospital
Insurance be financed and what impact will that deficit have on
the way we fund the Social Security deficit? '

These and other policy questions, moreover. will have to be
evaluated against the backdrop of declining public cqnfidence in
the future ability of Social Security to deliver promised

benefits.
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BACKGROUND
. In 1972, Congress increased Social Security benefits by 20
percent and enacted a provision that, effective in 1975,
automatically adjusted Social Security benefit payments for each
June whenever the Consumer Price Index rises by 3 percent or
more, during a specified‘one—year measuring period.
Subsequently, it was learned that, because of a technical flaw in
the indexing mechanism, future beneficiaries were unwittingly v
being overcompensated for inflation. with the result that huge
financial deficits were projected in the long term.

In 1977, Congress passed Social Security Amendments which
substantially reduced that long-term deficit by changing the
indexing formula and by legislating payroll-tax-rate increases
for‘the Social Security and Hospital Insurance programs combined,
taking effect in 1979, 1981, 1982, 1985, 1986, and 1990 (see
Appendix B).

When the amendments were passed, it was widely publicized
that "Social Security has been placed on a sound financial
footing for the next 40-50 yeérs."

However. éhe assumptions used in 1977 to project income and
expenditures of the Social Security system proved to be overly
optimistic in the short range. The economy performed badly.
Because prices have tended to rise faster than wages, the system
was committed to paying out more in inflation-adjusted benefits
than it took in through payroll taxes. Consequently, the largest
of the Social Security Trust Funds, Old-Age and Survivors

Insurance. was projected to have insufficient funds in 1981.
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In 1980, Congress passed a temporary reallocation of the tax
rates for 1980-81, increasing the revenues to the Old-Age and
Survivors Insurance program and decreasing.the tax rate for the
Disability Insurance program, while leaving the combined payroll-
tax rate unchanged. This was largely a technical measure to
allow time for further action on Socia1'Security financing in the
97th Congress. Because of the temporary reallocation, immediate
cash-flow problems were deferred until 1982..

Meanwhile, thelfeéurring news of Social Security's financial
problems has sapped public confidence in the ability of Social
Securitylto meet its future commitments. While most Americans
support the goals of the Social Security system, they doubt
whether it will be around to pay benefits when it's their turn to
retire.

"A 1979 Study of American Attitudes Toward Pensions and
Retirement” commissioned by Johnson and Higgins and conducted by
Louis Harris and Associates, Inc.. found that more than 8 out of
10 current employees have less than full confidence that Social
Security will pay them benefits to which they are entitled when
they retire; 42 percent have "hardly any confidence at all.”

"A Nationwide Survey of Attitudes Toward Social Security"
prepared for t?e National Commission on Social Security by Peter
D. Hart Research Associates, Inc., found that 61 percent of the
non-retired have little confidence that funds will be available
to pay their retirement Benefits. These doubts were expressed by
almost three-fourths of those between ages 25 and 44.

A New York Times/CBS News Poil reported in July 1981 that a

majority of the American people, 54 percent, no longer believe
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that the Social Security system will have the money available to.

pay them full benefits at retirement.
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SHORT-TERM PROBLEM (1982-1986)

The Social Security system is composed of three payroll-
financed trust funds -- 0ld-aAge and Survivors Insurance (OASI),
Disability Insurance (DI) and Hospitél Insurance (HI) -- and a
fourth trust fund -- Supplementary Medical Insurance (SMI) --
financed 70% from general revenues and 30% from premiums by
participants. According to the 1981 report by the Social
Security Board of Trustees, the largest of the trust fuhds, 0ola-
Age and Survivors Inéurance, would become insufficient to pay
benefits in the later half of 1962, under all 5 sets of
alternative economic assumptions. Purtherﬁore, in each of ;he
years 1981-1985, expenditures from the OASI Trust Fund are
expected- to exceed income. Cumulative 1981-85 expenditures are.
under intermediate B assumptions, projected to exceed income by
$78 billion.

In contrast, the financial condition of the Disability
Insurance and Hospital InsuFance Trust Funds is chh better. In
the short-range, income to these two trust funds is expected to -
exceed expenditures in each of the next several years. In 1981-
85, DI's income is pro;ected to exceed expenditures by $33
billion, and HI s income is projected to exceed outlays by $25
billion. But shortly after 1985, HI's favorable short-term

_position is expected to deteriorate and fall into deficit by
1990. '

Under current law, however, payroll taxes earmarked for one
of the trust funds can only be used to finance benefits and
administrative expenses for that program. Thus, the surplus in

the Disability and Hospital Insurance Funds cannot, without a
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~

change in current law, be used to offset deficits in the OASI
fund.

The origins of the short-term problem arelstrictly economiq.
. In 1977, the Social Security Board of Trustees assumed that reai
wages would grow by an average of 2.5% per year in 1977 to 1980.
In fact, real wages actually declined by an average of 1.5%
during that period. The system has been committed to paying out
more in inflation-adjusted Social Security benefits than it has
collected from payroll taxes.

Revenues Needed in the Short-Term

Estimates about the revenues needed in'the next five years
vary supstantially, depending upon the gconomic assumptions. The
Social Security Board of Trustees, in its 1981 report, departed
from the standard procedure of using three sets of assumptions:

" Instead, the new report presents five sets of assumptions in the
short-term: optimistic, intermediate A (essentially, Reagan
budget assumptions), intermediate B (close to the standard,
middle range forecast), pessimistic assumptions, and (this is
altogether new to the Trustees Report) a worst-case set of
assumptions. (See Appendix A for specific ecohomic_and
demographic assumptions.)

To illustrate how sensitive the short-run deficit is to the
estimates used, consider the following: Under Reagan budget
assumptions, the administration forecasts that income to the
three payroll-financed trust funds, OASI, DI, and HI. would be
sufficient to meet expenditﬁres over the next five years.
Another $11 blllion would be required, the administration says,

ﬁo bring the trust fund balances to what it calls a "reasonab;e
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level of reserves" to protect against economic fluctuations.
Under the administration's worst-case assumptions, however, the
cumulative five-year shortfall would be $111 billion. 1In short,
deciding upon the optionslentails a policy decision about what
economic assumptions to follow.

Policy Decisions: Which Economic Assumptions? What Level of

Reserves?

The policy decisions are two:

1) what is the most realistic forecast of the economy?

2) How much of trust fund reserve should Social Security
maintain to serve as a buffer against unpredicted fluctuations in
wages and prices?

Se}ectingﬁthe Appropriate Forecast

There are two optioné:

1) "Plan for the worst, but hope for the best."

The rationale for this approach is that previous economic
policy decisiéns about Social Security, e.g. the 1972 and 1977
amendments, were based on economic projections that proved to be
overly optimistic. As a result, the system is in trouble only 4
vears after a long-te;m solution was widely publici?ed in 1977.
These recurring financing problems further drain public
confidence. Therefore, it is imperative to set the Social
Security system right, regardless of how the economy performs.

The problem with this approach is that the short-term
financing situation can only be solved by increasing taxes,
cutting benefits, or diverting tax reveﬂues from other programs.
Each of these solutions involve substantial human sacrifice. If

policy decisions are based on the worst-possible scenario. and
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the economy performs in a more reasonable manner, either 115
million taxpayers or 36 million beneficiaries will have been
required to make unnecessary sacrifices in their well-being, at
the end of a decade of high inflation and low growth in real
income.

2) Plan for the most reasonable estimate making provision for

the worst.

Using this approach, the sacrifices demanded of ihe Amer ican
people would be scgled to the most reasonable estimate of how the
economy is likely to perform. These are usually labeled "medium
range"” or intermediate forecasts (intermediate B assumpﬁions in
the new Trustees Report). Here, it can be argued, the human
sacrifice is commensurate with the best estimate of the actual
need.

The drawback is. in the event that economié conditions are
far worse than the intermediate forecast, the financial solution
based on intermediate assumptions would not be sufficient.
Congress would have to reopen the financing issue.

The drawback can be remedied by providing the Social Security
system with more flexibility to weather adverse economic cycles.
Flexibility can be achieved in three ways:

A. Enact "safety-valve" provisons that would either

reduce benefit growth or infuse additional revenues if conditions
warrant.b For example, the proposal to index current benefits to .
the lower of wages or prices would automatically curb benefit
growth when the rate of inflation exceeds the rate of wage

growth. Another option: either loans or infusions from general

revenues could be authorized, triggered by a decline in trust
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e

fund reserves or by the performance of- key economic indicators,
e.g. a high unemployment rate.

B. Build up somewhat larger reserves than the minimum

required to keep the system going. Because Social Security

benefit checks afe sent out in the beginning of the month, and
revenues to the system filter in during the month, the system
muét have at least one month's worth of benefits on hand, or the
checks would be delayed until sufficient payroll tax revenues
were actually received. ?hat means the system must have reserves
equal to at least 9% of qnnual outlays. 'But a reserve ratio of
14% is probably the closest the program should come to depleting
its assets and still run smoothly.

If reserves were allowed to reach 20%425% of annual outlay,
Congress would have time to respond to any further deterioration
in the economy by legislating savings or additional revenues. An
additional $45-55 billion, either through additional revenues or
savings, would be required to maintain ttust‘fund resérves, in

the three funds combined, under intermediate assumptions.

C. Reenact Statutory Benefit Guarantee. An alternative way
of increasing the system's flexibility, without increasing the
trust fund ratios by benefit cuts or higher taxes, is to reenact
the statutory benefit guarantee that was contained in the Social
Security Act between 1944 and 1950.

That provision stipulated: "There is authorized to be
appropriated to the Trust Fund such additional sums as may be
required to finance the Senefits and payments provided under this
title." If such a provision were reenacted, it would not

necessarily mean that general revenues would be used to finance
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the Social Security system. But it would_meanAthat the system
could then speﬁd down its trust fund reserves to low levels. 1If
one relies upon a trust fund ratio of 25% of a $160 billion
program, that means that the system would need $40 billion less
in reserves, if it had a statutory benefit guarantee. That kind
of provision would yield enough safety to allow the program to
surmount the tight situation of the next several years. It would
not automatically infuse general revenues, but only use them if
the system ran out of money. 7 ’

Furthermore, if one contemplates the situation of a Social
Security system without money to pay benefits, it is
inconceivable that the Congress would allow those benefits to é;
unpaid. A statutory guarantee would make explicit the
government's backing of Social Security.

Whatever stance is taken regarding the economic forecasts for
the next five years, a desirable policy objective is to build
flexibility into the Social Security system so itwcan withstand
cyclical fluctuations without raising the alarming spectre of
"bankruptcy."” 1In fact, the short-term financing problem is

serious but manageable.

88-594 0—82—-—12
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SPECIFIC OPTIONS FOR SOLVING THE SHORT-TERM PROBLEM

Interfund Borrowing

Most proposals for solving the Short-tefm financing problem
include interfund borrowing or merger of the bASI, DI and HI
trust funds for the next five to ten years. The Board of
Trustees of the Social Security system recently reported that
under the two, more optimistic sets of assumptions, interfund
borrowing (or reallocation of tax rates among all three funds)
would prevent the depletion of any of the trust funds in Ehe
short-term (1981-85) but only by a slim margin And, under the
intermediate B, pessimistic and worst-case assumptions, the
combined assets of these three trust funds would become depleted
in 1983 or 1984, as shown in Appendix C.

Similarly, under CBO middle-range forecasts, Social Security
.could not get by with interfund borrowing alone. The system
would require g%sq billion in savings or additional revenues to
maintain a combined trust fund balance of 12 percent of annual
outlays. A

In short, interfund borrowing is not a complete solution to
the short-term funding shortfall. But it is a desirable, heléful
proposal for managing the trust fuﬁds. Loans could be authorized
among the trust funds, either permanently, or for a limited 5-10
years. In effect, the loans would be made from DI and HI to
(OASI, during that time. OASI could repay the loans, either with
interest, as the Carter administration proposed in 1980, or
without interest, as Senator Moynihan recently proposed.

Alternatives to interfund borrowing, which would have similar

financial effects, are reallocation of the payroll tax rates
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among the OASI, DI, and HI program, while holding the total
payroll tax rate at the schedule under current law.

Another alternative would be fo merge OASI and DI -- or even
merge all three trust funds -- but retain a separate accounting
of expenditures under the programs.

Proposals for interfund borrowing, reallocation, and or
merger, must take into account that the HI Trust Fund, which is
now running.a healthy surplus in revenues, is scheduled to become
depleted in the late 19805_or early 1990s, depending upon the
economic outlook. 'In other words, the thrust of interfund
borrowing and merging is to make funds available for the OASI
program, which needs them now. But after 1990, interfund }
borrowing or ﬁerging of the trust funds would redirect the flow

of loans from OASI to HI. The projected HI deficits beginning in
the late 1980s compound the problems already discuﬁsed for OASI;
they underline the need to do more than interfund borrowing to
restore the stréngth of the combined system.

Increasing Revenues to the System

The short-term problems could, of course, be resolved by
supplying additional revenues to the system, by either raising
the payroll tax, and/or ihcreasing the taxable wage base. or
financing all or part of the HI program out of general revenues,
or by extending Social Security coverage to new government
employees.

1. Tax Increase —- Iﬁ testimony before the House Social
Security Subcommittee, David Stockman stated that a tax increase

of 0.5% of payroll by employers and employees would be required
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to finance the near-term deficit, which the administration
estimates to be $84 billion.

2. Raise Wage Base -- If the ceiling on payroll taxes were
eliminated, $20-$30 billion a year could be generated. Over the
long-term, however, 1/3 to 1/2 of the added revenues would be
offset by higher benefit costs, because the higher wage base
would increase the benefits paid. (Source: Staff Report, Senate '
Finance Committee)

Another consideration about raising the taxgble wage base is
the impact on private pensions. The National Commission on
Social Security, for example, recently expressed concern that
increases in the wage base could discourage the supplementation
of Social Security by private pensions. The National Commission
recommended freezing the wage base in 1985 and 1986 at the 1984
level (estimated at $39,000). As it stands, the wage base will
henceforth be increased each year by automatic adjustment
provisions. V

3. Use General Revenues -- Two bills have been introduced in

the House JANNEENENEGNENGNGENGGNGNEEENEES that would resolve Social

Security's financing problems by financing HI out of general

revenues. The Pickle Bill would finance half of HI out of
general revenues; the Pepper Bill sSUiNINNNNERNEENR vould
finance 70% of HI out of general revenues. The Pickle Bill would
infuse about $92 billion in general revenues into the HI program
over fiscal years 1982-86. The Pepper Bill would infuse $156
billion in general revendes into HI over fiscal years 1981-86.

4. Social Security Coverage of New Government Employees --

Mandatory Social Security coverage of new federal, staté and
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local'govetnment employees would produce about $20 billion in
revenues in the next five years. (The long-term savings of such
an act are estimated to be 0.5 percent of taxable payroll, or
about 30% of the long-term deficit.)

Reconciliation Savings

Savings in Social Security over the next five years can be
realized through benefit reductions and, to a much lesser extent,
administrative changes in the program. The Budget Reconciliation
Bills passed by the House and the Senate would save Social
SecurityAapproximately $25 billion in 1981-1986.

In addition, the administration forecasts savings of $4.6
billion due to an intensified program of continuing disability
investigations, designed to move off the rolls beneficiaries who
have ceased to be disabled. Such savings, however, are estimates
and by no means guaranteed.

Finally, House and Senate Reconciliation Bills contain
cumulative savings in the Medicare, HI Trust Fund, of $1-$2.75
billion in 1981-84 (Savings for 1985 and 1986 have not been
estimated). These savings to the HI Trust Fund would become
available to the OASI program through interfund borrowing.

Options for Additional Savings

There are several ways of saving money in the short-term by
reducing the growth of benefits. The major policy decision is
how the sacrifice is distributed between current beneficiaries
and those coming on the rolls in the next few years. For
example, the administragion's Social Security proposals, outside
the budget proposals, placed great empﬁ%sis on minimizing the

impact on current beneficiaries, while requiring the greatest
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sacrifice of those turning 62, or becoming disabled, in 1982 or
later. These people would bear the full brunt of the short-term
sacfifice under the administration's plan. 1In other words,
particular groups, such as early retirees, suffer heavily.

On the other hand, if current beneficiaries shared in the
benefit reductions, the sacrifice would be spread among more
people (36 million beneficiaries). However, current
beneficiaries have already been running their lives based on
present benefit estimates, and they have less flexibility than
future beneficiaries, who have some opportunity to make
adjustments in their work/retirement plans. .

Indexing of Current Benefits: Four Proposals for Reducing

Benefit Growth

The ﬁajor proposals for reducing benefit growth over the next
five years aim to slow down the automatic adjustment of benefits .
under current law. The possibilities are four: 1) Delaying the
cost-of-living increase by three months; 2) capping the cost-of-
living increase at some percentage of the full increase; 3) using
the lower of wages or priées, or 4) using a modified CPI.

1. Delaying the COLA Increase by three months.

Both the administration and the Pickle Bill propose to
delay the CPI increasé by three months, mbving payment from July
to October. The Pickle Bill pas a first year transition
provision that softens the impact on current beneficiaries.

Under Reagan budget assumptions, the administration's plan would
save $6.3 billion in 1982-86 and $13.8 billion under intermediate
B assumptions. The Pickle Bill would save less in the short-

term, $4.8 billion under Reagan budget assumptions. Over the
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long-term, both proposals would save 0.14 of taxable payroll over
the next 75 yearé. The long-run savings are the same because all
beneficiaries coming on the rolls in the future would be
receiving three month's less of one cost-of-living increase.

Another possibility is a Snap-back COLA delay, i.e.., to
retain the présent computation period but move payment of the CPI
increase from July to October, and then, after five years, revert
back to July increases, either in several steps, or all at once.
Under intermediate B assumptions, estimated savings would be
$16.5 billion in 1982-86. Thus, this proposal would yield
greater short-run savings than either the administration or the
Pickle COLA delay. It could be done as an emergency, interim
measure, that could be rescinded sooner if the economy recovered
dramatically. It would mean that each beneficiary would get
three months less of the annual cost-of-living increase without
altering the actual monthly benefit. The calculation of the
benefit adjustment would be the. same as under present law. So,
upon reverting to the present procedure, future Social Security
benefits will not have been permanently reduced.

2. Capping the CPI Increase

Congress could reintroduce an ad hoc element in the
adjustment process by legislating a Congressional review of the
automatic increase each year. In its review, Congress could
decide whether the automaéic computation is appropriate to the
economic situation. For example, Congress could cap the increase
at some percentage of the automatic adjustment -- 85% has been an
example frequently cited. A crude CBO estimate is that an 85%

cap would save a cumulative $28 billion in 1982-86, with modest
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savings in the earlier years and larger savings in 1985-86. A
Congressional review process would correct the present perception
that this large entitlement program is sometimes "out of control"
because indexing provisions can “"automatically" put the program
into a deficit position. Introducing this Congressional reyiew
would conceivably work both ways. In times of robust economic
growth, and lower inflation, Congress might want to add a benefit
increase to the automatic adjustment.

3. Using the Lower of Wages or Prices

Congress could limit the annual cost-of-living increase
either to the rise in the CPI or to a wage index, whichever is
lower. The National Commission on Social Security recently
estimated that if such a provision had been in effect since 1977,
the Social Security system would not now face a short-run
financing crisis. It adds flexibility to the system. It is not,
of itself, a benefit cut, because it would only reduce benefif
adjustments during times when real wages .are negative. However,
for each year that the lower wage adjustment is used, it would
permanently reduce future Social Security benefits,. because
. future éost-of—living increases would be applied to a lower base
amount.

Although the wage/price formula would add to the system's
future flexibility, it would not produce large savings in the
next five years. Under intermediate B assumptions, wage growth
is prbjectéd to lag prices only in 1981, or 1981 and '82 under
pessimistic assumptions. 1In other words, since wage increases
are not expected to be lower than the CPI increases, the benefit

increase would be as it is under current law.
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4. Using a Modified CPI

Many people believe the CPI has overstated the rate of
inflation because it overemphasizes new home purchases. COLA
increases could instead be computedAby using some othar index,
such as the CPI adjusted for rental equivalence. This would
reduce the COLA increases when inflation rates are extreme. But
over the long run, assuming economic stability, the rental
equivalence measure would perform like the current CPI. CBO
cautions that potential savings are highly uncertain. These
indexes can fluctuate in ways that are difficult to foreca;t. A
precise level of savings is, therefore, difficult to guarantee.
CBO has not made an updated estimate of whether any savings would
be realized in 1982-86.

Other Benefit Reductions

although changes in the method of indexing current benefits
could lead to substantial savings, they‘are not the only
mechanisms.

In May, the administration introduced a package of 13
proposals designed to surmount the short-term problem and
eliminate the long-run actuérial deficit under intermediate
assumptions. Of these 13 proposals, 12 reduce benefits in the
next five years, while one propdsal, phasing out the retirement
test, would increase benefits. Together, the package. would save
$46 billion in 1982-86 under Reagan budget assumptions, i.e.
savings over and above the budget proposal.

The administration's proposals have received so much coverage

that they will not be discussed here in great detail. What

should be pointed out is that nearly 80% of the plan's net
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savings are derived from benefit cuts imposed on two groups of
new beneficiaries: early retirees and disability beneficiaries.
$18 billion in savings would be realized by a greater reduction
in early retirement benefits. The reduction at age 62 would be
45% of primary benefits, compared to a 20% reduction under
current law. -

The second group of changes -- where the combined savings
effect exceeds the savings from the cuts in early retirement --
affects new disability beneficiaries. Nearly $22 billion in
- savings would be achieved by increasing the disability insured
'status requirement; by requiring a "medical only" determination
of disability and excluding age and vocational factors; by
extending the required disability prognosis from 12 to 24 months;
and by increasing the waiting period for disability benefits from
five to six months. In other words, nearly half of the plan's
total ;et savings come from cuts in the disability program, even
though the Disability Insurance Trust Fund is not experiencing
financial difficulties and the 01d Age and Survivors Insurance
Trust Fund is.

Over the long-term, however, the distribution of the savings
from the administration's plan is different, and it is to the

long-term financing problems of Social Security that we now turn.
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LONG-TERM SOLVENCY OF [ 10 :14L

Over the next 75 years, the projected expenditures from the
Social Security system are expgcted to exceed revenues, as
scheduled under current law. Before we proceed to measure the
extent of the deficit, it is worth emphasizing that the long-term
solvency crisis is a projected one. it rests upon specific
econcmic, demographic, and labor-force projections based on
reasonable assumptions.

But we must be cautious in relying on the projected
developments. The demographic and economic projections are
extremely sensitive to the assumptions used. The further out we
project in time, the greater is the probable error in the
projections and their outcome. For example, this year's
pessimistic forecest for 2031-2055 is an average deficitlof 1.37%
of payroll less than 1980's estimate. In other words, this »
year's forecast for the average deficit in 2031-2055 is
significantly better than 1980's forecast.

Still, even under very favorable future economic and
demographic assumptions, we should expect a rise in the number of
beneficiaries and program costs in the next century. It is wise
to begin planning for the eventuality now, because one of the
primary reguirements of successful change is that any reform of
Sociai Security programs must be gradual in nature. Major
revisions would have to be phased in over a long period of time.

The long-run performance of the Soéial Security system is
usefully measured in terms of the deficit/surplus as a percentage

of taxable payroll.
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As shown in Figure 1, once the OASDI system surmounts its
short-run problems in the 1980s, the system will begin
accumulating substantial reserves during the next 25 years,
because payroll tax receipts will rise under currently scheduled
tax increases, while the numbers of elderly will not grow
dramatically in proportion to the working-age population. Over’
the following 25-year period (2006-2030), the baby-boom
population will be reaching retirement age. The surplus
accumulated during the prior 25 yéars is then projected to be
drawn down to meet the rising benefit commitments. During the
final 25-year period (2031-2055), the system is projected to be
in substantial deficit. '

Let's look more closely at the performance of the system over
these next 75 years, based on 25-year averages presented in
Appendix D;

During the 25-year period 1981-2005, OASDI Trust Fund
revenues are projected to exceed expenditures under all but the
pessimistic set of assumptions. Under the intermediate B
assumptions, the actuarial balance (revenues minus expenditures)
is a surplus which averages 0.43% of payroll. (To illustrate how
sensitive the outcome is to the assumptions used, last year's
Trustee Report, under intermediate assumptions, showed a surplus
which averaged 1.19% of payroll, i.e., much closer to this year's
intermediate A assumptions.) Under pessimistic assumptions,
there is an average deficit of 0.61% of payroll.

In 2006-2030, an actuarial deficit averaging 1.47% of payroll

is projected under the intermediate B aséumptions, compared with
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a deficit of only 0.67% under intermediate A assumptions and an
. average deficit of 5.10% under pessimistic assumptions.

In 2031-2055, the Trustees project an actuarial deficit under
all but the optimistic set of assumptions: intermediate A (-
3.39%), intermediate B (-4.41%), and pessimistic (-13.03%).

Over the whole 75-year period, the Trustees projéct a surplus
avéraging 1.25% of payroll under optimistic assumptions, an
average deficit of 0.93% under intermediate A assumptions, an
average deficit of 1.82% under .intermediate B assumptions, and an
average deficit of 6.25% of taxable payroll under pessimistic

assumptions.
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Figure 1
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Medicare Héspital Insurance (HI)

Long-range cost estimates for the Medicare Hospital Insurance
(HI) program are only made for the next 25 years, mainly because
the trend of future hospital costs is highly uncertain. As
Figure 2 illustrates, the forecast for HI is not good. The
Social Security Trustees report that, if a trust fund ratio of
50% of annual outlays is ﬁaintained, the HI program will
experience an actuarial deficit ranging from 0.42% of taxable
payroll under optimistic assumﬁtions to a deficit of 1.44% of
taxable payroll under intermediate B assumptions and a déficit of
2.8% of taxable payroll under pessimistic assumptions (see
Appendix E).

Although the HI Trust Fund is not in imminent danger, the
Sccial Securify Trustees recommend that Congress should
iﬁvestigate ways of strengthening its financing.

The deficit in the HI program results from the projection of
high.rates of growth in hospital costs. In recent years,
hospital costs have increased at an annual rate between 10% and
19%. Under intermediate B assumptions, the rate of hospital cost
increases is projected to decline from 15.6% in 1981 to 10.0% in
1995 and 9.3% in 2005. Still, these rates of increase are, after
1985, twice the rate of increase projected in the Consumer Price
Index.

Such aésumptions are moderate projections of current trends.
The forecast will only improve if present trends are reversed by
measures such as hospital cost containment or changes in program

eligibility and reimbursement reforms. Otherwise, higher payroll
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Figure 2
ESTIMATED HI OUTGO
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Origins of Long-Term Social Security Deficit

The projected 1ong—raﬂge deficit in the Social Security
system is caused by the fact that there will 'be more elderly
people, who will be living longer but continuing to retire early.

1. More elderly:

In absolute numbers. . . the population 65 and over was
17 million in 1960 and 26 million in 1980, and is estimated to be
36.0 million in 2000, 65 million in 2030, and 69 million in 2055,
according to the intermediate estimate.

. . . and in relation to the working age population, the
elderly grew from 17.4% of the working age population (age 20-64)
in 1960 to 19.5% in 1980, and are estimated to be 22.6% in 2000,
37.8% in 2030, and 37.8% in 2055, according to the intermediate
estimate.

2. Living Longer:

The average man reaching age 65 today can expect to live
to age 79, on the basis of current mortality rates, as coﬁpared
to age 77 based on 1940 mortality experience. For women, the
corresponding ages are 83 for current experience versus 78 1/2
for 1940 experience.

3. Early Retirement:

Roughly two out of three Social Security retirees now
claim benefits before age 65. No solid evidence indicates that
trend is being reversed.

4. Working Less:

The long-term trend has been for fewer people to

continue working beéyond age 65. Although roughly one out of four

persons 65 and over was working in 1954, only one out of éight
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did so in 1980. The tendency has been particularly strong among
malé workers: two out of five men age 65 and over worked in
1954, compared to one out of five in 1980.

?he same tendency toward reduced labor-force participation is
évident among the 60-64 age group, although here, the reduced
labor-force participation of men has been offset somewhat by the
increased labor-force participation of women. Total labor-force
participation of men and women in the 60-64 bracket declined from
55% in 1954 to 45% in 1980. Male labor-force participation
declined from 84% to 61%, while labor-fOtée participation of
women increased from 27% to 33%.

Becaﬁse of these four factors, more elderly people will be in
beneficiary status for a longer time, thus adding to Social
Security costs. Meanwhile, if the birth rate continues to remain-
relatively low, and immigration does not increase, those of
working age won't increase as rapidly as the elderly. Whereas
there are about 3.2 covered workers for every OASDI beneficiary
today, there are expected to be only 2.0 covered workers for
every OASDI beneficiary in the year 2030.

As with the short-term problem, the long-range deficit can
only be eliminated by changes in Social Security whiéh, either
"alone or in combination with other proposals, will have the
effect of raising revenues or curbing the growth of outlays by

changes in the benefit structure.



192

Page 29
SPECIFIC OPTIONS FOR SOLVING THE LONG-TERM PROBLEM

Raising Revenues

Additional revenues to finance Social Security expenditures
in the next century could, of course, be obtained by increasing-
payroll taxes. 1In 1981, employers and employees each pay 6.65%
of payroll for OASDI and HI. 1In 1982, rates will rise by 0.05%
for OASI, bringing the total to 6.70%. 1In 1985, a rise in
payroll taxes for OASI, DI and HI will bring that total to 7.05%.
In 1986, the payroll tax will rise to 7.15% because of a 0.1%
rise in the rate for HI. Finally, in 1990, the payroll tax rate
will rise to 7.65% because of increases in OASI and DI. The
1.82%'average deficit of OASDI could be financed by an increase
in the OASDI payroll tax rate scheduled for 1990, from 6.2% of
taxable payroll to 7.1% by employers and employees.

Another source of higher revenues is to bring new federal,
state and local government employees under Social Security. That
would save 0.5% of taxable payroll over the next 75 years, or
roughly one-third of the estimated deficit.

New Revenue Sources

Both the 1979 Advisory Council and the National Commission on
Social Security recommended that general revenues be used to fund
all (Aavisory Council) or half (National Commission) of-HI
expenditures. Both groups recommended that the OASDI tax rate
then be increased. The Advisory Council recommended that the
OASI and DI Trust Funds be merged, and that the payroll tax be

raised to 7.25 percent in the year 2005 to finance the rising
expenditures in the next century. The National Commission would

not allow the rate for employers and employees to exceed 9% each.
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The President's Commission on Pension Policy recommended that
payroll tax increases scheduled under current law be accelerated.

The administration's plan for Social Security contrasts with
these recommendations for higher taxes and/or additional general
revenues. One of the key elements in the administration's plan
is to reduce long-range Social Security taxes.

The administration's press release announced:

"Assuming enactment of these proposals, and those introduced
in the Administration's Budget proposals, it will be possible to
lessen the Social Security tax increase now scheduled for 1985
and to actually decrease Social Security taxes below the current
level in 1990. Note that while an increase will again become
necessary in 2020 due to the aging of the population, the rate
will still be lower than the 1990-and-after rate scheduled under
current law." : :

The administration further estimates that a young person
entering the labor force next year would pay $33,600 less in
Social Security taxes over his or her lifetime, a reduction of
10%.

The administration's plan for Social Security would achieve
savings from benefit reductions that would not only make up for
the long-range deficit, but would be large enough to petmi; a

reserve ratio of 50% of annual outlays and a tax reduction.

Benefit Reductions

There are really only two types of benefit modifications
seriously being proposed to eliminate the long-range deficit:
proposalsiwhich would raise the retirement age and proposals
which would reduce the computation of initial benefits for
workérs coming on the Social Security rolls in the future.

Raising the Retirement Age: Three Approaches

To curb the growth of Social Security expenditures, interest

has focused upon reversing the trend to early retirement. Three
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different kinds of approaches can be taken: 1) a statutory
increase in the age required to receive full Social Security
benefits; 2) an approach that would discourage early retirement
and therefore raise the effective age of retirement, without
actually raising the age required for full benefits; and 3) an
approach that would retain the present age for full benefits but
introduce incentives that would voluntarily eﬁcourage older
workers to continue working, rather than take early retirement
benefits.

1. Raise_the Age of EligibilityAfor Full Retirement Benefits

—-- All three national advisory commissions -- the Advisory
Council on Social Seéurity; the National Commission on Social
Secﬁr;ty, and the President's Commission on Pension Policy --
recommended that the age for full benefits be raised from 65 to
68, after a'long phase-in period. The rationale for this change
is that, because of longer life expectancies and healthier
generatiéns of older Americans, a shift to age 68 would be better
suited to the changing conditions and roughly equivalent to the
duration of retirément envisaged when the age was first set at 65
back in 1935. 'Raising the age of eligibility for full benefits
is a key part of both the Pickle Bill and the Chiles Bill.

The Pickle Bill graddally increases, beginning in 1990, the
reduction in benefits for those taking benefits before ace 68, s;
that by the year 2000, those retiring at 62 would receive 64% of
the full benefit, with the percentage gradually ;ncteasing to
100% at age 68.

The Chiles bill ks. 484) would raise the normal retirement

age to 68 and early retirement age to 65, over a l2-year period
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from the year 2000 to 2012. It would also raise the age of
benefit eligibility for widows and widowers from 60 to 63.
Gradually raising the normal retirement age to 68 is projected to
offsét 1.07% of the projected 1.82% deficit. This provision,
combined ‘with a reduction in benefits available at age 62 from
80% to 64% of full benefits, would offset 1.35% of the total
1.82% deficit.

2. Retain Age 65 But Discourage Early Retirement -- The

administration has proposed to increase the actuarial reduction
for early retirement benefits, in effect increasing the penalties
for those who retire early. This change would save 0.85% of
taxable paytoli over the long-term. It would probably increase

" the average age of retirement witﬂout a statutory increase in
retirement age.

3. Promote Innovative Policies to Encourage Work -- The most

satisfactory approach, from the viewpoint of beneficiaries, would
be to retain the present retirement age and early retirement
provisions But increase the incentives for people to defer
retirement, thereby encouraging the healthy and the capable,
while making allowance for those who want to retire early because
of ill health, unemployment, or preference. Such proposals
include increasing the delayed retirement credit for those who
defer retirement, lifting the earnings test altogether, exempting
65-year old workers from the payroll tax, instituting speciai
unemployment programs for older workeré, etc.

Unfortunately, the impact of these various proposals is
unknown. They rely upon very sensitive, hypothétical assumptions

about likely changes in labor-force participation as a result of
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the incentive. Furthermore, all of these paths, such as
eliminating the earnings test, involve additional costs. The
question becomes, to what extent will the added savings from
increased work offset the costs of eliminating the retirement
test? And what will be the global effect on our economy and
other sources of income security, such as private pensions?

Changing Computation of Initial Benefits

Besides raising the retirement age, two.other major proposals
to curb the growth of benefits are the proposals to decrease the
replacement rates by altering the adjustment of the bend points
in the benefit formula.

1. Administration's Bend Point Proposal -- The Social

Security benefit formula is weighted to pay relatively higher
benefits to lower-paid workers than to higher-paid ones. This is
accomplished by applying a three-bracket benefit formula to the
worker's average indexed monthly earnings. To be precise, the
formula for persons attaining age 62 in 1981 is equal to the sum
of 90% of the first_$211 of average indexed monthly earnings,
plus 32% of the amount between $211 and $1,274, plus 15% of the
amount in excess of $1,274. The dollar amounts at which the
percentages change are called "bend points," and these are
automatically increased each year -- for the group of persons
attaining age 62 then -- by the percentage of increase in
national average wages.

The administration's proposal is that, during the six years
11982-87, the dollar amounts of the bend points should be
increased by only half of the percentage increase in national

average wages, instead of by the full percentage increase in
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~wages. After 1987, the bend points would again be indexed by
100% of the change in national average wages.

The effect of this change would be to reduce relative benefit
levels by 10% below current law.

The replacement rate -- the actual benefit payable as a
percentage of the gross pay received just before retirement at
age 65 -- for a worker with a history of average earnings is,
under present law, about 41% or 42%. If this revision in the
calculation procedure goes into full effect -- in 1987 and later
-~ the replacement rate would be about 37% or 38%. The
administration's bend point proposal would save an estimated
1.30% of taxable payroll, far more than the (also substantial)
0;85% of payroll saved by penalizing early retirees.

2. Price Indexing ~-- Another long-term option is to lower
future Social Security costs by having the initial benefit rise
" somewhat faster than inflation, but not as rapidly as is produced
by the current method of wagé indexing. Under a price indexing -

proposal, as illustrated in Appendix F, past earnings and the
bend points in the formula would be adjustedAfor changes in
consumer prices. If wages continue their h{storical tendency to
outstrip prices in the long-term, an individual's earnings would
rise faster than the adjustments in the benefit formula. As
earnings rose, so would the absolute amount of the benefit. But
since the real wage increases would put the individual in the l
upper brackets where the replacement rate is proportionally
lower, the size of the benéfit would decline in relative terms,

that is as a percentage of pre-retirement earnings, and would not
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fully reflect improvements in living standards during working
lifetimes.

The distinct advantage of the price indexing method is that
future increases in total benefit expenditures could be held to a
minimum, and roughly offset the effect of the aging population;
hence, there might not be a need for any sizable tax increases.
Congress would then have the flexibility to legislate future
benefit increases that seem most appropriatg at a given time.
Benefits would still be protected against inflation, and,
although replacement rates would decline over time, initial real
benefits would continue to rise.

A disadvantage is that workers tend to evaluate their
retirement situation in terms of pre-retirement income. So,
unless Congress legislated increases, substantial adjustments in
living standards might be required of retired persons. But the
érice of stable replacement ratios, as we have now, is that
future taxes have to be increased. .On the other hand, to the
extent that price indexing would furnish a-lower percentage of
pre-retirement earnings, a greater range of private initiative
would be. encouraged. It would mean less involvement of Social
Security in the total retirement ikcome picture, but workers
would have the tax savings to use as they see fit.

Price indexing was recommended by the expert Consultant Panel
to the Finance Committee in 1976. Price indexing of the bend
points could eliminate the entire long-term deficit. Price
indexing of the wage histories could eliminate most of the long-

term deficit.
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Current law provides stable replacement rates. The
administration's bend point proposal would lower the replacement
rates by roughly 10% below what théy will be after 1990, and then
stabilize them at the léwer level. Price indexing would lower
replacement rates to a variable degree, and probably to around

25%-30% in the next century.
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CONCLUSION -

In evaluating the various options for restoring the long—térm
solvency of Social Security, answers to several key questions
will influence the ultimaté choice.

The first question is: What is the appropriate level of

income replacement from Social Security benefits? Should Social

Security merely provide a floor of protection, to be supplemented
by private pensions, savings, and/or earned income? If so, what
is the proper level of the floor in terms of income replacement?
During the 1970s, the replacement rate for single, low-earners
rose from 43% in 1970 to 64% in 1980; that of average earners
rose from 34%.in 1970 to 51% in 1980; that of high earners rose
from 29% in 1970 to 33% in 1980. Because of changes in the 1977
amendments, long-term replacement rates will decline between 1982
and 1990, after which they will be stabilized at 53-54% for low

earners, 41-42% for average earners, and 27-28% for high earners.

Another key question is: What should be the relative roles

pPlayed by Social Security, private pensions, personal initiative,

.and public assistance (or Supplemental Security Income)? When

the Social Security Act was passed in the midst of the Great '
Depression, the -SSI program did not exist. The Act authorized
matching federal grants to states who offered old-age assistance,
but the resulting programs varied from state to state.
Furthermorg, when the Social Security Act was passed, private
_pension plans were limited in number and reeling under the
financial impact of the Great Depression. Finally, the early
provisions of the Social Security Act included a stiff retirement

test, during an era of high unemployment, when older workers were
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viewed asA"occupying" jobs needed by younger workers. 1In short,
during the past 45 years, there has been a complete change in the
mechanisms for delivering income security and in society's
attitude toward older workers.

If a greater role is desired for private pensions, the

question is: What changes in Social Security will have that
9f£éct? Advocates of price indexing argue that by maintaining
real benefits but reducing replacement rates, the proposal would
encourage the developmeng of private pensions and personal
savings for retirement. But it would also mean, most definitely,
a relatively smaller role for Social Security in the total mix of
income security programs.

As far as retirement age is concerned, is it better to raise

the age of eligibility to 68 for full benefits? Or, as the

administration proposes, should the penalties on early retirement

be increased, but retain full benefits at 65?
Looking toward the future, another question is: what is the

appropriate level for Social Security payroll taxes? All of the

national advisory groups have recommended that the scheduled tax
increases for OASI be raised or accelerated, whereas the goal of
the administration is to reduce the overall level of taxation.
Most opinion polls generally indicate that people would prefer
higher taxeé if the alternative is cutting benefits. Other
industrialized.countries have far higher payroll taxes, without
damaging effects on their economies. Moreover, as long as wages
continue to grow in real terms, as they have done historically,
higher payroll taxes could easily be financed out of higher real

incomes without any sacrifice in standard of living. 1In looking
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at future Social Security payroll taxes, however, one has to
include the additional amounts that will be required to finance
Medicare Hospital Insurance, as well.

Another key question: 1Is this the appropriate time to pass

legislation that will solve the long-term problem? We have seen

that estimates about the long-term deficit are hypothetiéal and
very sensitive to the assumptions used. The actual outcome could
be éuite'differedt. But we also know that people's expectations
are.formed grédually, over a long period of time, and that they
must be protected from abrupt changes. Does the weight of the
current projections warrant wholesale changes in the program now?
And is this the appropriate time, in the throes of an adverse
business cycle, to plan solutions 50-75 years hence?

A comprehensive solution to the Social Security problem is
certainly desirable. But realistically, the program will not be
"fixed" once and for all., It will require periodic interventions
and restructuring by Congress to keep the system in line with a
rapidly changing society, just as it has since 1935.

But, if Congress is committed to solving the problems of the

next century -- .now —-- do we have all the information we need to

devise the best long-term solution? We have seen that one of the

most attractive options for solving the long-term problem is the
use of incentives to voluntarily encourage workers to defer
retirement, increase savings, and increase their labor-force
participation after retirement. Yet we have also seen that this
is the one area where the options are the most hypothetical, the

most untested.
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Finally, if we are committed to solving the long-term

problems, do we have the institutional mechanisms in place to

evaluate the options and their impact? One of the biggest needs'

for effective retirement income policies is coordination of the
various programs for economic security. But coordinationvi;
sadly lacking, largely because the responsibility for individual
income security programs is scattered among numerous federal
agencies and groups in the executive branch and in the
legislative branch.

The Government Accounting Office (GAO) recently recommended
that Congress-establish a National Income Security Commission to
monitor the progress of all the income security programs and
serve in an advisory capacity to Congress and the executive
branch. "The income security system lacks overall leadership,"
says the GAO report. "Because of the system's far-reaching
social impacts, deeply rooted difficulties, and projected future
cost growth, the time has come to fill the leadership void and
bring about changes in its policymaking, management and
evaluation. GAO believes such changes can best be brought about
through an independent, national body, such as a National Income
Security Commission, dedicated to helping the Congress and
executive branch meet their program responsibilities.”

Perhaps any legiélatipn to solve the problems of the 21st
century should include a étand;ng commission, along the lines
recommended by GAO, and dedicated to the task of looking at all
the programs comprehensively, eliminating waste and duplication,

and targeting resources to where they are needed most.
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APPENDIX A

Eooncmic and Demographic Assumptions
The table below shows selected values of several of the assumptions used in the

projections for OASDI and HI in the 1981 Trustees Reports.

Percent Increase over Previous
Year in Average Annual--

Wages In Oonsumer Inpatient Ammual Total
Calerdar Real Covered Price Hospital Unamployment Fertility
Year @GP 1/ Employment Index Costs 2/ Rate Rate 3/

1981 1.7% 10.6% 10.7% 15.6% 7.7% 1.9

1985 4.4 6.8 4.1 11.4 5.7 2.0

1995 3.2 4.5 2.0 6.8 4.5 2.1

2005 & later 3.5 4.5 2.0 6.3 4.0 2.4
Intermediate-A Assumptions

1981 1.1 10.2 n.1 15.6 7.8 1.9

1985 4.2 7.1 4.7 12.9 5.9 1.9

1995 2.8 5.0 3.0 9.1 5.0 2.0

2005 & later 3.1 5.0 3.0 8.4 5.0 2.1
Intermediate-B Assumptions

1981 1.1 10.2 11.1 15.6 7.8 1.9

1985 2.9 8.1 7.4 14.4 6.8 1.9

1995 2.4 5.5 4.0 10.0 5.4 2.0

2005 & later 2.7 5.5 4.0 9.3 5.0 2.1
Pessimistic Assumptions

1981 0.7 11.5 12.6 15.6 7.9 1.8

1985 3.0 10.1 9.7 18.8 7.4 1.8

1995 2.3 6.4 5.4 12.9 6.0 1.8

2005 & later 2.2 6.0 5.0 1.9 6.0 1.7

"Worst-Case" Assumptions (1981-86 Only)
1981 -0.1 10.6 12.8 15.6 8.3 1.8
1985 4.4 10.4 - 9.7 15.6 8.0 1.8

1/ Gross National Product (thebotéfmtputofgoodsaxﬂservwes) expressed in
constant dollars. The percentage increase in real QWP is assumed to
after the year 2005. The values for the year 2055 are 3.4, 25, 2.1, and 0.9
percent for the optimistic, intermediate A, intermediate B, and pessimistic
assumptions, respectively.

2/ Includes hospital costs for all patients, not just those covered under HI.
Figures shown for "2005 & latexr" are for 2005.

1/'memm'berofchﬂdrenwmwbeboxntoamnmhe:hfetmexfsre
were to experience the age-specific birth rates assumed and were to survive
the entire child-bearing pericd.

Source: Social Security Administration




205

Page 42

APPENDIX B
Table -—Payroll Tax Schedule
Contribution Rates (Percent of Taxable Earnings) -
Calendar Payable by Bnployers and Brployes, Each
Year QAST Total
1981 4.70% 0.65% 1.30% 6.65%
1982-84 4,575 ©0.825 1.30 6.70
1985 4.75 0.95 1.35 - 7.05
1986-89 4.75 0.95 1.45 7.15
1990 : ’
& later 5.10 1.10 1.45 - 7.65

Source: Social Security Administration

APPENDIX C
Table --Fund Ratios Projected to 1985

Fund at Jamiary 1 as a Percent of Outgo During Year

1980 1981 1982 1983 1984 1985

QASI:
Optimistic Assumptions.......... 23% -18% 148 63 ~1%%* —88*
Intermediate A Assumptions.. 23 18 13* 5% —4* -13*
Intermediate B Assumptions.. 23 18 13* 4* -5% -16*
Pessimistic Assumptions.... 23 18 13* 4% 9% -22%
"Worst-Case" AssumptionS........ 23 18 13* 2% -13* -29*
QAST and DI Combined:
Optimistic Assumptions..... 25 18 14 9* (3 4*
Intermediate A Assumptions. 25 18 13 8* 3* -1*
Intermediate B Assunptions.. 25 18 13+* 7* 2% =5*
Pessimistic Assurptions.... 25 18. 13+ 7* -2% =12*
"Worst-Case" Assumptions........_. 25 18 13* 5* =7* -18*
QASI, DI, arnd HI Qombined: .
Optimistic AssumptionS....eeeses 29 23 21 20 19 19
Intermediate A Assumptions...... 29 23 21 18 15 13
Intermediate B Assumptions...... 29 23 21 18 14 8¥
Pessimistic Assumptions......... 29 23 21 17 9* 1*
"Worst-Case" Assumptions........ 29 23 . 20 15 5% =5*

*Wderpresmtlaw,t}epmgranwddbemahletopayunﬂyhameﬁtsdurmg
this year because financing is projected to be inadequate.

Source: Social Security Administration

88-594 0—82——14
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APPENDIX D

Fstimated Average OASDI Tax Rates, Expenditures,
and Actuarial Balance (Percent of Taxable Payroll)

75~Year
25-Year Aver Aver:
g : 1981-2055
Average Scheduled Tax Rate
(Combined Employer-Bmployee Rate) 11.94% 12.40% 12.40% 12.25%
Estimated Average Experditures:
Optimistic Assumptions.......... 9.99 11.07 11.93 10.99
Intermediate-A Assumptions...... 10.67 13.07 15.79 13.17
Intermediate-B Assumptions...... 11.51 13.87 16.81 14.07
Pessimistic Assumptions........ . 12,55 17.50 25.43 18.50
Difference (Actuarial Balance):
Optimistic Assumptions......c... 1.95 1.33 0.48 1.25
Intermediate-A Assumptions...... 1.27 -0.67 -3.39 -0.93
Intermediate-B Assumptions...... 0.43 -1.47 -4.41 -1.82
Pegsimistic Assumptions......... -0.61 -5.10 = -13.03 -6.25
Source: Social Security Administration
APPENDIX E
~-HI Actuarial Balance 1981-2005
(Percent of Taxable Payroll)
Opt_mnsuc Intermediate-A Intermediate-B  Pessimistic
Assumptions Assumptions Assumptions Assumptions
Average Scheduled
Payroll Tax Rate
(Combined Employer—
Brployee Rate) 2.84% 2.84% . 2.84% 2.84%
Expenditures 3.21 3.94 T 4.19 5.46
~ Trust Fund Buildup 0.05 0.08 0.09 0.18
and Maintenance i -_ -
Total Cost of the Program 3.26 4.02 4.28 5.64
Difference (Actuarial '
Balance) -0.42 - -1.18 -1.44 -2.80

Source:.Social Security Administration
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Price Indexing vs. Wage Indexing
Benefit illustrations, using ultimate
$700 economic assumptions of 6% annual
rate of increasc in wages and 4% in CPl1

Monthly benefits (PIA}, in 1976 dollars
for median income male workers who reach
$650 4 age 65 in cach calendar year

monthly benefit
for workers whe
reach age 65 in
each calendar year
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o7 monthly benefit for
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$ 400
$3s0 monthly benefit for workers retiring
53401 in 1976 upon reaching age 65
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1976 1981 1986 1991 19;6 zu;x 2004
(":nmuhr Yrars ’
Iiource :Consultant Panel on Social Security, Congressional Research Service
repared for: Committee on Finance, U.S.Senate and Committee on Ways & Mea-
U.Ss. House of- Representatives s __August 1976
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MATERTAL SUBMITTED FOR THE RECORD

Your stake in the fight
over Social Security

Social Security’s problems are real enough, but they are not nearly as serious
as you may have been Ied to believe. In this report, CU examines the basic concepts of the

y , what has happ
the d of an extended

series on ret

d over the years, nnd the proposals to alleviate the problems. This is
In the January 1980 issue, we dealt with

Individual Retirement Accounts; early next year, we will analyze the private-pension system.

After Labor Day, when Congress returns
from its summer recess, it will consider
what one member calls the “hottest
domestic issue in 30 years”—restructur-
ing the Social Security System. Soon,
possibly in the next few weeks, Congress
will decide basic policy questions: What
benefits will current and future retirees
have? Should the retirement age be 85 or

687 What new sources of financing are

needed?

has been based. Whether for good or ill,
the system has been pasted together with
an ideological glue that does not easily
dissolve.

In the beginning

The U.S. was one of the last of the
industrialized nations to establish an old-
age benefit system. Bismarck created the
first such program in Germany in the
1880’s; other European countries quickly

The latest fi ial bles of the
Social Security System have prompted
scare headlines waming of the system’s
impending bankruptcy. The Secretary of
Health and Human Services himself

ke of an “inescapable crisis.”

Such tatk has led to unreasonable,
occasionally irrational, concerns. Re-
tirees are afraid of losing the benefits
they've come to depend on. Younger
employees fear there’ll be no Social
Security benefits when they retire. A
recent New York Times-CBS News Poll
found that a majority of Americans be-
lieve that the Social Security System will
not have the money to pay them full ben-
efits when they retire.

Although the headlines have exagger-
ated Social Security’s troubles, the sys-
tem does face both short-term and long-
term financing problems. The short-term
problem will be visible a year from now;
the long-term problem won't appear un-
til the so-called baby-boom generation
reaches retirement, sometime after the
turn of the century.

There are practical and equitable solu-
tions for both problems. But there’s a real
danger that the problems will be
“solved” by retuming hundreds of thou-
sands of elderly people to the poverty
that Social Security was intended to
relieve.

In this report, CU examines 5 the prob-
lems of the Soclal Security System and
the prop: luti First, h L it
is to understand the origins of
the system and the concepts on which it

“CONSUMER REPORTS

followed suit. They feit it was a nation’s
responsibility to look after people who
had worked all their lives.

In America, however, old people were
left to look after themselves. They were

was a crucial decmon and one !h.n ha:
created wid
"People think the money they send in is
sitting in a bank in Baltimore,” says for-
mer Social Security Commissioner Stan-
ford Ross. “They don't realize it's a cash-
in, cash-out system.”

(The system might have been designed
to be “fully funded”—that is, financed so
that there would always be enough mon-
ey in a reserve fund to pay not only cur-
rent benefits but also the future benefits
to which current employees would be
entitled. However, a fully-funded system
would have imposed an extraordinary tax
burden on at least one generation of

expected to save for reti or de-
pend on their children for help. The
poorest among them went “on relief,”
depending on subsistence payments
grudgingly doled out by state and local
welfare agencies or by private charities.

But during the Depression, savings set
aside for retirement were wiped out, and
younger people, often without jobs,
could not afford to care for aged parents.
Tt was under the stress of such conditions
that, in 1935, under the guidance of Pres-
ident Franklin D. Roosevelt, the Social
Security System was born.

Once the Roosevelt Administration
had decided on the basic concept of the
system, planners faced three critical is-
sues: how to pay for the benefits; how to
insulate the system from politics; and
how to convince the public to support a
plan that might appear to be a “handout”
from the Government.

A payroll tax paid equally by employ-
ees and employers appeared to solve all
three problems.

Paying for the benefits

Social Security is a pay-as-you-go sys-
tem—that is, the payroll taxes paid by
current employees provide benefits only
for current retirees. The money is not an
annuity invested at interest to pay for the
employees’ own future benefits. That

(208)

loy It would also have produced
a huge supply of capital that the Govern-
ment would have had to manage.)

The payroll tax was to be a flat per-
centage of an employee’s annual gross
wages up to a certain amount, which was
termed the “wage base.” In 1937, when
the Social Security Act took effect, the
tax was 2 percent—1 percent paid by the
employee and 1 percent by the employ-
er—and the wage base was $3000. Thus,
the maximum paid per year by any
employee was $30. The planners ex-
pected both the tax percentage and the
wage base to increase as the system
matured, and more people became eligi-
ble for benefits. In 1981, the employer
and employee are each paying 6.65 per-
cent, and the wage base is $29,700. This
year, an employee can pay as much as
$1,975.05.

Since everyone pays the same percent-
age of tax up to the wage base, those
whose incomes are below the wage base
pay a greater percentage of their total
income in Social Security taxes than do
people whose incomes exceed the wage
base. The Social Security tax is therefore
considered regressive.

The money collected from employers
and employees goes into trust funds from
which current benefits are paid. (Social
Security “trust funds” are not like trust
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funds set up for private beneficiaries;
they were set up primarily to facilitate
the flow of money from taxes to benefits.)
At the start, there was only one trust
fund—for old-age and survivors benefits.
But as new programs were added, trust
funds for ‘disahility\ insurance, hospital
i Medi and '

medical insurance were established.
Portions of the total payroll tax col-
lected are allocated to each of these trust
funds. Each fund has in it only enough
reserves to smooth out the fluctuations in

209

there, no damn politician can ever scrap
my Social Security program.”

Once it was established that people
were entitled to their benefits, the system
was insulated from political attacks. In
fact, it became so well insulated that
needed changes have been difficult to
make.

The link between the payroll tax and
the right to a benefit underlies the cur-
rent debate over changes in the system.

Those who say that the payroll tax
should be the only source of financing,

tax collections and benefit pay In
the past, such reserves have been set at a
level equal to one year’s benefits, but in
recent years, the reserves have been less
than that.

the posi intained by the business
community, argue that the linkage holds
benefits in check. If the tax increases too
much, they contend, people will refuse to
pay n "l'he payroll tax is a marvelous

Social Security pl d d
from the start that the system might
eventually become too expensive to be
financed solely by a paymll tax. Presi-
dent R
ic Security, whxch drafted lhc gmdclmes
for the system, thought that the tax
would eventually become too burden-
some for employees. The committee rec-
ommended that general tax revenues be
used when the benefits paid out exceeded
the income from payroll taxes plus the
interest on the small reserve funds. That
was expected to occur around 1965.

p " says ison Givens, senior

word “insurance” gave the system an
aura of respectability that made the pro-
gram easier to u:cept Everyone undcr-
stood
were paid in advance to ﬁnance emerg:n-
cies, such as fire losses and hospital bills,
that people might ordinarily have trou-
ble paying for out of current income.
Social Security seemed similar: Money
was paid in advance to insure against the
loss of income in old age and, when dis-
ability protection was added, the loss of
income due to disability.

Govemment officials used insurance
terminology to explain the program. Of-
ficials told workers they were making
“contributions” or “paying premiums,"
not paying taxes. The word “contribu-
uon" has stuck: To this day, many people

vice presid of the Equitable Life
Assurance Society and a director of an
industry pension committee. “Once you
dip into general revenues, you can prom-
ise the moon.” The business community
believes that using general revenues
makes it 100 easy to hide the pain of pay-
ing for the program—and too easy to

ly think of the Social Secunty
payment not as a tax to pay benefits to
others but rather as a “contribution” to
pay for their own benefits. Officials even
spoke of “old-age accounts in Balti-
more.”

But Social Security is not really like
many common types of insurance. With
fire i for ple, most people

increase benefits by adding to business or
personal income taxes.

Others use the linkage to argue against
any cuts in benefits. Because receiving
benefits is an earned right and since

when the bined tax paid by employ
ers and employees reached 5 percent.

bined tax rate for employ
and employes actually reached 5 per-
cent in 1959. But despne the exp

ploy have paid for the benefits
ihrough the payroll tax, the

never collect; they simply share the risk
with those who do. But with Social Secu-
rity, at least to date, most beneficiaries
have received benefits that will total
more than they've paid in taxes. The

goes, the benefits can never be cut, or at
least not cut very much,
In addition to shielding the system

of the system’s planners, general reve-
nues have not been used to finance Social
Security benefits, except in the most
minor way. And the tax burden has con-
tinued to increase—it now totals 13.3
percent—as disability and health pro-
grams were added, and as more people
received benefits.

Insulation from politics

The pavroll tax was linked to a funda-
mental concept of the system—that bene-
fits are camed as a matter of right. If
employees paid into the system during
their working years, they were entitled to
receive benefits at retirement. Unlike
other social-welfare programs, there was
to be no “means™ test—that is, people
would receive benefits regardless of what
other money they had. By collecting a
payroll tax, the Government was obli-
gated to maintain 2 system that would
assure employees of the benefits they had
been promised.

ized the i

of the link between the payroll tax and
the right to a benefit. “Those taxes were
never a problem of economics,” he said
later. “They are politics all the way
through. We put those payroll contribu-
tions there so as to give the contributors
a legal. moral, and political right to col-
lect their pensions. With those taxes in

504

from political attacks, the tax-benefit
link has also protected politicians from
the ire of their constituents when payroll
taxes are raised to pay for increased bene-
fits. People have always been willing to
pay the increased taxes—they could
readily see that they would receive some-
thing for their money.

Earlier this year, when the Reagan
Administration proposed severe reduc-
tions in some Social Security benefits, it
learned how deeply rooted the notion of
carned right has b

kage of benefits available under So-
cial Security—pensions, support for sur-
vivors, Medicare, and disability pay-
ments—cannot be purchased for the same
amount of money in the private insur-
ance market.

The early Social Security recipients
received extraordinarily high returns
compared to their payments. The first
beneficiary, Ida Fuller, paid about $22 in
Social Security taxes but lived to the age
of 99, long enough to collect about

$20,000 in benefits, though her benefits

averaged only about $48 a month.
Although Ida Fuller is an extreme
example, most other recipients have also

met with almost universal dnsapprovnl

Selling the system

In 1935, the idea of accepting suppor(
from the Gov was an

d far more than they've paid in.
Future beneficiaries, however, are un-
likely to fare that well. Social Security
actuaries figure that people starting in
the work force today and living a normal
life will lly receive, as &

to most people. The payroll tax was a
useful device to establish the system’s
respectability. The tax was highly visible,
coming out of each person’s paycheck
every week. If people could see the con-
nection between their weekly payment
and the benefits they would eventually
receive, they would, in effect, believe
they were paying for the benefits. The
idea of earning vour own benefits fitted
well with the American ethic of hard
work and individual responsibility.

ln 1939 a{ter the program had been
began
lllemng it 1o an insurance program. The

group. about 15 percent more in benefits
than they and their employers will have
paid in taxes,
A delicate balance

Another major question facing the
planners of the Social Security System
was whether to base benefits on the needs
of the recipients or on the amount of
“contributions” actually made by them
to the system. As it now operates, the
system strikes a balance between the
recipients’ needs and contributions.

Benefits based on needs. The benefit
formula is progressive, giving low-paid
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cmpluyees a greater percentage of their
preretirement income than it gives high-
paid employees.

For example, employees retiring at age
63 in 1951 who have earned the Federal
minimum wage each year they worked
will receive 88.6 percent of their prere-
tirement income. The percentage drops
to 34.2 for a person who has earned the
average wage each year and to 33.4 for a
person who has eamed at least the tax-
able wage base each year ($29,700, this
year!. These percentages received, called
replacement rates, are already scheduled
to be reduced gradually over the next few
years, as we discuss later,

The concept of payment according to
need is embedded in other features:

o Employees with dependents get extra
benefits. A retiree with a
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ages of 63 and 70 in 1952 can have an
earned income of no more than $6(XK0)
vear. tInvestment earnings. rental in-
come, and pensions are excluded.) If a
person’s earnings exceed this amount, $1
in benefits is withheld for each $2 earned
over $6000.

Benefits based on ibuti Even
though the benefit formula is weighted to
give low-paid employees a greater per-
centage of their preretirement income,
the formula still preserves the principle
of basing benefits on contributions. The
benefits employees receive are related to
the taxes they've paid. An employee who
has paid the maximum in Social Security
taxes will receive a larger benefit than

one who has paid lower taxes. Thus,

god atool.” Social Security is one reg:
l-u:npun_\' pensions and personul sav
are the other two. But pensions and per-
sonal savings have never become impor-
tant sources of retirement income. “So-
cial Security had to take on the job of
doing the whole thing for low wage eamn-
ers,” says Robert Ball, a former Social
Security Commissioner. “'For employees
who earn average or below-average
wages, Social Security is likely to be the
only source of income.” Two-thirds of
elderly households rely on Social Securi-
ty for at least half of their income. “So-
cial Security is our most successful anti-
poverty program,” says Ball. “It keeps 14
to 15 million people out of poverty.”
Indeed, poverty rates among the el-
]

though payments to low-paid employ

5
spouse or a dependent child can receive
an extra benefit equal to one-half of the
basic benefit. If an employee dies, certain
surviving relatives receive benefits.
® A “special minimum benefit” is given
to about 100,000 retirees who have
worked 30 to 40 years in jobs covered by
Social Security but earned very low
wages. Their benefit is greater than it
would be under the standard benefit for-
mula.
® A “minimum benefit,” currently $122
per month, has been paid to everyone
eligible for benefits. That benefit, origi-
nally $10, was introduced in 1939 partly
to provide benefits to older workers who
had not paid enough in taxes to qualify
for benefits. Today, about 70 percent of
the recipients are elderly women.
® An “camings test” reduces or elimi-
nates Social Security benefits for those
retirees who eam income in addition to
Social Security. Retirees between the

P a greater px ge of prere-
tirement income than do payments to
highly paid employees, those pavments
come to fewer actual dollars.

For example, though a low-income 85-
year-old who retired in early 1981 will
receive 88.8 percent of his or her prere-
tirement income, the annual benefit
amounts to only $4422. Those who have
eamned average wages will receive $6516
{a 54.2 percent replacement rate), and
high-income retirees will receive $8660
(a 33.4 percent replacement rate).

The notion of relating benefits to
wages was an important selling point for
the system, ensuring public acceptance.

One measure of success
Social Security was designed to pro-
vide retirees with a “floor of protection,”
in the words of one planner. It was a
basic benefit to be supplemented by oth-
er income. Traditionally, retirement in-
come has been considered a “three-leg-

derly dropped d ically as Social Se-
curity benefits were increased. In 1959,
35 percent of the people age 65 and older
subsisted on incomes below the poverty
line. By 1969, that figure had fallen to
25.3 percent; by 1979, it was only 15.1
percent (see graph below),

The system's success was achieved
through a gradual expansion of benefits.

Growth and change .

When Social Security was established,
it was designed to pay benefits only to
retired employees. In 1939, the system
was expanded—benefits were also to be
paid to dependents of retirees and to sur-
vivors of deceased employees.

At first, only employees in commerce
and industry were covered. But as the
years went by, more and more groups
were taken into the system. By 1956,
when coverage was extended to lawyers,
dentists, optometrists, and veterinarians,
Social Security was nearly universal.
Only Federal employees, some other

Povertyin old age

Social Security has dramatically reduced the number ot

1966 to 1979.

Data trom Bureau of the Census

elderly poor. The graph below represents the percentage
of the elderly living below the poverty line {an income
figure updated yearly by the Bureau of the Census) from
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government employees, and some em-
ployees of nonprofit organizations re-
mained outside the system, as they still
do today.

Other changes also expanded coverage
and increased benefits:
o The retirement age was lowered for
women in 1936, for men in 1961. Benefi-
ciaries could now retire at age 62, though
with reduced benefits.
o Benefits for disabled employees were
authorized in 19586; for their dependents,
in 1958. Over the years, eligibility re-
quirements for disability benefits were
loosened.
® Medical insurance coverage for the
aged (Medicare) was added in 1965. In
1972, Medicare became available to peo-
ple under 65 who had been disabled for
at least two years.
o Basic retirement and survivors benefits
were increased. Congress increased bene-
fits substantially in the early 1970's as
inflation became worse. Then, in 1975,
cost-of-living adjustments began to be
made regularly.

1972 —a turning point

With each increase in benefits, Con-
gress usually adjusted the Social Security
tax rates or the wage base to ensure that
enough money would be collected to pay
for the higher benefits. Until 1972, Con-
gress had calculated benefits on the
assumption that wages would not rise.
But of course they did. The rising wages
generated more tax revenues than the
amount needed to pay for the benefits.
That, in effect, created ‘“‘surpluses,”
which made it easier to increase the ben-
efits next time around,

But in 1972, Congress made two basic
changes that eventually wiped out the
surpluses. First, Congress tied benefit
increases to the Consumer Price Index
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(CP1). Whenever the CPI rose, benefits
would rise automatic: Second. to help
pay for those incred benefits, Con-
gress tied the wage base on which taxes
are levied to a wage index that wax also
expected to rise. As average wages in-
creased, a larger proportion of the total
payrolt would be subject to Social Securi-
ty taxes, thus generating the money to
pay for the increasing benefits.

These changes seemed logical at the
time; they were based on assumptions
about wages and prices that had proved
reliable in the past. From 1950 to 1972,
the rate of increase for both wages and

pay the high taxes needed to support
such benefits.

In 1977, Congress corrected this faw
by changing the way benefits are to be
computed. At the same time, it decided
to decrease the benefits in gradual steps.
The changes will affect people reaching
age 65 in 1982 or later. By 1986. when
the rates stabilize, Social Sccurity will
replace about 53 percent of preretire-
ment earnings for low-income earners las
compared with 68.6 percent todayh:
about 42 percent for those earning aver-
age wages (as compared with 54.2 per-
cent today), and about 23 percent for
high-i 1

prices was fairly low: Wages i d
4.7 percent annually and prices about 2.5
percent. If .prices and wages followed
their historical pattern, rising wages
would generate enough additional tax
revenues to pay for automatically rising
benefits.

However, in its effort to help the
elderly, whose purchasing power was be-
ing eroded by inflation, Congress had

gl ploy {as compared
with 33.4 percent today).

Congress substantially increased the
Social Security tax at the same time.
partly to compensate for the flaw that
caused temporary high benefits and part-
ly to pay for the cost-of-living adjust-
ments that were becoming more expen-
sive as the inflation rate {ncreased. The
changes raise the tax rates for both

made the system heavily dep on
the economy’s performance—and the
economy's performance changed.
Shortly after the 1972 amendments
were passed, the historical relationship
between prices and wages was broken.
Prices sometimes rose faster than wages.
The result was that the benefits, which

are based on prices, outstripped the tax _

payments, which are based on wages.

At the same time, it became apparent
that the 1972 amendments had intro-
duced a flaw into the calculation of a
retiree’s basic benefit. The technicalities
of the matter are not important, but one
result was that, under some conditions,
Social Security would replace an increas-
ingly larger percentage of preretirement
income. It would have been difficult, if
not impossible, for working people to

ploy pl from 6.65 per-
cent in 1981 to 7.05 percent in 1985 and
to 7.65 percent in 1990 and after. The
wage base will rise with increases in
future average wages—from $29,700 this
year to an estimated $43,500 in 1985 and
to $66,900 in 1990.

The short-term problem

The tax increases enacted by Congress
in 1977 were expected to make the sys-
tem financially secure until after the tum
of the century. But they were made on
the same assumption as in 1972—that
wages would increase faster than prices.
That assumption again proved wrong. In
1979, prices rose 2.7 percent more than
wages; in 1980, they rose 5.9 percent
more. By the middle of this vear. they
were running about 2 percent ahead.

The short-term problem

Unless some changes are made, there will be a cash short-
age in the Social Security System by the fall of 1982. The
chart below shows the income and outgo for the O!d Age
and Survivors and Disability Funds (taken together) for the
years 1979 to 1990. Projections beyond 1981 are based on

small reserves in the funds, but these will be exhausted by
the falt of next year. Note, however, that even without
changes, the shortage will resolve itself by the end of the
decade, when there will be fewer retirees due to a lower
birth rate during the Depression.
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Since wages are not rising as fust as
prices, the taxes collected are insufficient
to pay for the rapidly increasing benefits.
(See illustration below.} As a result, some
of the limited reserves in the Old Age and
Survivors Trust Furd have been used to
pay benefits, and the reserves are running
low. If more money isn’t added by the
fall of 1982, there could be a shortage.
Since, by law, there can be no deficit
financing of the Social Security System,
some benefits would not be paid.

No one seriously expects Social Secu-
rity checks to stop. One way or another,
Congress will resolve the short-term
problem, which is essentially a shortage
of actual cash to pay benefits. Nor will
the shortage bankrupt the system, as
many exaggerated press stories have pre-
dicted. “This is a peculiar economic peri-
od, not an imbalance in the system,” says
Alicia Munnell, a vice president of the
Federal Reserve Bank of Boston. “Most
forecasts show a.normal relationship be-
tween wages and prices will return.”

When this relationship does teturn
(and assuming the cash shortage is re-
solved), the system will, in fact, be in
good financial shape until after the tumn
of the century. That’s because of vagaries
in the birth rate. Since the birth rate was
low during the Depression, the number
retiring in the late 1990's and in the early
years of the next century will be low in
relation to the number paying taxes.
“The 1990’s will be a beautiful period as
far as financing the system goes;” says
Robert Myers, Deputy Social Security
Commissioner.

The long-term problem

A far more significant problem could
appear around 2010, when the so-called
baby-boom generation begins to retire.
By 2020, 15.5 percent of the population
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will be over 63, compared with 11 per-
cent today. If the present low birth rates
continue, as is generally expected, the
ratio of employees who contribute to the
system and retirees who take benefits out
will change. (See illustration, page 509.)

There are now three working people
providing tax revenue for each retiree.
By 2015, there will be two-and-a-half
working people per retiree, and in 2025,
there will only be two workers for each
retiree. (Under more pessimistic assump-
tions, there could be even fewer than

nongosernment jobs to qualify for mini-
mum Social Security benefits, Actually,
figures from the Social Security Adminis-
tration submitted to Congress show that
only about 12 percent of the 3.1 million
recipients of the minimum benefit fall
into this category. Mast of those who get
the minimum benefit are women over
age 65, the group of retirees that has the
lowest income.

The Administration claims that those
who are “truly needy” will not suffer;
othcr Government programs, such as
S | Security Income (SSI), can

two.) As the number of employees avail-
able to support one retiree drops, each
employee will obviously have to pay
higher Social Security taxes. X

Under all but the most optimistic
assumptions about economic and demo-
graphic trends, the currently scheduled
payrolptax rates.will be too low to pay
the present level of benefits to people
retiring around 2010, according to stud-
ies made by the trustees of the Social
Security System.

The first move
Even before Congress could seriously
ider the fi blems of Social
Security itself, the Rcagan Adminisira-
tion moved to reduce or eliminate cer-
tain benefits. As part of its omnibus bud-
get-cutting bill, which was approved by
Congress in June, it eliminated the $122
minimum benefit—the benefit that goes
largely to clderly women who'd held
very low-paying jobs. Thus, the first
Social Security “reform™ has taken mon-
ey from some of the poorest people,
those who have been relying most on it.
The Administration argued that the
benefit is a drain on the system becanse it

take care of them, it is asserted. (SSI is a
welfare program providing support for
the very

In fact, many of those who have been
receiving the minimum Social Security
benefit will not qualify for SSI because of
the stringent eligibility requirements.
That welfare program, for example,
makes no payment at all to a person with
as little as $1300 in the bank, even if that
person has no income. The Administra-
tion has made no move to ease SSI's
major Nor has it budgeted
with the assumption that these needy
people will receive welfare payments to
make up for the loss of Social Security
benefits.

It would have been far better to elimi-
nate the minimum benefit for new recipi-
ents than to take it away from those
already receiving it.

{As this issue went to press, the Demo-
crats were trying to restore the minimum
benefit by including it in their version of
a Social Security bill.)

Proposed solutions

Congress is now considering a variety
of Is to deal wnth both the short-
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course, one possibility. Polls show that
most people would rather pay higher
taxes than accept reduced benefits. One
poll done for the National Commission
on Social Security (Congress’s own study
group) found that 63 percent of the peo-
ple surveyed favored raising the tax rath-
er than cutting benefits; only one in four
thought that the current tax is too high.

“People don't mind the tax as much as
they fear the uncertainty,” says Repre-
sentative J.]J. Pickle (D., Tex.), chairman
of the House Subcommittee on Social
Security. Pickle said that most com-
plaints about high Social Security taxes
have come from employers, not employ-
ees. But, he noted, “We did not want to
increase the tax and wage base this year.
We didn't think it was feasible.”

That's not to say that the Social Securi-
ty tax can’t or won't be raised in the
future. For now, however, almost all of
the proposals to solve both the short- and
long-term problems call for other mea-
sures. Here are the specifics:

Using general revenues for Medicare.
A variety of proposals, differing in their
details, suggest financing all or part of
Medicare with general tax revenues. In
effect, such a move would fulfill the
expectation of Social Security's original
planners that general tax revenues would
eventually be needed to help finance
benefits. It would assure that the Old Age
and Survivors program would be ade-
quately financed through the 1980’s.

Borrowing among the trust funds. At
times, one or another of the trust funds
may have more money in it than it needs
to pay current benefits. That is the case
right now with the disability trust fund.
But, until recently, the law has prevented
transferring funds from one trust fund to
ancther. Last year, Congress authorized
some temporary trust-fund borrowing, A
bill introduced by Representative Pickle
would allow such borrowing until 1990 if
one of the funds falls below 20 percent of
the estimated benefits it will have to pay
for the year preceding the borrowing.

Reduci 1 i benefi

5 7
The Reagan Administration wants to cut
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benefits drastically, starting next year, for
people who take early retirement. Cur-
rently, the benefit for people retiring at
age 62 is 20 percent less than the benefit
they would receive at age 65. The Rea-
gan Administration wants to make it 45
percent less. Since about two-thirds of
retirees take early retirement, the Ad-
ion’s proposal would probabl
solve the system’s current cash shortage.
However, if most future retirees, faced
with drastically reduced benefits for ear-
ly retirement, revised their plans and
retired at age 65, there would be no
appreciable reduction in their total bene-
fits. If that were to happen, the change
would achieve no substantial reduction
in Social Security costs.

Representative Pickle's bill also re-
duces the carly-retirement benefit. But,
unlike the Reagan proposal, the reduced
benefit is phased in over a number of
years, and the reduction is less sharp. By
the year 2000, people taking early retire-
ment would receive 36 percent less than
full benefits.

Raising the age of eligibility. Several
proposals, including Representative
Pickle’s bill, suggest raising the eligibili-
ty age for full benefits to 88. Some also
raise the age for reduced benefits to 65.
The higher retirement ages would be
phased in over a number of years, giving
those affected a chance to plan. Such pro-
posals aim at solving the long-term prob-
lem by reducing the total benefits paid,
while adding more workers.

Delayed-retirement credits. Delayed-
retirement credits encourage people to
remain in the work force longer by giving
them an additional benefit for each year
they put off retirement. Beginning in
1982, under the current law, people can
receive a 3 percent bonus for each year
they work past the age of 65. The Ameri-
can Association of Retired Persons has
proposed that this bonus be made 8 or 10
percent.

Changing the benefit formula. This
proposal helps solve the long-term prob-
lem by simply reducing the benefits. The
Reagan Administration has proposed

T ing the ic indexing in the
benefit formula so that employees would
receive a lower percentage of their prere-
tirement income (see box on page 510).
For example, under existing law, an aver-
age-wage employee retiring in 1986 and
later will have roughly a 42 percent
replacement rate. Under the Reagan pro-
posal, the rate would drop to 38 per-
cent.

“The present level of benefits is too
high,” says Robert Myers, Deputy Social
Security Commissioner. “The Adminis-
tration believes we should get back to the
relative benefit levels of the 1960's.”

In 1865, however, Social Security re-
placed only about 31 percent of income
for an employee eaming average wages
and 40 percent for one earning low
wages. As a result, more than 25 percent
of the people over age 85 lived in pover-
ty, compared with about 15 percent
today.

Other proposals would also lower the
replacement rates by updating the bene-
fit formula using a price index rather
than a wage index (see box on page 510).
According to Social Security Administra-
tion estimates, price-indexing would re-
sult in a sharp drop in replacement
rates.

Changing the cost-of-living adjust-
ments. Currently, benefits are increased
annually, based on a rise in the Consumer
Price Index. Because prices have risen
more than wages in the ldst couple of
years, some people argue that the elderly
have been compensated for the effects of
inflation more than employees have. The
National Commission on Social Security
has recommended limiting the automatic
benefit increases if, over a two-year peri-
od, the CPJ has risen more rapidly than
wages. However, the commission pro-
posal includes a catch-up provision for
later years if wages rise faster than prices.
Al ive proposak call for cost-of-li
ing adjustments to be based on the lesser
of the increace in wages or prices or for
the construction of a special cost-of-liv-
ing index that takes into account only the
items in an older person’s budget.

The long-term In the year 1950 1960 1870
the percentage
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Restricting the eligibility for disabili-
ty benefits. The Reagan Administration
has proposed applying stricter standards
for disability benefits. The Administra-
tion wants to lengthen the waiting period
for benefits from five to six months,
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sulting Actuaries in \\'ashingmn.

revenue collections caused by adverse
ic conditions. The founders of the

Bringing G into
the system, coupled with ramng the
retirement age, would solve the long-
term financing problems Neither of
those moves, howcver is supported by

lengthen the working-period
from five years (out of the last 10} to 7%,
require that a disability be expected to
last at least two years instead of one, and
use only medical factors in determining
eligibility.

At prcscnt older employees can quah—

for di y based on a L
of medical and nonmedical factors, such
as age, education, and work experience.
The requirements are actually quite
stringent. Of those who apply, more than
70 percent are now refused, compared to
53 percent six years ago. Eighty percent
of the applicants who are refused benefits
never do work again.)

If fewer people are eligible for bene-
fits, the system will save money in the
long run, or so the theory goes. This  pro-

the Ad

CU’s recommendations

The immediate cash shortage is seri-
ous, but the drastic cuts in early-retire-
ment benefits proposed by the Reagan
Administration are not necessary to cor-

system believed that general revenues
would eventually be needed, and -the
Revenue Act of 1943 even contained an
amendment authorizing the use of gener-
al revenues, {The amendment, never
used, was repealed in 1950.) A similar
amendment would be useful today. It
would end the uncertainty and concern
among Social Security recipients that
occur each time tax collections run low.

The long-term problem of financing

quires other . While some

rect the probl The Administration
appears to be using the shortage to scare

groups are overdramatizing the short-

the public (and C: into
its entire package of benefit cuts, which
will cause serious hardships for many.

term problem, others are trying to mini-
mize the more sericus long-term prob-
lem. Nevenheless immediate cuts in ear-

CU believes that the approach taken in
Representative Pickle’s bill-paying for
half of Medicare with general revenues,
coupled with interfund borrowing—will
solve the immediate cash shortage.

Making the change in Medicare financ-
ing will not be easy, however. “I imagine
the A istration will get every busi-

posal would not affect the i
cash shortage, however, since the disabil-
ity trust fund is not in trouble.

Covering Covernmem employees un-

ness group in the country to fight the use

of general revenues,” Pickle told CU.
Some people argue that ﬁsing general
link b the

der Social S Federal G
employees and nboul one-third oi the

state and local gt
still remain outside the Social Securlty
System. They have their own civil-ser-
vice retirement plans. Covering these
employees would expand the wage base
on which taxes are collected and add
money to the system,

For 25 years, various Government
study groups and commissions have rec-
ommended that such employees be cov-
ered by Social S, , but the employ

payroll tax and the nghl to a benefit.
That is only tenuous at best
when |t comes to Medicare, which is
basically an insurance plan to cover med-
ical expenses, not a pension plan to
replace wages. Since Medicare benefits
depend on medical needs, there’s no
direct linkage between a person’s entitle-
ment to benefits and the amount of

Iy benefits, such as those pro-
posed by the Reagan Administration, are
unjust and unacceptable, in CU’s view.
People have planned for their retirement
based on benefits they've been promised.
To reduce those benefits suddenly is tan-
tamount to breaking a contract, and
doing it in so short a time that people
cannot easily find replacement funds.
The Administration’s proposed cuts in
wly-retirement benefits coupled with
cuts in the disability program will leave
many people pmlcularly lhose with

and
those who are pamally dlsabled with
few options. If they are disabled but can’t
qualify for disability benefits, they will
be forced to take early retirement and
live on very low benefits.
We also oppose any effort to solve the
long -term problem by reducing the re-

wages he or she eams. Indeed, Medi
Part B, the voluntary insurance that cov-

ecs and their unions have succcsfully
lobbied against it. They fear that Social
Security would yield them lower bene-
fits. This year, as in the past, covering
Govemnment workers is not being serious-
ly considered. “Politicians are afraid of
the political consequences of all those
postal workers votlng against them in the
next election,” says Donald Grubbs, a

pension expert with George B. Buck Con-

ph fees, is already financed
pmnanly with general revenues.
General revenues should be available,
CU believes, wh high pl
ment causes a drop in the tax revenues
needed to pay pension benefits. As a pay-
as-you-go system indexed to wages and
prices, Social Security is highly depen-
dent on the performance of the economy.
Money from the general fund should be
borrowed to make up for fluctuations in

rates, as pl d by the Rea-
gnn Administration, Lowering the rates
would impose severe financial hardships
on those who rely on Social Security as
their only source of retirement income.
The President’s Commission on Pen-
sion Policy, established during the Carter
Administration, found that two economic
classes exist among the elderly—those
who rely solely on Social Security and
have trouble getting by, and those who
have pensions or private savings as well

as Social Security and live more comfort-
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ably. (Only one-quarter of those recciv-
ing Social Security old-age benefits have
private pensions.) Reducing benefits
would simply result in raising the pover-
ty rate, perhaps to the 20 and 30 percent
levels common until the early 70's.

The best way to solve the long-term
financi jem is to gradually rai
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prove correct. But in CU’s opinion, it's
important to make the move now. If the
projections tumn out to be incorrect, it
will be far easier to lower the eligibility
age than to raise it.

Raising the retirement age does pose
some serious problems that must soon be

g prob g y raise
the age at which people become eligible
for benefits. The original planners of the
system arbitrarily chose 65 as the retire-
ment age, and it became embedded in the
system. But people are living longer than
they did in 1935,

The least painful way to raise the

ddi d. Some people will be unable to
work until they are 65. Adequate disabili-
ty benefits will be necessary to tide them
over. The Reagan Administration propos-
als to restrict eligibility for disability
benefits will simply drive such people
onto the welfare rolls. A good disability
program and a better SSI program are

ial if the reti

retirement age is to raise it g y
beginning in 2000. The eligibility age for
early retirement should be set at 65; the
age for retirement with full benefits, 68.
That would go a long way toward solving
the long-term £ ing problem. And if

s age is raised.
For retirees, most of whom live on
fixed incomes, the cost-of-living adjust-
ment they receive each year is crucial.
Basing the adjustment on the lesser of the
in wages or prices (instead of

people who will retire in, say, 20 or 25
years are told now that they may have to
work a little longer before they receive
Social Security benefits, they will be in 2
better position to plan for their future.
Raising the retirement age is not popu-_

lar, and no one knows for sure whether
the economic and demographic projec-
tions that seem to make it necessary will

simply on the CPI) would certainly hurt
retirees. Nor does it seem to make sense
to construct a special cost-of-living index
just for retirees.
1f any change is to be made, the recom-
1 of the National C .

on Social Security is the least harmful:
Cost-of-living increases should be limited
only if, over a two-year period, the CPI

has risen more rapidly than wages. And a
catch-up provision should allow retirees
to recoup whatever they have lost, if
wages eventually rise faster than prices.

CU also favors bringing all new Gov-
emment employees into the Social Secu-
rity System. Covering them would result
in some long-term cost savings, but more
important, it would eliminate costly du-
plication in pension benefits as well as
eliminate benefit gaps that exist when a
person moves from a job covered by
Social Security to one that isn’t covered.

Even when steps are taken to solve
both the short- and long-term financial
problems, there still remains the question
of bow to provide adequate retirement
income for the half of the elderly popula-
tion that does not now have it. “Those
who get only Social Security aren't going
to live very well,” says Peter McCol-
ough, the chairman of Xerox Corp., who
served as chairman of the President’s
Commission on Pension Policy. “It’s un-
fair to have this dichotomy in our soci-
ety. It's unjust. There’s an enormous gap
that has to be covered.”

The role of the private-pension system
in dealing with this problem is the sub-
ject of our final report in this series.

Computing Social Security benefits: The cruclal points

There's nothing straightforward about
how an individual’s Social Security bene-
fit is computed. Even minor adjustments
to this highly technical computation can
have a serious impact on the result. In the
brief summary of the steps in that com-
putation, below, we have outlined in col-
or those points that would be affected by
one or more of the proposed changes.
(For a detailed discussion of the changes
and their possible effects, see the accom-
panying text.) Here are the steps:

1. The number of years to be used in
calculating the average of an employee’s
eamings is fi Ao employee who
had worked steadily and retired in 1981
at age 85 could use a marimum of 22
years of eamings in figuring the average.
(The maximum will increase to 35 years,
as the system matures.)

2. An employee’s eamings for each
year before age 80 are adjusted according
to a wage-index factor. Eamings for the
years after age 60 are not adjusted but
taken in their actual amounts. The years
with the highest are selected to
make up the rumber of years determined
in Step 1.

3. The eamings in the qualifying years
are averaged, then divided by 12 to estab-
lish an employee’s * dexed
monthly eamings.” )

4. A “benefit formula™ is applied to the
average indexed monthly earnings to de-
termine an employee’s preliminary bene-
fit. The benefit formula is weighted so

s ags

that a low-wage eamer will receive

greater percentage of preretirement in-
come than a high-wage eamner. For some-
one retiring this year, the formula is s
follows: 80 percent of the first $211 of

[ Tha Reagan
a

above $1274. figures of $211 and Other would index the bend
#1274 are called the o 8 i i T 5 wa

bead points in the benefit formula are
indexed to average wages for all employ-
ees. As those wages increase, the bend
points increase.

5. If an employee retires early, at age
62, the [early-retirement benelit] will
come to 80 percent of the preliminary

benefit. If an employee works to age 65,
the preliminary benefit will be increased
by changes in the Consumer Price Index
for each year after age 62. (For a person
retiring in early 1981 at age 65, the bene-
fit will have been increased by 6.5 per-
cent for 1978, by 9.9 percent for 1978,
and by 14.3 percent for 1980.) That is the
final benefit—the amount a retiree will
receive before possible benefits for de-

pendents.

6. Each July sfter retirement, a retiree mwu‘mm

will receive a[costof living increase]in | wige rete; i e the CRt Owicy
‘when

the benefit based on the increase in the
Consumer Price Index from the first
quarter of the previous year to the first
quarter of the current year. This past
July, retirees received an 11.2 percent
cost-of-living increase.
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CHAPTER 18: PENSION COVERAGE IN THE UNITED STATES
Thomas C. Woodruff

Introduction

The President's Commission on Pension Policy has been charged with
reviewing our nation's varjous retirement income systems in an effort to identify
problems and to recommend solutions to the national policymakers.

During its two year life the Commission has undertaken a number of major
research projects in an effort to document difficulties in the present system.

The Commission's final report indicated that expansion of pension plan
participation was among its highest priorities. Commission research shows that
eligibility for an employee pension, in addition to social security benefits, is
often the difference between a marginal retirement income and an adequate
standard of retirement living.

In addition, the Commission's final report expressed a desire to insure the
actual delivery of pension benefits for workers who were pension plan
participants through additional policy initiatives.

Anticipating a need to have the most current and comprehensive data
available on pension plan1 foverage, the Commission initiated a major survey
project in the fall of 1979.~

The Commission survey also found that even among full-time private
sector workers aged 25 and over, pension benefit eligibility (vesting) was less
than one-third of the total private work force.

In 1979 the Department of Labor and the Social Security Administration
sponsored a pension coverage supple?)ent to the current population survey
conducted by the Bureau of the Census.%’ The survey questions were comparable
to those asked in the Commission survey.

In almost all respects the composition of the samples used by DOL/SSA and
the Commission's household survey were the same with respect to age, sex, and
work force characteristics. In almost all categories, the surveys' findings were
comparable.

Therefore, the data from the DOL/SSA and the Commission's survey,
concerning pension plan coverage and eligibility are considered to be extremely
reliable as measures of pension coverage in the United States.

Tabulations of the Commission survey and the DOL/SSA survey are
included in this report.

Dx. Woodruff was Executive Director of the Commission Staff. This paper was
completed in April 1981.
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Pension Plan Coverage

It is important to carefully define terms used when determining pension
plan coverage. The most frequently used definition of pension coverage means
current participation in a pension or profit-sharing plan.

Using this definition, the Commission study found that 48 percent of all
public and private sector workers are presently covered by some type of pension,
profit-sharing or other retirement plan at their current job, as shown in Table 1.

Some suggest that it is more appropriate to describe pension coverage
among those employees who currently meet plan partis}pation standards set by
the Employee Retirement Income Security Act (ERISA).=

For the group of public and private sector workers meeting these ERISA
criteria, 62 percent are already covered by a plan, as shown in Table 1. It should
be noted, however, that less than 60 percent of the public and private work force
meets the ERISA, criteria of age, service and hours-of-work with their employer.

The incidence of pension plan coverage among private sector workers is
less than that of the total work force, according to the Commission survey.
Total private pension plan coverage is 42 percent, as shown in Table 2. For
males, the figure is 51 percent. For female private sector workers, pension
coverage is 32 percent, as shown in Table 2. For the portion of the private
sector work force meeting ERISA minimum age, service and hours-of-work
standards, coverage increases'to 58 percent, as shown in Table 2.

The Commission's tabulations of the DOL/SSA survey in regard to pension
plan coverage shows that income plays an important role,

Table 3 shows that pension coverage increases as income climbs.
Characteristics of Noncovered Workers

In 1979, over thirty-four and one-half million private sector workers were
not covered by pension plans on their current jobs. .It is generally recognized
that younger, part-time, low-wage earners and workers employed by small
businesses generally are not covered by pension plans. However, the data
summarized in table & show that many of the noncovered are "mainstream,” full-
time workers, earning moderate incomes that place them in or near the middle
of the earned income distribution.

Over half, 54 percent, of these noncovered workers are men, and 71
percent of the noncovered worked full-time. While most part-time workers are
not covered by pension plans, part-time employment comprises a small part of
the total job market. While pension coverage among young workers is very low,
approximately 68 percent of the non covered population is over the age of 25.

Nearly all, 90 percent, of the noncovered are now union members.

Many noncovered workers are employed by small firms. Nearly 79 percent
of the noncovered work in establishments employing fewer than 100 workers.
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TABLE 1

Pension Coverage Among Total Work Force

"~ Age, Years on Job,

Average Weekly Hours Percentage Covered by Pensions
Percent of All All
Workers! Employees Men Women
Total 100% 48% 56% 39%
Under Age 25 24.2 29 3 23
Age 25 and Older 758 53 61 43
Less than one year on job 12.5 25 33 17
One or more years on job 63.3 61 68 51
-less than 1,000 hours/year 4.5 36 52 26
-1,000 hours/year or more 58.8 62 68 55

lThese figures are based on an ICF analysis of May 1979 Current Population
Survey data. Data in this table include private wage and salary workers and
state and local government workers age 16 and over. This table does not include
federal employees, the self-employed, unpaid family workers, or workers under
the Railroad Retirement Board.

Source: Special Tabulations of Household Survey, President's Commission on
Pension Policy, October 1980.

Fifty-six percent of all employed men and 39 percent of all employed
women are covered by a pension plan, as shown in Table . Among workers under
age 25, 29 percent of the total work force is covered. Table | shows that among
workers age 25 and older, 53 percent of the work force is covered. Among
workers approaching retirement, age 55-64, coverage increases to 57 percent.

Chart | shows that across all age groups females are less likely to be
participants than male workers.




TABLE 2

(N
PRIVATE PENSION PLAN COVERAGE
(active workers, both full-time, and part-time,
excluding self-employed)

M. e
PRESIDENTS
COMMISSION ON PENSION POLICY DOL/SSA
NOUSEIOLD SURVEY 1979 CURRENT POPULANTION SURVEY

. PERCENTAGE
AGE., YEARS ON JOB, -
AVERAGE ALl ALt .
WEEKLY HOURS EMPLOYEES  MALLE FEMALE  FMPLOYEES MALE  FEMALE

TOTAL 2 51 R 43 50 31

'UNDER AGE 25 R L R 19 2 15
'AGE 25 AND OVER B 52 6 3
|iusA STANDARDS . S & o & s

ere s | s o
wOvRY ¢ HINED Bonnsd

Setinen Presubem’s Contsion on Pepsaon Fobo

612
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TABLE 3

The Percentage of Workers Covered By Pension

Plans, 1979 by Income

Annual Earnings Covered
Less than $5,000 12%
$5,000-7,500 31%
$7,500-10,000 45%
$10,000-12,500 55%
$12,500-15,000 63%
$15,000-20,0069%

$20,000-25,000 73%
Greater than $75,000 73%

Total 48%

Source: Special Tabulations of DOL/SSA data.
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TABLE 4

Which Workers Are Not Covered By Pension Plans?

In 1979, 49.4 million workers were not covered by a pension plan:

[ 54% of these were men, 46% were women
o 71% of them worked full time, 29% part-time

(] 68% were over age 25 and 51% of noncovered were over 25 and
have one or more years df service with their employer

[ 8.2 million are employed in the public sector

[} 38.1 million are wage and salary workers in the private sector

Of private sector noncovered wage and salary workers:
o 77.9% worked in three main industries;
o 31.9% from trade
[ 27.7% from service’
[ 18.3% from manufacturing
o 29.9% earned less than $5,000 in 1978
o 36.4% earned between $5,000 and $10,000 in 1978
) 19.2% earned between $10,000 and $15,000 in 1978
[ 14.6% earned over $15,000 in 1978
o 79.0% were in firms with fewer than 100 employees
[ 7.5% were in firms with 500 or more employees

o Approximately 90% were not members of union

Source: .ICF, Inc., Analysis of May, 1979 Current Population, Survey Data;
President's Commission on Pension .Policy staff estimates. These
numbers included imputed values.

88-594 O0—82——15
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Statistics show a large portion of the noncovered workers earn incomes
that place them in or near the middle of the earned income distribution. Nearly
thirty percent of the noncovered earned below $5,000 in 1978, Approximately 36
of the noncovered earned between $5,000 and $10,000, and 19 percent earned
bewteen $10,000 and $20,000 in that year. Median earned income in 1978 was
approximately $10,500 in the private sector work force.

Pension Plan Vesting

Even though a person may be a participant in a pension plan, he or she may
not be actually entitled to receive a benefit upon retirement. Pension plans
often require participants to be covered by the plan for a number of years before
they are considered "vested", i.e. entitled to receive benefits.

The Commission survey found that of the total public and private working
population over the age of 18, only 25 percent are vested in a pension plan
provided by their current employment. This figure increases with each age
cohort, equaling 32 percent for those 35 and older and 37 percent for those 55
and older.

Again, among the total work force, men are more likely to be vested than
women. And, younger workers are less likely to be vested than older workers.
(see Chart 1)

Twenty-three percent of all private sector workers are currently eligible
for a pension with their current employers. Twenty-eight percent of all male
workers in private industry and 17 percent of all female workers in the private
sector are vested. Thirteen percent of all private sector workers under age 25
are vested. Among workers over 25 vesting increases to 26 percent. Among
workers over 25 meeting ERISA standards, vesting is further increased to 30
percent. (see Chart 1)

Redefining Pension Coverage Data

One of the problems with surveys such as those discussed in this report is
that some people either do not know their pension participation status or they
refuse to answer the questions when asked.

These "refusals" or "don't knows" are either included or excluded from the
coverage statistics reported from the surveys. The Commission staff sought to
rectify this problem by contracting with ICF Inc. to develop an imputation
methodology for these missing values in the DOL/SSA 1979 Current Population
Survey.

ICF employed standard regression techniques to assign survey
nonrespondents to either the "participant" or'non-participant" categories. In
general, this methodology increased the estimated figures only slightly.
- Thorough documentation of this procedure will be included in the Commission
technical appendix to its final report.

The results of this effort are reported in Tables 5-28 of this report. In
addition to including imputed values these tables show, for the first time in such
surveys, pension plan participation by families as well as by individual worker.
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CHART 1

VESTING AMONG THE TOTAL
PRIVATE SECTOR WORKFORCE*

(active workers. both full-time and part-time,
excluding self-employed)

*calculated uving carhier higures on Coserage and sosting.

PERCENT
40-

35-

Al Male Fermale Al  Male Female - Al © Male Fermie - ANl Maie Femmle

Emgloyees Employess Employees | Employees
- TOTAL UNDER AGE 25" "~ ='v ERISA
. AGE 25 AND OVER ° STANDARDS
Source: Special tabulution of the Previdents Commission i : ‘:‘T“":“?ﬂ":l: ,‘:"u:',

an Peasion Policy. Houehold Suney. 1979,
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Tables 5-12 show participation, and vesting figures for all workers, by age,
sex, industry, income hours worked and years of service.

With the imputations pension coverage for all workers over the age of 16 is
45 percent for the private sector and 48 percent for all workers. Pension plan
participation increases to 54 percent for private sector workers ages 25-64.

Tables 7-9 show that pension participation is highly correlated with the
income and sex of the worker.

Table 12 shows how pension coverage is also correlated to the size of the
workplace. While pension coverage is very low for private sector workers
employed by small establishments (24 percent are participants), about 78 percent
of those employed at establishments with 50 or more workers are participants in
plans.

Tables 13 and 14 show participation rates for so-called "full-time, full-
year" workers. In this table, these workers are defined as those who usually work
35 or more hours per week and 48 or more weeks per year. These figures show
that 54 percent of all private sector full-time, full-year workers are participants
inpension plans and 59 percent of these public and private workers are
participants in plans. Table 14 shows that 31 percent of private sector full-time
full-year workers are vested in their plan.

Tables 15-20 show estimates of pension coverage and vesting by marital
status. As Table 15 illustrates, married couples tend to have higher pension
coverage than non-married individuals. However, among only 29 percent of
married two-worker couples do both workers have pension coverage; 23 percent
of the two-workers couples have one worker as a participant. In all, 52 percent
of all (privately and publicly employed) couples have some form of pension
coverage. Only 36 percent of non-married individuals are participants in a plan.

Vesting also varies by marital status. Only 14 percent of two-worker
married couples have both workers vested in a plan, while 19 percent have one
worker vested. Overall, 26 percent of married couples have some {one or two
workers) vested entitlement, while only 19 percent of all non-married individuals
are vested.

Tables 21-26 illustrate in detail the characteristics of noncovered workers
that were summarized in Table 1.

Myths About Pension Coverage

In the past two years several industry lobbying groupos have asserted, in
testimony before the President's Commission on Pension Policy and elsewhere
that the "correct" pension coverage figure to use is 70 percent of the workforce
rather than the 45 percent to 60 percent figures contained in most of the
Commission's written material. The fact is that there is no "correct number to
use when discussing pension coverage. The appropriateness of the figures used
depends on the issue being discussed.
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The authors of the 70 percent coverage figures have chosen to select only a
portion of the working population for their analysis. Generally, these authors use
phrases such as "full-time workers over the age of 25 who could reasonably
expect to receive a pension" or "full-time public and private sector workers who
meet ERISA standards" to describe the populations.

The figures from the DOL/SSA survey (modified to include imputed values)
indicate the following coverage figures for private sector workers between 25
and 64 years of age.

Participation Rate

Private wage age salary workers
age 25-64, excluding self-employed. 54%

Private self-employed workers age

25-64 15%
Total private wage and salary

workers age 25-64 50%

If the group of private sector workers is limited to "full-time, full-year
workers" (defined as those who usually work 35 or more hours per week and 48 or
more weeks per year) the figures are as follows:

"Full-time Full -year Workers" Participation Rate
Private wage and salary age

25-64, excluding self-employed 60%
Private self-employed workers

age 25-64 . 22%
TOTAL ' 56%

The above figures are still significantly different than the sometimes
quoted 70 percent number. Some trade groups, such as the Employee Benefits
Research Institute (EBRI) and the ERISA Industry Committee (ERIC) sometimes
exclude agricultural workers (even those who are full-time, full-year workers)
from their analysis. While this exclusion of millions of agricultural wage and
salary workers may be appropriate for an industry group concerned about how
public policy affects non-agricultural businesses, it is inappropriate -for policy
discussions concerned with the welfare of the entire noncovered work population.

Forecasting Future Coverage

Snapshot surveys, while limited by themselves, can be used along with labor
force and pension forecasting models to predict the likelihood of pension
coverage and benefit receipt in the future.

The Commission/DOL forecasting models indicate that the proportion of
the labor force covered and vested in employee pension plans is not expected to
increase significantly under current policies. Preliminary forecasting results



226

predict an increase of less than three percentage points in the proportion of the
labor force covered by employee pension plans and a growth of only two
percentage points in the proportion of the labor force vested in employee pension
plans by the year 1990.

This near stagnation of coverage and vesting growth—less than .3
percentage points and .2 percentage points annual growth respectively--is due to
several factors. Pension plan growth is predicted in those industries, such as
manufacturing and transportation, where coverage is already high, as shown in
Table 5. Most. economic forecasts, however, predict that these industries will
have a declining share of the labor force in the future. Instead, low pension
coverage industries, such as trade and services, are predicted to grow in the
future.

Conclusion

A comparison of the coverage and vesting figures for the overall work
force versus the private sector finds that private industry workers are less likely
to be pension plan participants than are public sector workers. This is due to
increased pension plan participation among government workers at the federal
and the state/local levels.

The Commission's findings also illustrate that other "coverage" criteria,
using alternative definitions, do not significantly increase private sector
coverage figures. .

The data illustrate the importance that the Commission has placed on
extending pension coverage to more workers. With less than half of the private
sector workforce covered by a pension plan through their current employer and
less than a quarter of all private industry workers vested, the Commission has
proposed the establishment of a mandatory pension plan for all workers.

(The -survey questionnaires used to compile this survey can be found in
Appendices D and E of this Yolume.)



NOTES

y The President's Commission on Pension Policy, the Department of Labor,
the Pension Benefit Guaranty Corporation, the Administration on Aging and the
Social Security Administration sponsored a $1.2 million nationwide random
survey and analysis of 6,100 households on retirement income issues. The first
wave of the survey was conducted in October, 1979 by Market Facts, Inc. A
follow-up survey on some questions with the same respondents was completed in
October, 1980. Final survey analyses on the primary questions relating to the
impact of social security, employer pensions and other forms of retirement
income on personal savings behavior and capital formation was done by SRI
International.

Z/"Survey of Pension Plan Coverage, 1979," DOL/SSA. This survey was based on
a sampling of 27,253 workers, including 19,999 private sector employees aged 16
and over. A similar survey was sponsored by the two agencies in 1972.

yERlSA does not require private sector employers to provide pension protection
to workers who are under age 25, who work less than 1000 hours a year and who
have less than one year of service with their companies. For purposes of the
Commission's data, meeting ERISA participation standards was defined as over
age 25, with one or more years of service and more than 1,000 hours of work
annually with the employer.
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TABLE 5

THE PERCENTAGE OF ALL WORKERS PARTICIPATING
IN PENSION PLANS, BY AGE GROUP AND INDUSTRY, 1979

Groun of Workers
Mining
Construction
t-iz::u’.‘zn':ugin_g_
Trancportation
Trada

Finance

Services

2ag lzicultu re

Subtotal Private, -
Wage and Salary

State and Local ¢ovérn:?en:

Federal Government ’

Subtotal) Public,
Wage and Salary

Self Employed Workers
Total

Socurce: ICP analysis of May 1979 CPS data.

Age Group
20-6a 25-64 35-64 45264 16and Over
72% 762 84t 823 713
39% 45% 48% 493 37%
698 738 75% 77% 66%
67% Jos 72% 722 668
368 4% 423 413 308
52% S7% 588 563 503
338 368 388 388 308
s oz 2w 2 Iy
50% sa 57t 583 45%
808 ‘838 84t 833 77%
8% s g g s
823 8ss 868 86% T 79
14 ise a7 20% 3%
528 568 569 583 48%
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TABLE 6

BY AGE GROUP AND INDUSTRY, 19791/

Group of Workers
Mining
Construction
Manufacturing “
Transpotta!f.ion
Trade

Finance
Services
Ag;icultu:e

Subtotal Private,
Wage and Salary

State and Local Goverrent

Federal Government

Subtotal Public,
Wage and Salary

Self Employed Workers

Total

Age Group

20-64  25-64 35-64  45-64 16 and Over
428 498 638 68% 402
278 3% a1s 44% 258
378 423 518 583 6%
46 508 618 672 ‘s43
21% 25% 318 338 i
29% 348 428 46% 288
20% 248 298 s 19%
PET T S U T 10
29% 35% 428 46% 26%
59% 62t 693 728 563
258 788 Bsy Bow Y
628 65% 738 76% 608
FZTSRP COSNE | S 1Y FEL)
338 3es 458 488 308.

Source: ICF analysis of May 1979 CPS data.
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TABLE 7

THE PERCENTAGE OF ALL WORKERS PARTICIPATING IN
PENSION PLANS, BY HOURLY WAGE CATEGORY AND INDUSTRY, 1979

. Group of Workers
Mining
Construction
Manufacturing -
Transportation
T:;ade
Finance
Services
Ag-:icultuEé

Subtotal Private,-
Wage and Salary

State an@ Local Government
Federal Government

Subtotal Public,
Wage and Salary

Self mplaye§ Viorkers

Total

Source:

Bourly Wage Category

Less Than $4.00 $4.00-7.00 §7.01 or More |Total
348 598 82t ne
13% 17% 62% 37¢
358 65% 85t 668
30%. 608 78 66%
13 37% 61% 308
328 51% 648 50t
169 348 50% 308
8 18y an FULY
19% 47% 71 45%
528 828 93% 778
Iy e 26y 87
52% 828 93% 79%
Y i 208 13t
223 49% 728 488

ICF analysis of May 1979 CPS data.
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TABLE 8

THE pmmsr. OF ALL WORKERS PARTICIPATING IN PENSION PLANS,

Group of Workers
Mining
Ccnstmctiqn
Hanntactu:ing;

Transportation

Aq:icultn:e'

Subtotal Private,

Wage and Salary

Stata and Local
Government

Fedaral Government

Subtotal Publie,
Wage and Salary

Self Pxmployed Workers

Total

Less Than
85,000

118

13

Annual Barni

Source: ICP analysis of May 1379 CPS data.

BY ANNUAL EARNINGS AND. INDUSTRY, 1979

s _in 1978
$5,000- $10,001- 515,001~
$10,000 §15,000 325,000

58% 67% 79%
17 27 57%

' 46% 70% 84%
45% 65% 78%
24% 44% 58%
4§! 57% 61%
29% 41% 5%
e 28 a8
33s 55% ns
76% 918 93%
(133 LE m
75% 90% 94%
12 16 a0}
38 59% 70%

$25,000
Or More

813

3

87%

79%
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. TABLE 9

. TEE PERCENTAGE OF ALL WORKERS PARTICIPATING IN .
PENSION PLANS BY SEX, AGE GROUP, AND ANNUAL EARNINGS, 1979

- Annual Earnings in 1978
R Less Than _ $5,000- $10,001- $15,001- $25,000
Sex and Age Group 85,000 $10,000 815,000 $25,000 Or More Total

Male
Less than 20 A% 13% 19% 37%. 47% 83
20-24 11w 25% 418% 58% 41% 348
25-34 15% 39% 56% 698 68% 57%
35-44 120% 378 . 59% . 73% 74% 63%
45-54 27 41% 608 - 72% 74% 63%
55-64 23% 423 66% 74% 808 63%
65 or More | 12% 278 39% 368 333 22%
° Subtotal 11s- 33% 55% 70%. 72% 53%
Female
Less than 2( o 2% - 173 3% 19% NA 7%
20-24 N 9% 31% 488 58% 49% 29%
25-34 ‘133 43% 66% 69% 76% 46%
35-44 . 198 - 45% 71% 74% B48  48%
45-54 21% 50% 72% 80% 933 518
55-64 21% 49% 70¢ 823 67% 48%
65 or More 158 . 3% 63% 45% 100% 23%
Subtotal 13% 41% 66% 73% 79% 4%
Total 133 38% 59% IR 73% 48%

Source: ICF analysis of May 1979 CP5 data.
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TABLE 10

THE PERCENTAGE OF ALL WORKERS PARTICIPATING IN
PENSION PLANS, BY BOURS WORKED ANNUALLY AND INDUSTRY, 1979

Group of Workers )
" Mining -
Construction
Manufacturing,
Transportation
‘Trade
Pinance
SQ_:vices.
Mriculture

Subtotal Private,
Wage and Salary’

State and Local

Federal

Subtotal, Public, .- -
Wage and Salary ’

Self Exmployed
Total

Bours Worked Annually

Less Than 1,000- 1,500 or
500 500-999 1,499 More Total
26% 158 528 763 728 7T
12% in 358 39% 37
209 20% 348 68% 663
23 388 s 63y 66y
" 9 12% 7% 308
8 12 158 54% so%
5% ™ 188 38% 308
oy 3t 2% 208 148
8s 108 z_otA 52% a5
188 368 650 87e ™m
Ty s e o sn
18% 36 5% 88% 79%
2 = T Y TN
1Y 148 278 S5y 48y

Source: ICT analysis of May 1979 CPS data.
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TABLE 11
THE PERCENTAGE OF ALL WORKERS -PARTICIPATING IN

PENSION PLANS, BY YEARS OF SERVICE ON CURRENT JOB
' AND INDUSTRY, 1979

Years of Service on Current Job

Less 16 or
Group of Workers Thanl =~ 1-2 3-5 6-10 11-15 More Total
Mining 43% e7v 7es  ems 89% 92¢ 72%
Construction ) 22% 363 37%  47% 623 66% 37%
Manufacturing ‘ Ssx 51%  63%  78% 87% 908 66¢
T:ansport;:ion - ;33! 50% 60%  79% 85% 84% 66%
Trade 128 228 378 S52% 56% 613 30%
Finance ‘_2'5s 378 sar et 738 76% 508
Sérvices 133 238 . 368 468 58% 54% 308
Agriculture _6% | 9% 11%  23% 308 328 142
Subtotal ' Privzte, '

Wege and Salary 208 © 333 46% 633 74% 77% 45%
State and Local _ 47% 658 78% 90% 91% 953 778
Federal 113 813  B3% 943 8 7 87

Subtotal Public,’

Wage and Salary . 47% 68% 79% 91% 92¢ 968 792
Self Employed B _ay 6% 128 178 218 20% 15
Total 228 363 49% 658 738" 718 48y

Source: ICF analysis of May 1979 CPS data.
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TABLE 12

THE PERCENTAGE OF ALL WORKERS PARTICIPATING IN PENSION

PLANS, BY SIZE OF ESTABLISEMENT AND INDUSTRY, 1979

Group of Workars
Mining
Canstruction
Manufacturing
'&anaporéu.on .
Trade
Pinance
Services
lsnti-culc-ufe

Subtotal Private,-

Wage grnd. s;lu.-y )

Pederal A

Subtotal Public,
Wage and Salary

Self Employed
Total

N&s Data not available.

Source: ICF analysis of May 1979 CPS data.

Size of Establishment

Less . 500
Than_25 25-99 100-49 or More
48y 62% a1y 928
29% an 620 698
338 aBY . 67N 8BSt
" 468 ) ™ 8o0s
208 36 . 4o 66%
348 594 643 R0
17 328 68 57%

B o s oam
248 4an 618 788
69 818 814 m
v e s
éov - an 83s 8as
B NA HA X
29% 534 5% 79%

g

5 B &
EEERY
N
E

I

-

E:

-
N
»

37

(111

48%
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TABLE 13

THE PERCENTAGE OF ALL FULL TIME, FULL YEAR

WORKERS PARTICIPATING IN PENSION PLANS,

BY AGE GROUP AND INDUSTRY, 19791

Group of Workers
M.:ming
OonstructionA
Hanufacturin§
Transportation
Trade
Finance
. Services
};griculture

Subtotal bzivate,_
Wage and Salary

State and Iocal"Goi)ernment
Federal Government

Subtotal Public, .
Wage and Salary

Self Employed Workers

Total

Age Group
20-64 25-64 35-64- 45-64 16 and Over
75% 77%  87% 88 758
408 47 50% 503 39%
718 75% 783 802 698
71% 748 778 79% 708
413 46% 47% 48% 39%
57% 62% 64% 628 56%
40% 448 48% 50% 39%
23% 27% 29¢ 2.‘; 208
562 60% 64% 658 543
878 88t 90% 89% 86%
3% 25% 7% 28% 3%
88% 008 923 912 88%
218 228 248 228 228
61% 66% 692 70% 59%

1/ Full time, full year workers are those who usually work 35 or more hours
per week and 48 or more weeks per year.

Source: ICF analysis of May 1979 CPS data.
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TABLE 14 .

THE PERCENTAGE OF ALL FULL TIME, FULL YEAR
WORKERS VESTED IN PENSION PLANS,
BY AGE GROUP AND INDUSTRY, 1979/

. Age Gzou_p
Group of Workers 20~64 25-64 35-64 45-64 16and Cver
Mining ' 443 51% s6r 12 433
Construction ) 29% 35% 448 IO 233
Manufactaring’ 393 448 Ss . 608 38y
Traupom:ian ' 49% s 668 733 49
Trade 248 28% 36% 38% 22%
Pinance . 32 7% 4T siy ' 38
Servicas ‘258 298 3% 40t 24%
Agriculture - 18% 23% ail Fril 183
Subtotal Private,.

Wage m@zs&xy _ 338 388 . 478 52% 3le
State and :acaz Govermment. 633 s6v s ™ 623
Federal Govarnnem: 8% @ 88 9z 8%

Subtotal Pubiac, - . .

Wage and SaJ.a.:y 67y 708 78% 513 663

Self mplayea vmk.:s ‘ 28 228 248 22y 22

Total . 3ss 449 53% 58% 37

——
1/ Full time, full year workers are those who usua.uy wock 35S or more Bours
.per waek and 48 or more weeks per year.

Scurce: ICP analysis of May 1979 CPS data.



THE PERCENTAGE OF INDIVIDUALS PARTICIPATING IN
PENSION PLANS BY MARITAL STATUS, 1979

Marital Status

Non-Married Individuals
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TABLE 15

Percentage Participating in:

Total

Male -
Female
Subtotal

Married Couples
2 Workers =

1 Worker
Subtotal

All Individuals

Source: ICF apa].ysis of May 1979 CPS data.

No Plan 1 Plan Flans
65% 3se NA 100%
648 36% NA 1008
648 36¢ NA 1008
49% 23% 29% " 1008
47% 53% NA 1008
288 35 18% 1008
543 5% 128 " 1008
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TABLE 16

THE PERCENTAGE OF IRDIV‘IDUAIS VESTED IN PENSION PLANS,
BY MARITAL STATUS, 1379

Percentage Vested in:
Marital Status No Plan 1 2lan 2 _Plans

Non-Married Individuals

Male g2y 18

S ) NA
Female - . ° 79% . - 2% NA
Subtotal 814 To% FY

\

Married Couples

2 Workers™ 67y - 19% 142
1 Worker . 633 373 ¥
Subtotal 669 26% 9%
" All Individuals 718 23% 68

Source: ICP analysis of May 1979 CPS data.

Total

100%
1008
1008

100%
100%
1008

100%
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TABLE 17

THE PERCENTAGE OF INDIVIDUALS PARTICIPATING IN PENSION PLANS,
BY MARITAL STATUS AND AGE, 1979

N

Marital Status by Percentage Participating in:
Age of Primary Barner No Plan 1 Plan - 2 Plans Total

Non-Married Individuals

Male .
Less than 25 . 8l% 19% NA 100% -
25-34 - 51% 493 NA 100%
35-44 o 42% 58% NA 100%
45-54 More - 39% 61% NA 100%
55-64 . 41%. 59% NA ) 100%
65 or More 85% 15% BA 1003
Subtotal 65% 35% NA 100%
Female _
Less than 25 83% 17% NA 100%
25-34 . S1% 49% NA 100%
35-44 489 528 NA 100%
. 45-54 : 428 58% NA 1008
| 55-64 47% 53% NA 100%
65 or More 5% 25% NA 100%
Subtotal T64% 363 NA . 100%
Subtotal:.. -
Less than 25 823 188 NA - 100%
25-34 . 518 49% NA 100%
35-44 : 453% 55% NA 100%
45-54 B 41% 598 NA 100%
55-64 o 458 55% NA 100%
65 or More . 78% -+ 22% NA 100%
Subtotal . - . 6438 36% NA 100%
Married Couples with
One or More Farners : .
Less than 25 64% 268 108 100%
25-34 . 46% 35% 19% 100%
35-44 443 348 22% 100%
45-54 . 45% 348 2% 100%
55-64 46% 39% 158 100s.
. 65 or More 78% 16% 63 100%
Subtotal 48% 348 18% 100%

Source: ICF analysis of May 1979 CPS data.
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TABLE 18

THE PERCENTAGE OF INDIVIDUALS VESTED IN PENSION PLANS,
BY MARITAL STATUS AND AGE, 1979

Marital Status by Percentage Vested in:
Age of Primary Earner No Plan 1l Plan 2 Plans

Ron-Married Individuals

Male
Less than 25 ' 95¢ 5S¢ NA
25-34 78% 22% NA
35~44 59% 418 NA
45-54 50% 50% NA
55-64 - - : 50% 50% N
65 or More . 90% ios NA
Subtotal 82% 18% NA

Female
Less than 25- 95% 5% NA
25-34 . 76% 243y NA
35-45 ) 67% 33% NA
45-54 - 60% 40% RA
55-64 . 56¢ 44% NA
65 or More 78% 228 NR
Subtotal 79% 21% NA

Subtotal 3
Less than 25 95% 5% A
25~34 - - . 778 23% NA
35-44 648 37% NA
45-54 S6¢ 448 NA
55-64 . . 55¢ 46% NA
65 or More : 81% 198 NA

Subtotal 81% 19% NA

Married with One
or More Earne:cs

Less than 25 88% 9% 2t
25-34 : 748 20% 5%
35-44 62% 28% 10%
45-54 56% 31s 13%
55-64 54% 35% Tl
65 or More 80% 16% 4t

Subtotal 668 268 T

Source: ICF analysis of May 1979 CPS data.

Total

100% -
100%
100%
100%
100%
100%
100%

100% -
100t
100%
1o00%
100%
100%
100%

100%
100%
100t
100t
100%
100%
100%

1008
100%
1008
100%
100%
100
100%
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TABLE 19

THE PERCENTAGE OF INDIVIDUALS PARTICIPATING IN PENSION
PLANS, BY MARITAL STATUS AND FAMILY INCOME, 1979

Percentage Participating in:
Family Income No Plan 1 pPlan 2 Plans Total

Non-Married Individuals

. Less than $5,000 82% 18% NA 1002
$5,000-9,999 66% 34% NA 1003
$10,000-14,999 543 46% NA 100%
$15,000-19,999 57% 43% NA 100%
$20,000-24,999 61% 39% NA 1008
$25,000. or More . 69% 31% NA 100%

‘Total " 64% 36% NA 100%

Married Couples with '
One or More Employed

Less than $5,000 - 84 148 13 1002

$5,000-9,999 ' : 73% 23% 2% 100%

B $10,000-14,999 - . 60% 33% 6% 100%
.$15,000-19,999 463 40% 108 ° 100%
$20,000-24,999 398 kf:13 18% 100%
$25,000or More 369 - 33% 24% 100%
Total . .48 EYTY 14% 100%

Source: ICP analysis of May 1979 CPS data.
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TABLE 20

THE PERCENTAGE OF INDIVIDUALS VESTED IN PENSION PLANS,
BY MARITAL STATUS AND FAMILY INCOME, 1979

Percentage Vested in:
Family Income . 'No Plan 1 Plan 2 Plans Total

Non-Married Individuals

Less than $5,000 . 928 - es ¥R 100t
$5,000-9,999 . .83t 17% N2 100%
$10,000-14,999 78% - 26% NA 100%
$15,000-19,999 758 25% NA x00% -
$20,000-24,999 78% 22% NA 100%
843 16% NA igo% -
aly 19 NA 1008
. N \
Married Counles withi:
One or More Emploved.
Less than $5,000 93% 7 0% 100%
$3,000-9,999 : 87¢ o1 1% 100%
§10,000~14,99 78% 20% 3t 100%
$15,000-19,999 = 67% 288 53 100%
$20,000-24,999 . , 608 308 10% 1008
$25,000 or More: S3% 308 178 i00%

Total’ 668 26% st Loos

1/ Vested wage-and salary workers are those who would receive some benefits
from their pension or retirement plan if they left their employer. For
the self employved,. all workers currently contributing to a Eeogh plan are
considered to be vestad. ’

Source: ICF analysis of May 1979 CPS data.
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TARLR 21 :

CEARACTERISTICS OF NON-PARTICIPATING WORKERS
BY INDUSTRY, AGE, AND WORKFORCE STATUS, 1979
(As Percent of All Non-Participating Workers)

Age and Workforce Status

less Than Age 25 Age 25 or Older and:
Group of Workers Full-Time Part-Time Full-Time Part-Time Subtotal Total
Mining * * ’ * * . * O.S&A
Construction 1.8% . 3.1% » 3.5% 5.7%
Manufacturing 4.28 0.6% 8.5% 0.8% 9.2%  14.1%
. . L
Transportation ' 0.7% » 2.3% . 2.5% 3.48
Trade | 5.7% 5.8% 9.4% 3.5% 13.1%  24.5%
Finance - - - . - 2.6% - 0.7 3.3% 4.8%
Services . ::'4.5: 2.9 ~9.6% T 5.48 15.1% 21.4%
A;:icultu:;- ) 6.8 * 1.3 * 1.6% 2.7%
Subtotail.‘rrivate,_._ o 4 .
Wage and Salary : = 18.1% 10.48% 37.1% 11.4% 48.6%  T7.2%
State and Local s ) » ’
Government . 0.8% 1.1% 2.1% 1.7% 3.7% 5.6%
Federal Governnent B * . * 0.5% 0.8%
Subtotal Pul;lic. . .
Wage and Salary .1.08 . l.2% 2.4% 1.8% 4.2% 6.4%
| Self Enploved Workers 0.7 _* 1L.3% 418 15.4%  _16.5%
Total - 19.8% 12.0% 50.9% 17.3% 68.2%  100.0%

* Indicates lass than 0.5 percent.

Source: ICF analysis of May 1979 CPS data.
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TABLE 22

CEARACTERIS‘I‘ICS OF NON~PARTICIPATING WORKERS
BY INDUSTRY, AGE, AND YEARS OF SERVICE ON CURRENT JOB, 1979
(As Percent of All Non-Participating Workers)

Age and Years on Current Job

Less Than Age 25 Age 25 Or QOlder and:
Less Than One Or Less Than One Or

Group of Workers One Year More Years One Year More Years Subtotal Total

Mining v - * * .. 0.5%
'Construction 0.9% 1.1% 2.5% 3.5% 5.7%
Manufacturing 2.2% 2.4% 6.9% 9.2% 14.1%
Transpozta‘tion_ . o * 0.6%" 1.9% 2.5% ’3.4\
Trade .A 6.__8_% 4.8% 3.5% 9.4% 13.1\ l 24,58
Finance . ova 0.8t 1.08 2.3% 3.3%  4.8%-
Se‘tvices .:;.6% 2.8% .4.4% 10.6% 15.1% 21.4%
Agriculture * 0.7% hd 1.2% 1.63 2.7%
Subtotal : P;ivate N
Wage and Salary ' 16.0% 12.6% < 13.5% 35.1% 48.6% 77.2%
State and.local
Government 1.1% 0.8% l.1% 2.7% 3.7% 5.€%
Federal Government . bl * hd 0.5% __0.8%
Subtotal Public,
Wage and Salary 1.2% 0.9% 1.2% 3.0% 4,2% 6.4%
Self Bmployed
Workers * 0.7% 2.0% 13.4% 15.43 16.5%
Total ) ) 17.6% 14.2% 1§.8\ 51.5% 68.2% 100.6&

* Indicates less than 0.5 percent.’

'sou:ce: ICF analysis of May 1979 CPS data.

88-594 0—82——16
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TABLE 23

CHARACTERISTICS OF NON-PARTICIPATING WORKERS
BY INDUSTRY AND ESTABLISEMENT SIZE, 1979
(As Percent of Non-Participating Workers)

Establishment Size (No. of Bmployees)

Group of Workers ThaL:SZS 25-99 100-499 /500 Or More. Total
Mining E * + * * 0.5%
C'o.nsttuction . 4.4% 0.9% * * 5.7%
Manufacturing " 3.4% 4,08 4.3% - 2.4% 14.1%
'réanspo::g:idﬁ;. 1.58% 0.8% . 0.8% * 3.40
Trade o 15.7 6.3% - 2.2% T 24.5%
Finance [3.08 0.9% 0.5% " 4.8%
Services 1"3:.531 3.5% 2.4% 2.0% 21.4%
Agriculture 2.28 » * * 2.7%
’ Subtot:a-]; Private, - .

Wage and Salary 43.9% 16.9% 10.6% 5.6% 77.2%
State and Iacal ) . :
Governsent . "' - 2.1% 1.72 1.0% 0.8% 5.6%
Pederal Government - . * . 0.8%

Subtotal . Public, -

Wage and Salary 2.6% 1.8% 1.1% 0.9% 6.4%

Self Duployed Workers s _NA__ NA A _16.5%

Total 46.5% 18.7% 11.7% 6.6%

* Indicates less than 0.5 percent.

Source: ICP analysis of May 1979 CPS data.
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TABLE 24

TEE DISTRIBUTION OF NON-PARTICIPATING WORKERS
BY INDUSTRY AND BOURLY WAGE LEVEL, 1979

Group of Workers
Mining
Co-nstzucticn
Manufacturing
Ttanspor:atioﬁ
Trade

Finance
Services-
Mriculture

. Subtotal Private,
Wage and Salary

State and Local Government
Federal Government'

Subtotal Public,
Wage and Salary

Self Employed Workers

Total

Hourly Wage Level

$3.50

Or_less

4.2%

0.7%

13.3%

37.5%

* Indicates less than 0.5 percent.

Source: ICF analysis of May 1979 CPS data.

$7.01

$3.51-7.00 or More Total
. . 0.5%
3.48 1.6% 5.7
7.5% 2.4% 14.1%
1.6 1.28 3.48
863 2.6% 24.5%
2.68 1.0% a8t
9.1% 3.3% 21,42
1.1% o 2.7%
34.18 12,38 77.2%
2.4% 0.68 5.6%
* . 0.8%
2.9% 0.8% 6.4%
8.7% 3.7% _16.5¢
45.78 100.0%




Group of Workers
Mining
Construction
Manufacturing
T:anspo:taticﬁ
Trade

Finance
Services --

Agr icultuie
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TABLE 25

THE DISTRIBUTION OF NON-PARTICIPATING
WORKERS BY INDUSTRY AND ANNUAL EARNINGS, 1579

Annual Earnings in 1978

- Subtotal. Private, -

Wage and Salary

State and Local
Governnent

Federal Gové?nment

Subtotal .Public,-

Wage and Salary

Self Employed
Workers

Total

Less Than  §5,000-  $10,001-  §15,00L- 25,000

5,000 310,000 S15,000  §$25,000 Or More Total
L] - * - * 0.5
0.8% 1.8% 1.7% 1.2% * 5.7%
1.7% 6.4% 3.7% 1.9% * 14.1%
0.5% 1.08% 0.9% 0.9% * 3.4%
9.9% 8.6% T 3.4% 2.1% . 0.5%  24.58%
0.9% 2.0% 1.1% 0.7% * 4.8%
‘8,13 7.3% 3.48 1.9% 0.7%  21.4%
1.1% 1.0% * * » 2.7%

. 23.1% 28.1% 14.7% 9.0% 2,38 77.2%
2.8% 1.7% 0.7% * * 5.6%

» - " * - 0.8%
3.1% 2.0% 0.8% " .’ 6.4%
4.2% 4.1t 3.2% 3.6% 1.4%  _16.5%
34.2% 18.7% 13.0% 3.8  100.0%

30.3%

* indicates less than 0.5 percent.

Source:

ICF analysis of May 1979 CPS data.
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TABLE 26

Annual Earnings in 1978

* Indicates less than 0.5 percent;

Source:

ICF analysis of May 1979 CPS data.

el
-

Sex and less Than  $5,000- $10,00i-  $15,001- $25,000
Age Group 35,000 §10,000 $15,000 §25,000 Or More Total
Hen
16-19 4.5% 2.0% 0.5% * d 7.1%
20-24 A 1.8 4.0 2.8 1.0 * 9.7
25-34 1.2 3.2 4.0 a7 0.9 13.0
35-44 0.5 1.7 2.4 2.7 1.1 8.4
45-54 0.5 1.8 2.0 2.4 1.0 7.7
55-64 : . 0.9 1.6 1.4 1.3 0.4 5.7
65 Or Mor 1.5 0.6 * * 2.7
Subtotal 10.9% 14.9% 13.4% 11.4% 3.6% 54.3%
Women
16-19 4.58% 1.6 * * * 6.22
20-24 2.9% 4.7 1.0 * * 8.7
25-34 3.6 4.9 1.8 0.6 * 10.¢
35-44 2.9 3.5 l.8 * * 7.8
45-54 2.4 2.6 o.¢ * * 6.0
55-64 2.0 1.7 0.6 * * 4.5
65 Or More 1.3 * * * * 1.6
Subtotal 19.6% - 19.2% .48 1.5% * 45.7%
Men and Women
16-19 9.0% 3.6% 0.6% b bl 13.3%
20-24 4.7 8.7 3.8 1.2 * 18.4
25-34 4.8 8.1 5.8 4.3 0.9 23.9
35-44 3.4 5.2 3.4 1 3.0 1.3 16.2
45-54 2.9 4.4 2.8 2.6 1.0 13.7
55-64 2.9 3.3 2.0 1.4 0.5 10.2
65 or More 2.8 0.8 * * * 4.3
Total 30.5% 34.1% 18.8% 12.9% 3.7% 100.0%
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CHAPTER 37: DEVELOPMENT OF A DEMOGRAPHIC MACROECONOMIC MODEL
OF THE U.S. ECONOMY

Thomas C. Woodruff
Introduction

The President's Commission on Pension Policy has developed an economic
growth model that integrates the retirement income system in the United States
with the macroeconomy. The model was developed by ICF Incorporated under
contract-to the Commission. Begun in March 1980, the model and studies for the
Commission will be completed in May 1981.* A federal interagency group was
created through a memorandum of understanding and cooperation in which the
participating agencies agreed to undertake cooperative efforts to assist in the
development of the macroeconomic and demographic growth model and to share
pertinent data and analyses regarding the model. The following agencies signed the
memorandum: the Department of Health and Human Services, (National Institute
on Aging, and the Office of Planning and Evaluation), the Office of Management
and Budget, the Department of Housing and Urban Development (Office of Policy
Development and Research), and the Department of Labor (Pension and Welfare
Benefit Programs).

The goals of this undertaking are consistent -with the Commission's mandate
under Executive Orders 12100 and 12071. First, studies were conducted concerning
the present financial ability of private, federal, state and local government
retirement, survivor, and disability systems to meet their future obligations.

* The National Institute on Aging (N.I.A.) joined with the Commission to fund the
model development and will receive all contract deliverables and maintain the
model after the Commission completes its work.

Second, research was done on the relationships among the retirement income
system, private capital formation, and economic growth. Third, some of the
implications for the economy of policies recommended by the Commission were
examined. This paper reports on the findings of the third area of inquiry: the
effects of the Commission's retirement income policies on the economy.

The Need for a Comprehensive Model

No comprehensive model that depicts interactions betwéen retirement pro-
grams and the economy or population existed. Naturally, the economy and
population affect retirement income programs. For example, the larger proportion
of aged individuals in our population projected for the future will create pressures
to allocate proportionately more of our total income to this group through social
security or private pensions. However, retirement income programs may alter
individual behavior and cause effects on the economy or population. For example,
the social security retirement test affects labor supply and the level of national
income. The lack of feedback from the retirement income system into the
economy represents a major gap in model development for policy analysis purposes.

Dr. Woodruff was Executive Director of the Commission. This paper was
completed in April 1981.
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The New Model's Theoretical Foundations

The theoretical framework of the model is the neoclassical theory .of
economic growth. This theory provides an analysis of determinants of long-run
productivity and economic growth. It explains the determination of investment,
consumption, and output; aggregate relative factor shares (labor and capital);
substitution between factors; and productivity change. A central role is given to
the theory of production and capital. Under the theory of production, outputs are
related to inputs in the mathematical expression of a "production function.”
Capital is viewed as a homogeneous, aggregate factor that depreciates and is
replaced and accumulated through investment. Prices and quantities of outputs
and factor. inputs are determined through the interaction of supply and demand in
competitive markets. This theory predicts that the lower the rate of interest,
others things equal, the greater the capital intensity of production and the greater
the net national product per worker. Thus, policies which change savings and the
interest rate have direct effects on the net national product per worker. Also,
policies which affect supplies of labor and capital have direct effects on economic
growth. .

Use of a long-term model is entirely appropriate for analysis of the
intecaction of the retirement income system and the economy. Social security and
other pension systems represent long-term commitments, and the level of benefits
depends fundamentally on the productive performance of the nation's economy.
Short-run, Keynesian type models are less appropriate because of their focus on the
determinants of aggregate demand given a fixed capital stock, rather than the
long-run determinants of the nation's income and wealth.

The Components of the Comprehensive Model

The comprehensive model of the retirement income system and the economy
developed by ICF Incorporated integrates the Hudson-Jorgerison Macroeconomic
Growth Model and the Anderson Labor Market Model and models of each of the
major components of the retirement income system. The following is a list of all
models included in the comprehensive model:

1. Hudson-Jorgenson Macroeconomic Growth Model
2. Anderson Labor Market Model

3. ICF Population Model

4, Private Employee Pension Model

5. Public Employee Pension Mode!

6. Social Security Model

7. Supplemental Security Income Model

8. Medicare Model

The integration of these models into one comprehensive model represents a
significant and new achievement in the developinent of macroeconomic models of
the U.S. economy. The administrative coordination of the participating agencies
ensures wide dissemination of this model throughout the federal government and to
the public.

Hudson-Jorgenson Macroeconomic Growth Model

This model is a neoclassical model of the U.S. economy. It depicts household
behavior in formulating spending and work plans and producer behavior in formu-
lating production, investment, and employment plans. The model assumes that the
forces of demand and supply determine prices, quantities, wages, and interest
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rates. The model permits the investigation of the determinants of long-term
growth, savings and investment, labor and capital supplies, and productivity.

The Hudson-Jorgenson Macroeconomic Growth Model has four sectors. Pro-
ducer and household sector behavior is modeled endogenously, and government and
foreign sector behavior is given outside the model. The interaction of producer and
household behavior determines the quantities and prices of the inputs and outputs.
There are two output goods, consumption and investment, and two productive
factors, capital and labor.

The model assumes that producers maximize profits or minimize costs
subject to the available technology that is described by an aggregate cost function.
Linking inputs to outputs, the aggregate cost function permits the demands. for
labor and capital and the supply of consumption and investment goods to be
determined, given the prevailing prices that the producer faces. Furthermore,
substitution between capital and labor and the level and change of economic
productivity may be determined.

The household maximizes its welfare over time subject to its available
resources. The household chooses how to distribute its expected wealth over all
years, and, for each year, chooses how much leisure and consumption goods and
services it desires to consume. Thus, the household determines how much labor it
will supply and how much consumption goods it will demand, given prevailing
prices. Savings is the residual between current income and consumption and
represents the net change in wealth.

The government sector demands goods and labor services, and government
enterprises supply some goods and services. All of these are determined outside
the model. The level of taxes and transfer payments are determined in the model,
with tax rates given and tax bases modeled. In the foreign sector, net exports of
consumption goods and services and of investments goods, purchases of labor
services by the foreign sector, and net private claims on the rest of the world are
given outside the model.

Over time, conditions of each market change in response to changing
technology and availability of factor inputs. As market conditions change, the
household sector alters its labor-leisure choice and its consumption and savings,
while producers alter the mix of inputs and outputs. Investment and capital
accumulation lead to change in the available supply of capital services; population
growth and tastes alter labor supply; and production efficiency changes over time.
These forces determine the nation's productive capacity. In order to represent the
growth path of the economy, the market system is solved each year within the
constraints of productive capacity and the behavioral characteristics of the
producer, household, government, and foreign sectors. Economists call such a
system a "dynamic, general equilibrium model" — dynamic because of the savings-
investment mechanism, general because it deals with the whole economy, and
equilibrium because all markets clear in each year.

Hudson and Jorgenson used statistical techniques to estimate the parameters
of this model. They developed a simulation computer program to solve the
simultaneous system of non-linear equations which result from such a dynamic,
general equilibrium model.
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Anderson Demographic Labor Market Model

In addition to the neoclassical determinants of economic growth, the model
focuses on changes in population and labor market behavior and the implications
for social security, the pension system, government transfer payments, and
Medicare expenditures of these changes. In order to model this aspect of the
economy, a population model and a demographically disaggregated labor market
model are integrated with the macroeconomic model.

The demographically disaggregated labor market model depicts the demand
for labor, the supply of labor, the simultaneous determination of labor and capital
service factor inputs, compensation, and unemployment by age and sex. The
producer sectors' demand for labor is modeled by disaggregating inputs into four
factors--capital services, age 14-24 labor services, age 25-54 labor services, and
age 55 and over labor services. The household sector's supply of labor is modeled
for twenty age-sex groups. Labor supply in total manhours for each group is
determined by population size, labor force participation, employment, and average
annual hours-worked per person employed. The demand and the supply of labor are
integrated and solved with the macroeconomic model.

Population Mode]

The composition and size of the U.S. population has important implications
for the economy. A population model similar to that of the Census Bureau is
" incorporated into the macroeconomic model to project the population.

The population model projects the size and composition of population with a
probability (Markov) structure. Assuming a fixed set of fertility rates, mortality
rates, and number of immigrants, population is dynamically projected for each year
by race, age, and sex. This population feeds into the macroeconomic model and
labor market model, but there is no feedback from economic activity to the
population model.

The user is able to vary the demographic parameters--cohort fertility rate,
survival rates, and immigration. Starting with a base case population, e.g. a recent
Census Bureau estimate, the implications of changing the demographic assumptions
can be determined. Such flexibility is an important analytical tool in assessing how
the retirement system will be affected by demographic factors.

Private Employee Pension Model

The mode! of the private pension system permits the study of interactions
between economic and demographic changes and the pension system. Three
categories of private pensions are modeled--defined benefit programs, defined
contribution programs, and individual arrangements. The private pension model
estimates the number of workers covered by private pension plans, the number of
retired and separated vested participants, the average benefit per retiree, total
benefits and contributions, and the level of assets for each category of pension
program. The impact of the pension and social security system on the process of
asset accumulation and savings, on labor force behavior, and on output is depicted.

Public Employee Pension Model

The retirement income programs for public employees include the federal
. civil service and military retirement programs, plus state and local government
programs. The models of military and federal civilian programs take into account
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the demographic composition of the armed services and the federal civilian work
force. The state and local government retirement systems are modeled for general
administrative workers, hazardous duty workers, state and local educators, taking
into account the demographic characteristics of the different work forces. The
public employee pension model predicts the number of participants and benefi-
ciaries, average contribution rates, average benefit per retiree, and total benefits,
contributions, and assets. This model permits investigation of changes in the level
and demographic composition of public employment on the overall retirement
income system.

Social Security Model

The model of the social security retirement and disability systems explores
the relationship between changes in the U.S. age structure and economy and the .
financial flows of the system. The model incorporates not only direct age
structure effects, but also changes in age group incomes and factor shares, savings,
rates of return, and labor force participation and employment behavior that are
affected by age structure and will influence the financial condition of the social
security system. Given the forecast of future wages and incomes, the model
determines the contribution and benefit bases and the total contributions and
benefit payments corresponding to alternative statutory provisions. The model's
capability to show the way these respond to alternative demographic scenarios is
useful for analysis of the actuarial status of OASDI. The Social Security Model
also permits investigation of the impact of social security on the economy,
especially the implications for savings and the interaction between social security
and employee pensions.

Supplemental Security Income Model

The retirement income system must take into account the Supplemental
Security Income (SS1) program designed to assist the low-income elderly population.
This model projects the size of the low-income population at retirement ages and
estimates the number of SSI beneficiaries. Determined by current statutes and
forecast average wage and income levels, the model estimates average SSI benefit
payments and total SSI benefit payments by age and sex. The SSI Model is
integrated with the macroeconomic model and labor market model.

Medicare Model

The level of Medicare benefits is closely related to retirement income needs
and is modeled to reflect demographic and economic factors. The medicare model
includes information on average Medicare benefit payment by age-sex group for
each of six services, total Medicare expenditures, and total health insurance tax
collections. Thus, outlays and revenues can be compared over time in the context
of the performance of the economy and demographic trends. There is no attempt
to model the complete demand and supply of the health care industry.

Studies .

The complete model has been used to study three areas of concern to the
President's Commission on Pension Policy. First, pensions, savings, and investment
have been studied. Second, the relationship of retirement income programs and
labor force participation has been examined. Third, the impact of alternative
pension policy proposals on the pension system and the economy has been
simulated. The complete model will be a valuable tool for other agencies of the
federal government to use in current and future research on the retirement income
system,
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The first study examines pensions, savings, and investment. The complete
model depicts the feedback of the retirement income system on the aggregate
economy, as well as the impact of the population and economy on the retirement
system. Of particular importance to policy analysis is the question of how private
pensions and social security affect savings and the growth of the economy. Given
estimates of the effects of private pensions and social security on savings, the
overall performance of the economy may be evaluated. The investment in the
economy is disaggregated into three components: 1) additions to the productive

capital stock; 2) purchases of housing; and 3) purchases of consumer durables. -

Finally, the effect of the changing age structure on savings is examined.

The second study examines the relationship of retirement income programs
and the labor market. In this study, the labor market model plays an important
role because the effect of national wealth is incorporated in the labor supply
equations. In addition, social security and pension system variables in the labor
force participation equations of younger and retired workers permit an assessment
of their impact on labor force participation Employee compensation and unem-
ployment is also studied.

The third study examines alternative pension policies and economic-demogra-
phic scenarios. As the age-sex structure of the population changes, it has an
impact on the pension system. Also, policies to change vesting rules or expand
coverage of private pensions and implement new retirement age and tax policies is
examined. '

Caution Concerning the Use of Economic Models

Any mathematical model of the economy by necessity attempts to simplify
economic behavior into quantifiable relationships. This model is no exception. The
building of such mathematical models is a process of blending economic theory
with empirical research. The success of such efforts is often limited by the
appropriateness of both.

Commission and ICF staff have attempted to incorporate the findings of
Commission-sponsored_research as well as other recent empirical studies into the
model. As more empirical studies are completed, the model will hopefully be
further improved under the guidance of staff at the National Institute on Aging.

This model should prove useful to policymakers in suggesting retirement
policy that is consistent with other objectives of national economic policy. The
specific numerical forecasts of the model, however, should be used with caution.
The primary usefulness of a model such as this one is to predict the order of
magnitude and direction of economic effects, not specific values. Too many
uncertainties exist in the real world that render specific long-term forecasts
unreliable.

In its use to date, however, this model has proved to be extremely useful.
Some of the policy simulations have yielded findings that show that retirement
income policy can have a much larger effect on the macroeconomy than many of us
expected at the outset of the model-building effort. This suggests that further
development of the model by the Federal government might be money well spent
during the next several years as retirement income policy is debated.

~
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Policy Simulations

With the model constructed, Commission and ICF staff performed a series of
policy simulations to estimate the effect of the Commission's proposals on a
number of economic variables. These variables were divided into three groups:
macroeconomic variables, labor market variables, and pension and social security
variables. The macroeconomic variables studied include savings, investment,
consumption, and Gross National Product (GNP). Labor market variables included
labor input (measured in total hours worked), total compensation, and unemploy-
ment. Pension and Social Security variables included participation, level of
benefits, and pension contributions. A number of additional variables were
estimated but are not discussed in the paper.

The Commission’s final report, issued on February 26, 1981, contained over
fifty proposals that would lead to a coordinated national retirement income policy.
The Commission made proposals for national policy with regard to employee
pensions, social security, savings for retirement, and employment of older workers.

The proposals that would have the most significant effect on the economy if
enacted are retirement age policy, the establishment of a minimum universal
pension system, and changes in the tax treatment of contributions to and benefits
from retirement income programs. These three areas for policy simulations can be
summarized as follows:

RETIREMENT AGES AND EMPLOYMENT-The Commission suggested that
the age of eligiblity for benefits be raised for all retirement programs and that
employment policy be changed to encourage and enable older workers to remain in
the labor force. Specifically, the Commission's major recommendations were:

. The normal retirement age of 65 for social security should not be
raised for working people who are now approaching retirement.
However, an increase in the normal retirement age to 68 should
be phased in over a 12-year period beginning in the year 1990.
The social security early retirement age, now 62, should be raised
to 65, in tandem with the changes in the normal retirement age.
Disability benefits should be available through the normal retire-
ment age.

. ERISA should be amended to permit private pension plans, on a
voluntary basis, to increase their normal retirement age in
tandem with social security.

. As in the private sector, public employee pension plans should
increase theit normal retirement age in tandem with social
' security. A retirement age policy that parallels that of social
T security is recommended for all federal retirement programs.
Under this recommendation, the current social security normal
retirement age of 65 would be phased in for new retirees. This
age would increase in tandem with increases in the social security
normal retirement age. Early retirement benefits would be

actuarially reduced for new retirees.
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[} The social security earnings test should be removed. The earnings
test limits should be phased out as the Commission's proposal
concerning the exclusion of social security contributions and
inclusion of benefits in taxable income is phased in.

. Information on alternative work patterns should be encouraged
and developed through research and demonstration programs in
existing federal employment programs. Job retraining and job
redesign for older workers in private industry also should be
encouraged. :

For purposes of the model, the net effect of all of these policies was assumed
to lead to a delay of retirement of three months a year for twelve years beginning
in 1990 (when the increase in the age of eligibility for Social Security benefits
begins). By the year 2002, all individuals in the labor force would retire three
years later than they would have without the introduction of the retirement age
and employment policies.

MINIMUM UNIVERSAL PENSION SYSTEM-The Commission recommended

that a Minimum Universal Pension System. (MUPS) be established for all workers.

- The system should be funded by employer contributions. The Commission further

recommended that a 3 pecent of payroll contribution be established as a minimum

benefit standard. All employees over the age of 25, with one year of service and

1,000 hours of employment with their employers, would be participants in the
system. Vesting of benefits would be immediate.

To the macroeconomy, the MUPS proposal acts like a compulsory savings
program. Contributions made by employers to funded employee pension plans serve
. to reduce consumption.

TAXATION OF RETIREMENT CONTRIBUTIONS AND BENEFITS-The Com-
mission made a number of a proposals to provide greater tax incentives to
encourage retirement savings and to make the tax treatment of retirement
contributions and benefits more consistent. The major proposals were:

° Contributions to and benefits from social security should receive
the same tax treatment as do those of other retirement programs.
At the time of filing, the employee would choose the higher of a
tax deduction or a tax credit for the social security employee
contribution.  Social security benefits would be included in
taxable income. As this tax treatment is phased in, the social
security earnings test should be phased out.

[ Favorable tax treatment should be extended to employee contri-
butions to pension plans. A refundable tax credit for low and
moderate income people to encourage voluntary individual retire-
ment savings and employee contributions to plans is recom-
mended. At the time of tax filing, the employee would choose the
higher of a tax deduction or a tax credit.

[ Contributions and benefit limitations for all individuals should be
treated more consistently for all types of retirement savings.

L] The tax treatment of savings specifically for retirement should be
the same as the tax treatment of pension plans.

828-594 O0—82——17
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) Employers would be eligible for a tax credit equal to 46 percent
of their contribution to a qualified employee pension plan, up to a
limit of 3 percent of payroll.

All of the above tax proposals would lead to a very large tax cut for
individuals and businesses. In addition, the Commission recommended one tax
increase: to move the scheduled January 1, 1985 social security payroll tax to
January 1, 1982, The net etfect of all of these proposals, if enacted, would be to
reduce federal taxes to individuals and businesses by approximately $30 billion in
1982. -

For purposes of the model, effective tax rates were changed such that
federal tax collections' were reduced by $30 billion in 1982 and corresponding
amounts for years beyond 1982. Separate reductions and taxes on labor earnings
and capital income were calculated based on estimates provided by the Department
of the Treasury and the Commission, and implemented in the model. For all of the
simulations, government spending was reduced by an amount equal to the tax
reductions, so that the government deficit was not changed directly.
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CHAPTER 33: FINDINGS ON THE IMPACT OF PENSION POLICY ON THE ECONOMY

Thomas C. Woodruff

‘Computer simulations using the demographic macroeconomic model of the
U.S. economy were conducted testing each of the sets of proposals discussed in the
previous chapters separately and all of them together. In its final report, the
Commission indicated that the proposals should be considered as a package rather
than separately, due to the interrelationships among them. In addition, many
proposals were specifically tied to each other by the Commission. For example,
introduction of the Minimum Universal Pension System (MUPS) was specifically
linked to a number of the proposals.

© The tables in this paper show the combined effects of all of the proposals.
References will be made, however, to the individual simulations when they help
explain the economic effects of the policy simulations more clearly:

Savings and Growth Effects

Tables 1-7 show the impact of the Commission's policies on savings, consump-
tion, investment, Gross National Product, capital input, labor input and compensa-
tion. -

Introducing a minimum universal pension system has the direct effect of
reducing consumption and directing the reduction into retirement savings. The
Commission’s tax reductions, however, more than offset the decreased consump-
tion. Therefore, the net effect is that total consumption increases shghtly even
with the compulsory savings program. The phase-in of the retirement age policy
further increases total consumption. By the year 2000, consumption is up
approximately 4%, by 2030 over 7%, and by 2055 over 10%.

In the early years (before 1990) savings increases largely due to the minimum
universal pension system. Savings increases by nearly 20 billion dollars in 1985 and
26 billion dollars in 1990 (all values are in 1981 dollars). While this represents a
large increase in individual and family savings, it represents a relatively small
increase in total savings in the economy.

Increased savings also makes more capital available for investment purposes.
In the early years investment increases 2-3% due to the proposals. The effect of
the total program is cumulative, however, so that mvestment continues to
increase--by over 10% by the end of the forecasting period.

The Hudson-Jorgenson-Anderson (H-J-A) mode! is a neoclassical general
equilibrium model. Therefore, when savings and investment capital are increased,
interest rates {(a'measure of the cost of capital) tend to decline. While this effect
is modest, it is also long-term. .

Dr. Woodruff was Executive Director of the Commission. This program was
completed in April 1981.
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Both capital and labor inputs to the economy are increased by the proposals.
This leads to a modest increase in GNP in the early years and cumulative increases
in the later years. In the early years, the MUPS and tax proposals promote mild
(less than 1%) increase in GNP. As the retirement age policies take effect after
1990, GNP increases considerably, due in large part to increased labor input in the
economy.

By the year 2000, GNP is estimated to grow by an additional 2% due to
Commission recommendations. In 2015 GNP is 5% greater, and in 2050 it is' 8%
greater in the simulation of the Commission's recommendations.

Labor Market Effects

Total hours of labor input into the economy are predicted to increase due to
the Commission's proposals, particularly the three year increase in the retirement
age. . .

Average compensation to workers also is predicted to increase significantly.
By the year 2000, average annual compensation has increased about 2% due to the
proposals. By 2020, this increase equals 4% and continues at approximately that
level for the remainder of the forecast period.

In earlier Commission research, concern was expressed about poteritial
increases in unemployment due to Commission recommendations. One set of
concerns centered around the costs of the MUPS program to employers and
employees. The economic literature indicates that, in general, increased labor
costs are either directly passed on by the employer to workers in the form of
smaller wage increases or to consumers in the form "of higher prices or are
absorbed by the employer, resulting in some degree of unemployment. This
prediction would apply to. increases in social security payroll taxes as well as
increased payroll 'costs due to a MUPS or any other program. :

~ The Commission, therefore, adopted a series of oifsetting pa?roll-related tax
reductions to individuals and businesses. In each year of the forecast period (1982
2055) these tax reductions exceed the increased payroli-related costs of a MUPS
program. Therefore, employers and employees should be able to share the costs of
the MUPS program without experiencing either an increase in after tax payroll
costs or a reduction in take-home pay.

While the combined MUPS and tax proposals should not have a significant
effect on total employment, the Commission's retirement age policy might.
Raising retirement ages has the effect of increasing the labor supply of older
workers. Unless the demand for the labor of older workers increases by a similar
amount, either unemployment will result or the average wage of these workers will
not increase as much as they would otherwise.
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TABLE 1
GROSS PRIVATE SAVINGS*

BASE POLICY DIFFERENCE PRRCENT

CASE SIMULATION DIFFEREN)
1970 '502.0 . 502.0 0.0 0.0
1975 699.4 699.4 0.0 ‘ 0.0
1980 605.1 605.1 0.0 0.0
1985 880.4 900.0 19.6 2.2
1990 1220.0 . 1246.2 26.2 2.1
1995. 1549.5 1586.0 36.5 2.6
2000 : 1919.2 1965.7 46.6 .2.4
2010 2420.4 2489.0 68.6 2.8
2020 2555.4 2654.9 99.5 3.9
2030 3074.0 3209.2 | 135.2 4.4
2040 4401.5. -4577.4 175.9 4.0
2050 - 5951.6 ’ 6174.1 222.3 3.7
*Expressed in billions of 1981 dollars.

. TABLE 2
_CONsumPTION * '
© BASE ALTERED DIFFERENCE PERCENT

CASE CASE D!FFERE!SE
1970 ' 1216.77 1216.77¢ 0.0 .8
1975 - 1462.23 1662.204 =-0.031 -0.0"
19808 1811.356 - 1811.509 ~0.052 -0.0
1983 134.54 2143.62 . 9.070 . -4
1990 454, 15 4€73.219 19.061 .8
1995 692.30 747.02 54.721 2.0
2000 2942.91 044.54 101.633 -3
2005 244,484 386.77 - 142.293 -4
2610 564.26 752.95 188.692 .3
<cots 927.19 165.97 238.77 -1
2e2 285.21 4576.00 296.789 .8
2025 4632.84 4968.39 336.047 -3
unya 4983.84 345.29 361.453 .3
<033 338.23 393.393 -4
20+%J 679.47 142.72 463.254 -2
2043 976.84 30.643- 553.797 -3
138 299.88 936.17 - 636.289 19.1
g 648, 184 324.27 676.990 18.2

*Ein.assed in billions of 1981 dollars.



262

TABLE 3
INVESTMENT*

BASE ALTERED DIFFERENCE PERCENT

CASE CASE DIFFERENCE
1970 . . 293.633 - 293.633 0.0 0.0
1975 361.391 361.380 -0.011 -0.0
1980 2864.412 284.391 -0.021 -0.0
1983 456.630 467.414 19.784 2.4
1990 663.086 676.808 13.722 2.1
1995 342.212 868.466 26.255 3.1
2000 1026.437 1068.957 42.520 4.1
2005 1146.998 1201.413 56.416 4.9
2010 1190.867 1263.023 72.156 -6
2015 . 1184.002 1273.342 89.340 7.5
2020 1202.344% 1309.752 107.408 8.9
2025 + 1275.045 1398.668 123.622 9.7
2030 1409.760 1543.077 133.317 9.5
2035 1605.131 1752.562 147.38¢ 9.2
2040 1777.497 1950.345 172.848 9.7
2045 1940.312 2147.014 206.702 16.7
2050 2093.79% 2332.890 239.091 11.4
2055 - 2266.862 2525.832 258.969 1.4
*Expressed in billions of 1981 dollars.

TABLE 4

BASE ALTERED DIFFERENCE PERCENT

CASE CASE DIFFERENCE
197¢ 1985.428 - 1985.430 0.002 0.0~
1975 2362.084 2362.0842 -0.042 -0.%
1930 2660.436 2660.414 -0.072 -0.0
1985 3186.919 3194.014 7.095 9.2
1990 3787.295 3807.137 19.843 0.5
1995 ‘ 4286.848 4354.69) 67.844% 1.6
2000 4817.250 49647.242 129.992 2.7
2605 5334.004 5517.609 183.605 3.4
2010 5810.6426 6855.3714 244.945 4.2
2015 6261.949 6573.422 311.473 5.0
2020 6762.418 7123.203 380.785 5.6
202% 7274.949 7716.410 461.461 6.1
2030 7882.891 8358.652 475.762 6.0
2035 8593.980 9116.934 522.953 6.1
2040 9286.266 9901.746 615.480 6.6
2045 9931.707 10670.809 739.102 - 7.4
2050 10612.273 116465.457 853.184 8.0
20655 11358.359 12270.418 912,059 8.0

*Expressed in billions of 1981 dollars.
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DIFFERENCE

PERCENT
DIFFERENCE

912.316
1097.555

DIFFERENCE
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PERCENT
DIFFERENCE

CAPITAL INPUT * TABLE 5

BASE: ALTERED

CASE CASE
1970 800.895 300.395
1975 975.505 975.505
1980 1149.354 1149354
1985 1290.423 1299.140
1990 1530.263 1596.823
1995 1959.813 1989.323
2000 2621.964 2477.100
2005 2948.670 3040.585
2010 3497.300 3534.671
2015 4057.340 4252.379
2020 4604.793 4867.660
2025 5190.383 $533.602
2030 5841.500 6266.344
2035 6646.602 . 7159.668
2040 7609.242 8220.340
2043 8723.707 9467.180
2053 9969.965 10882.231
2035 11320.363 12617.918
*Erpressed in billions of 1981 dollars.

TABLE 6
LABOR INPUT:' TOTAL*
) BASE ALTERED

CASE CASE
1970 192.094 192.09%
1975 211,599 211.599
1530 2364.986 234.986
1985 252.588 252.680
1990 268.681 269.733
1995 275.370 230.128
2000 277.579 285.581
2005 275.095 284.297
2010 269.846 280.573
2015 266.599 276.877
2020 259.943 273.032
2025 256.108 269.903
2030 253.413 266.582
2035 251.183 264.091
2040 - . 246.593 260.621
2045 239. 255.087
2050 231.773 248,298
2055 225.078 240.905

*Expregsed as millions of hours.
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TABLE 7

AVERAGE ANNUAL COMPENSATION: TOTAL *
ALTERED
CASE

BASE
CASE
1970 164233.625
1975 164133.562
1980 14164 . 891
1985 . 14907.641
4996 15534.457
1695 16368.953
2980 17252.539
2005 18187.098
2010 19329.336
2015 20564.090
2022 21864.9%22
2025 23167.641
2030 264525.113
2035 . 26007. 191
2040 27572.344
2045 23175.254
2058 30797.047
20655 32458.486

*Expressed in billions ‘of 1981 dollars.

16233,
14133,
14144.89

26945,
28605,
20000
32163,
33829.

625
562
1

NIFFERENCE:

1312.16¢
1370.687

PURCENY
DIFFERER(E
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In its final report, the Commission expressed concern about the employment
problem of older workers due to its retirement age recommendations. In its final

report the Commission stated:

[y

“In conjunction with its recommendation to
raise the retirement age, the Commission recog-
nizes the problem of long-term unemployment
among older workers and the use of early retire-
ment under social security to-solve this problem.
Rather than utilize the social security system,
consideration should be given to improving unem-
ployment benefits to provide both short-term
income maintenance for these workers and to
keep them in the labor force."

The Commission's concerns about employment conditions among older
workers is born out by the model. While wages and unemployment of most age
groups are generally unaffected, the model does show the effects of the increased
supply of older workers. In the simulations for the report, age groups 55-64 and
65+ do experience a significant drop in average hourly wages relative to the base

. case. This drop increases significantly (from 8% to 13%) as the post-World War Il
baby boom enters the older age groups and delays its retirement beginning in the -

year 2000.
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In the policy simulations for this paper, fertility rates were assumed to slowly
increase to 2.1 children per female of child-bearing age by the year 2000.
Currently, the fertility rate equals approximately 1.8. The potential older-worker
labor supply problems cited, above might be reduced or eliminated if fertility rates
remain at current levels and the total labor force shrinks after the year 2000,
Additional model simulations will test this sensitivity.

For all age groups, excess supply of labor does not appear to be a significant
problem. Even with an increase in the fertility rate to 2.1 children/female by the
year 2000, the labor force after year 2000 is not expected to grow. As the capital
stock grows, therefore, labor will become relatively scarce. If the demand for the
labor of older workers could be adjusted--through public and private policies--to
look more like the demand for workers in general, then the labor supply problems
raised by raising the retirement age would be alleviated. If not, then other
measures, such as those suggested by the Commission regarding special unemploy-
ment benefits for older workers, may be necessary.

- L]
Pension and Social Security Effects

Introduction of a minimum universal pension system immediately increases
the number of participants in the private pension system by about 50%. Female
participants are increased by nearly 70% and male participants by approximately
40%. These increases remain throughout the forecasting period.

Even more significant than the increase in participants is the increase in new
retirees who receive private pension benefits. Under current policy, approximately
60% of new private sector retirees may retire with a pension by the year 2000, and
approximately 40% may not. If there is no change in the existing private pension
system, in the year 2000 about 250,000 private sector workers may enter
retirement without pensions. This number may increase to about 460,000 private
sector retirees without pensions retiring in 2025. After the year 2000, the number
of private sector retirees without pensions may increase from about 3.5 million
people in the year 2000, to a peak of nearly 6 million pensionless retirees (out of a
total of about 15 million private sector retirees) by the year 2030.

The introduction of a MUPS nearly eliminates the problem of private pension
entitlement. Nearly 96% of those who would have retired without a pension retire
with one under the Commission's proposals. The proportion of those entering
retirement with a pension increases by nearly 50% by the yqar,ZOOO. During this
period, only about 2% of all private retirees enter retirement without a pension
benefit under the Commission's program.

The reason for the sharp reduction in those without pensions is twofold.
First, pensions are made available to all workers over the of age of 25, with more
than a year of service with the employer and with more than 1,000 hours of work.
Even with these eligibility standards, most workers eventually qualify for benefits.
Second, forefeitures of benefits by workers in existing plans are reduced. Under
current policy, a private sector worker may have to be employed for 10 years prior
to vesting in a pension benefit. The MUPS proposal would make at least the
minimum benefit vested immediately upon participation.
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TABLE 8
AGGREGATE HOURLY WAGES (1981 §), AGES 55-64 .
BASE ALTERED DIFFERENCE PERCENT
CASE CASE N DIFFERENCE

1970 9.317 9.317 6.0 6.0
1975 9.984 9.984 0.0 0.0
1980 10.588 10.588 0.0 0.0
1985 11.315 11,311 -0.004 -0.0
1990 12.251 12.179 ~0.072 0.6
1995 13.609 13.180 -0.429 ~3.1
2000 14.672 13.854% -0.818 ~5.6
2005 15.466 14.455 -1.012 -6.5
2010 16.401 15.202 ~1.199 7.3
2015 17.496 16.120 -1.376 -7.9
2620 18.925 17.309 -1.616 ~8.5
2025 21.208 19.014 -2.194 -10.3
2030 23.651 21.102 -2.549 -10.8
2035 25.947 23.166 -2.781 ~40.7
2040 27.680 24¢.727 -2.953 -10.7
2045 30.168 26.517 ~-3.651 -12.1
2050 33.620 4 29.153 -6.467 ~13.3
2055 37.303 32.519 -4.784 -12.8
TABLF, 9
AGGREGATE HOURLY WAGES (1981 $), AGES 65+
BASE ALTERED DIFFERENCE PERCENT
CASE CASE DIFFERERCE
1970 5.977 5.%77 0.0 0.0
1973 6.387 6.387 0.0 6.0
1580 .863 © 6.863 8.0 0.0
1985 7.274 7.265 -0.009 ~0.t
1990 8.050 7.933 ~0.117 -1.5
1995 9.072 8.347 -0.725 -8.0
2000 9.910 8.606 -1.305 -13.2
2005 10.290 8.879 ~1.410 -13.7
2010 10.680 9.261 ~1.6420 -13.3
20145 4 11,268 9.789 -1.478 -13.4
2020 12.263 10.563 -1.699 -13.9
2325 13.809 11.724 -2.084 -15.1
2030 15.474 13.084 -2.390 -15.4
2035 17.005 14.413 ~2.592 ~15.2
2040 18.170 15.417 -2.753 -15.1
2045 19.794 16.603 -3.191 -16.1
2030 . 21.991% 18.289 -3.702 -16.8
2055 24.404 20.387 -4.0t8 - -16.5
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TARLE 10

AGGREGATE HOURLY WAGES (198: $), AGES TOTAL
BASE . ALTERED DIFFERENCE PERCENT
CASE CASE - DIFFERENCE
8.942 8.942 9.0 0.0
9.179 9.179 0.0 0.0
9.429 9.429 0.0 6.0
9.914 9.920 8.006 0.4
10.6460 10.450 -0.009 -0.t
11.201 11.139 -0.062 ~0.6
12. 044 11,943 =-0.100 -0.8
- 12.984 12.876 =-0.108 -0.3
14.052 13.915 -0.138 ~-1.6
15.172 15.004 ~0.168 ~1.1
16.354 16.163 -0.191 ~1.2
17.602 17.394 -0.208 -1.2
18.933 18.736 ~0.196 -t.0
20.396 20.192 =0.204" -1.0
22.065 21.799 » =0.266 -2
23.951 23.606 ~0.346 ~-1.4
26.007 25.592 0,415 ~1.6
28.218 27.782 ~0.436 -1.5

Initially, the level of benefits under a MUPS program would be relatively
small unless past service credits were granted by the system. For a number of
years, therefore, the average benefit paid by private pension plans would actually
decline. As the system matures, however, average pension benefits would begin to
increase significantly. As the baby boom approaches retirement age in the year
2010, average benefits would have increased over 7%. During the peak baby boom

retirement period (2020-2035) average benefits are predicted to be about 25%

greater than they would be without the Commission's recommendations.

Total benefits paid by funded private pension plans increase dramaticaily.
Private pension fund contributions increase by over 30%. initially and steadily grow
to an increase of over 60% by the end of the forecast period. The size of the
increase is due to the MUPS as well as the. extension of the working years and the
growth of the economy as a whole.

As more contributions are made to private employee pension plans, fund
balances continue to grow. By 1985 they would have increased by nearly
$60 billion, an increase of over 3%. By the year 2000 private pension funds would
have increased by an additional $300 billion, additional growth of about 11%. After
that time, fund balances are predicted to increase an additional 13-15% for the
duration of the forecast period. By the year 2040, Commission policies are
predicted to add an additional $1 triliion to private pension fund accounts.

Total benetits paid by funded private pension plans increase modestly at first,
but by the year 2000 have increased by 40%. The private pension payments
increase as the baby boom retires, peaking at an increase of 83% in the year 2035.
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TABLE 11

PRIVATE PENSION SYSTEM, PARTICIPANTS MALE TOTAL (MILLIONS)

BASE ALYERED* DIFFERENCE PERCENT

- CASE CASE ) DIFFERENCE

< z38
20.200 20.200 0.0 0.0
21.800 21.800 0.0 0.6
24.000 26.000 0.0 0.0
25.900 36.600 10.700 41.3
27.100 38.300 11,200 41.3
27.800 39.000 11,200 40.3
28.200 39.300 11,900 39.4
28.200 39.100 10.900 38.7
28.100 38.900 10.800 38.4
27.700 38.400 10.700 38.6
27.300 37.800 1 38.5
27.000 37.500 10.500 38.9%
27.000 37.500 19.500 38.9
27.300 37.900 10.600 38.8
27.300 38.000 10.700 39.2
27.100 37.700 10.600 39.1
26.800 37.500 10.700 39.9
26.800 37.400 10.606 39.6

TABLE 12
PRIVATE PENSION SYSTEM, PARTICIPANTS FEMALE TOTAL (MILLIONS

BASE - ALTERED DIFFERENCE PERCENT

CASE CASE - DIFFERENCE
7.800 7.800 6.0 0.0
9.50 9.500 6.0 0.0
11,20 11.20 0.0 0.0
12.40 20.60 8.200 66.1
14.40 24.20 $.800 68.1t
15.70 26.20 10.500 6.9
16.300 27.10 10.800 6.3
16.500 27.30 10.800 5.5
16.300 27.20 10.700 64.8
16.700 27.50 10.808 64.7
16.9 27.90 11.000 65.1
16.90 28.10 11,200 66.3
16.80 28.000 11.200 66.7

. 16.90 28.100 11,200 6.3
16.90 28.30 11.400 7.5
16.90 28.30 11.400 7.5.
16.80 28.20 $1.600 7.9
16.600 27.90 11,300 68.1
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TABLE 13 :

PRIVATE PENSION SYSTEM, PARTICXPANTS TOTAL (MILLIONS)

BASE ALTERED DIFFERENCE - PERCENT
CASE CASE DIFFERENCE
s=3
28.000 28.000 0.0 0.0
31.300 31,300 0.0 6.9
35.200 35.200 0.0 0.0
38.300 57.200 18,900 49.3
41.600 62.400 20,800 50.0
43.500 65.200 21.700 49.9
44,600 66.500 21.900 49.1
. 44.800 66.300 21.500 8.0
44.600 66,100 21.500 45.2
44.400 65.900 21.500 48.4
§4.100 65.700 21.600 49.0
43.900 65.600 21.700 49.4
43.900 65.500 21.600 49.2
44,100 66.008 21.900 49.7 -
44.200 66.300 22.100 50.0
44.000 66.100 22.100 50.2
43.600 65.600 22.000 50.5
43.400 65.200 21.800 50.2

TABLE 14

PRIVATE PENSION SYSTEM, NEW RETIREES WITH PENSIONS (MILLIONS)
BASE ALTERED DIFFERENCE PERCENT
CASE CASE DIFFERENCE

0.289 0.289 8.0 0.0
.323 0.323 0:0 0.0
.378 0.378 0.0 - © 0.0
418 0.672 0.254 60.8
417 0.670 0.253 66.7

0.400 8.633 0.233 58.3

0.396 0.593 0.197 49.7

0.461 0.628 0.167 36.2

0.555 0.752 0.197 ‘ 35.5

0.639 6.960 0.321 50.2

0.709 1.033 0.324 45.7
719 1.917 8.398 55.4
.650 1.083 0.433 66.6
.610 8.96% 0.359 58.9
.582 0.905 0.323 55.5 .
.658 0.934 0.276 41.9
.704 - 1.067 0.363 51.6
<696 1.093 0.397 . 87.0
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TABLE 15

PRIVATE PENSIUN SYSTEM, NEW RETIREES WITHOUT PENMSIOMS (MILLLONS
BASE ALTERED -  DIFFERENCE PERCENT
CASE CASE DIFFERENCE

0.18% 0.183 6.0 6.0
0.206 0.206 0.0 0.0
0.242 0.242 6.0 0.0
0.267 . 0.013 -0.254 -95.t
0.267 0.013 -0.254 -95.¢
0.256 0.013 ~0.243 -94.9%
0.253 0.012 -0.241% ~95.3
0.295 0.012 -0.283 ~95.9
0.355 0.015 ~0.340 -95.8
0.408 0.019 ~0.389 -95.3
0.433 6.021 -0.432 -95.4
0.460 - 0.022 -0.438 ~95.2
0.416 0.022 ~9.39¢ ~94.7
0.390 6.019 ~0.371 -95.1
0.372 0.9018 ~0.354 =-95.2
° 0.421 0.019 -0.402 -95.5
0.430 0.021 ~0.429 -95.3
0.443 0.022 -0.423 -95.1.
TABLE 16
PRIVATE PENSION SYSTEM, ALL RETIREES WITH PENSIONS (MILLIONS)
BASE ALTERED DIFFERENCE . _PERCENT
CASE CASE DIFFERENCE
4.918 4,918 . 0.0 0.0
4.867 4.867 0.0 0.0
4.983 4,983 9.0 2.0
5.009 5.964 0.953 19.1
5.303 7.366 2.061 38.9
5,483 8.338 2.855% S2.1
5.452 8.568 3.116 57.2
5.534 8.113 2.579 46.6
6.058 8.200 2.142 35.¢
7.028 9.197 2.169 30.9
8.128 10.703 2.575 31.7
9.038 12.216 3.178 35.2°
9.345 13.200 3.835 41.3
9.083 - " 13.185. 4.070 46.28
560 12.579 4.039 47.3
8.30¢ 11,867 3.566 43.0
8.629 11,993 3.364 T 39.0
9.049 12,634 3.583 39.6
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TABLE 17

PRIVATE PENSION SYSTEM, ALL RETIREES WITHOUT PEMSIONS (MILLIONS)

BASE ALTERED DIFFERENCE -
CASE CASE : € DI:EEgEzE

4.635 4.638 0.0

4.11% 4,114 e.0 00
3.729 3.729 0.0 0.0
3.332 2,164 ~1.168 -3501
3.393 1,155 ~2.238 -66.0
3.507 0.495 -3.012 -85.9
3.488 0.167 -3.321 ~98.2
3.540 0.158 -3.382 -95.5
3,375 0.164 =371 -95.8
4.493 0.387 -4.308 -95.8
5,199 0.217 -4.982 -95.8
5,780 0:247 -5.833 -95.7
3.976 0.263 ~5.713 -95.6
5.810 0.259 -3.581 -93.5
5.462 0.248 -5.216 -9575
5.309 0.233 -5.076 -95.%
5,318 0.239 ~5.279 .-95.7
8.787 0.253 -5.534 -93.6

TABLE 18

PRIVATE PENSION DEN!FIT,‘AVERAGE BENEPIT (1981 DOLLARS)

BASE . ALTERED DIFFPERENCE PERCENT
CASE CASE DIFFERENCE
1728.482 1728.482 0.9 0.0
2159.997 2159.947 0.0 9.8
2649.770 - 2649.770 0.0 0.0
3173.652 2826.938 ~346.693 =-10.9
3537.430 48.338 -589.112 -16.7
3794.709 139.718 ~634.990 -16.7
4068.035 613,650 -454.388 -11.2
4364.750 4269.012 ~95.738 ~2.2
4669.605 612,109 342.504 7.5
4948.859 770.067 821,187 16.6
5204.324 410,645 1206.320 23.2
5479.898 884.230 14064.332 25.6
5795.742 353.285 1557 .543 26.9
6169.734 7795.852 1626.117 26.4
6605.465 8186.156 1880.691 23.9
7143.906 614,371 1468.463 20.5
7733.266 180.508 1447, 242 :;.z

8312,242 9789.746 1477.504
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TABLE 19
PRIVATE PENSION BENEFIT, TOTAL BENEFITS (BILLIONS 1981 DOLLARS)
ALTERED DIFFERENCE PERCENT
CAsE EAsE DIFFERENCE _
8.496 8.496 0.9
10,516 10,514 8.0
13.197 13.197 0.0
15.897 16.860 0.963
18.767 21,712 2.545
20.806 26,356 5.551
22,184 30.963 8.779
240148 34.645 - 10,497
28.301 41.102 12.801
34977 53.072 13.298
42.310 63.610 26.300
49.522 84.091 34.569 69.2
56.167 97.062 42.895 79.2
56.055 102,536 46.501 83.0
56.413 102,971 46,358 82.5
59.321 102,233 42,914 72.3
66.722 110.108 43.386 65.0
75.218 123,683 48.463 64.4
TABLE 20 -

PRIVATE PENSION SYSTEM, TOTAL CONTRIBUTIONS (BILLIONS 1981 DOLLARS)
BASE ALTERED . DIFFERENCE PERCENT
CASE CASE DIFFERENCE

37.817 . 37.817 0.0 0.0
39.969 39.969 0.9 0.0
42.310 42310 0.0 9.9
45,539 60.303 14.764 32.4
48,380 65.627 16.747 34.3
52.316 71.536 19,220 36.7
39.218 . 61,587 21.769 5.7 .
42,990 66.816 23.827 55.4 -
45.803 71.706 25.903 6.6
43,080 75.992 27.962 38.2
50,202 80.221 30.019 59.3
2.44 84.431 31.983 61.0
55,602 89.340 33.739 60.7
33.472 95.306 35.834 60.3
63.172 101.499. 38.326 60.7
66.250 107,371 41,129 6201
€9.198 112714 43.518 62.9
72.782 118,227 43,444 62.4
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TOTAL 21
PRIVATE -PENSION SYSTEM, TOTAL FUND BALANCE (BILLIONS 1531 DOLLARS)
BASE ALTERED DIFFERENCE prbERCENT
ETTSZTISS/IETT =3sss3ssss 2 SSSE2SISTSETSIIZII=TITISIS
1970 - 925.969 925.969 0.0 0.0
1978 1182.605 1182.605 0.0 0.0
1980 : 1465.729 1665.729 0.0 0.0
1985 1781.403 1835.6 10 87.207 3.2
1990 2133.722 2269.791 . 136.068 6.4
19958 2529.844 2753.383 223.539 8.8
2000 2912.900 3230.743 317.846 10.9
2008 3329376 3751.436 422.062 12,7
2010 3790.518 £329.031 538.514 14,2
2015 $285.437 4943.215 657.777 15.3
2020 «808.316 5570.426 762.108 1518
2023 $360.140 6206.023 865,863 15.8
2030 - 5955 844 6859.383 903.539 15,2
2038 $621.023 7567.83% 946.812 1%.3
2040 7374.355 8376.410 1000.055 1376
2045 8220.371 9306.492 1086, 121 13,2
2050 9144.109 10349.539 1205.430 13,2
2085 10142559 11471.312 1328.75¢ 1304
TABLE 22
TOTAL OASDI BENEFICIARIES*
) BASE ALTERED ]
CASE CASE DIFFERENCE DIFFERENCE
197 X
197 1807 R 2.8 0.8
198 6.250 36.280 0.0 0.0
198 9.911 39.911 0.0 0.0
199 3.234 43.25¢ 0.9 0.0
199 45,620 45.660 0.040 0.1
200 67,175 67.197 0.022 8.0
200 48.953 48.349 -0.606 -2
201 52.206 50.425 -1.781 -3.4
201 . 56.995 53,957 ~3.038 -5.3
202 2,251 58.342 -3.90% '
202 6.836 62.668 -4.168 3
203 9. 102 65.566 -3.556 =3
2038 9.008 65.967 -3.061 3
204 7.503 64.838 -2:618 5
204 $.797 63.602 -3.195 4
203 7.65¢ 63, : o8
208 1 .880 -3.774 -5.6
.051 65.336 -3.718 ~34

*hpicc’_lu@ 1n millions ‘of people.

88-594 O—82——18
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TABLE 23 B
AVERAQGE OAST BENEFIT*
BASE ALTERED DIFFERENCE PERCENT
CASE CASE __DIFFERENCE
1970 ) 567.600 2567.600 0.0 0.0
1975 077.563 3077.363 .0 .0
1980 660,017 3660.017 0.0 . 0.0
1988 778.750 3790.938 12,138 0.3
1990 691.571 3733.561 41,989 1.1
1995 $78.767 3676.941 98.174 2.7
2000 99.32 3517.473 18,153 0.5
2005 521,396 3417.109 -104.288 -3,0
2010 §70.831 3626.545 -44.336 -1.2
2018 822.734 3953.094 130.359 . 3.4
2020 857.264 4114.156 256.892 6.7
2028 829.342 4172.698 343,353 9.0
2030 742.227 4148.602 §06.176 10.9
2038 624.506 4021.282 396.776 10.9
2040 583,255 3982.892 399.637 11.2
2045 $2.983 6034.674 381.491 10.4
2050 45.636 4353.602 507.966 13.2
2038 921.711 4539141 617.430 15.7
#Expressed in 1981 dollars.
TABLE 24
. AVERAGE DI BENEPIT #
BASE ALTERED DIFFERENCE PERCENT
CASE CASE - DIFFERENCE
. 1970 3702.954 3702.9%4 0.0
1978 4942.352 4942, 352 0.0 0.8
1980 5011.687 5011.687 0.9 8.0
1985 4821,656 4822. 168 0.512 0.0
1990 4334.930 4839.512 4.582 0.1
1995 4902.539 4872.570 -29.969 -0.6
2000 5032.887 5039.871 7.004 0.1
2008 5172.262 3204.090 31.848 0.6
2910 3319.797 5366.195 . 46.398 0.9
2015 8494, 145 5555.316 61,172 [IX1
2020 3683. 121 8744.281 61,160 1.1
2028 5378.402 5942, 957 .64.558 1.1
2036 6074.797 6141,656 66.359 $.1
2038 6269.937 6336.668 66.730 1.4
2040 6476.957 6542.711 65,754 1.0
2045 6682.121 6749.928 67.867 1.0
2030 6869.828 6951.871 82,043 1.2
2055 7049.371 7145.023 95.652 L1
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TABLE Z5

TOTAL  OAST PAYMENTS*
BASE ALTERED DIFFERENCE PERCENT
CASE CASE DIFFERENCE
IzsszzTase=s
1970 49.528 49.528 0. 0.0
1975 69.331 69.331 0. 0.8
1980 95,932 95.952 0. 0.0
1985 112.285 112.617 0.363 0.3
1990 120.838 122,212 1.374 N
1995 123.747 125,939 2192 1.8
2000 123.360 119.718 -3.642 -3.0
2005 127147 116,223 -10.92¢ -8.6
2010 141.623 126,843 -14.779 -10.4
2018 ) 163,958 149.514 -16.443 ~8.8
2020 183,396 172,431 -12.963 -7.0
2025 202741 194,107 -8.63¢ -4.3
2030 207.599 207.295- -0.306 -0.1
2038 200.347 203,154 2.209 1.1
2040 192.072 195,976 3,904 2.0
2045 192.366 191,417 ~1.250 ~0.6
2050 205.738 207.004 1.216 0.6
2055 215,414 222.741 7.329 £
*Expressed in billtons of 1981 dollars.
TABLE 26
TOTAL DI PAYMENTS* ] .
BASE ALTERED °  DIFPERENCE PERCENT
CASE CASE DIFFERENCE
197 7.624 7.624 0.0 0.0
197 18,414 18,414 0.0 0.0
198 22,633 22.633 6.0 0.0
198 23.041 23.043 0.002 0.6
199 24.553 26.576 - 0.0238 0.1
199 22.102 28.724 1,622 6.0
200 1762 38.049 6.287 19.8
200 36.865 44.842 7.977 2156
201 41,034 51170 10,137 26.7
201 43.832 55.596 11,764 26.8
202 44,742 53,113 13.371 2909
202 44.060 57.962 13,901 $1.6
203 44393 . 56,851 12.439 2801
203 46.099 38.503 12,404 26.9
204 50.476 62.657 12,181 240t
204 83.510 68.191 14,481 27.4
208 54.724 70.602 15,878 -29.0
2058 55,718 71.770 16,056 258

*Expressed in billions. of 1981 dollars.
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TABLE 22
TOTAL OASDI PAYMENTS *

BASE ALTERED DIFFERENCE  PERCENT

N CASE CASE DIFFERENCE
57.152 57.152 0.0 2.0
}g;g 87.745 87.745 0.0 0.0
1980 118.585 118.585 s.0 R 0.0
1985 135.295 135.660 0.364% 0.3
1990 - T 145,391 146.788 1.397 50
1995 150.847 154.663 3.816 2.5
20400 155,122 . 157.767 2.645 .7
2005 166.012 161.065 -2.9647 -8
2010 182.658 178.014 -4.64% ~2.5
2015 207.783 205.110 -2.677 -1.3
2020 230.138 230.54% 0.406 0.2
2025 246.801 252.06% 5.268 2.1
2030 251.991 264.146 12.155 4.8
2035 267,047 261.660 14.613 5.9
2040 2642.548 258.633 16.086 6.;6_
2045 245.876 259.307 13.43¢ 5.5
2050 - 260.512 277.606 17.094 gg

2055 271.126 294,511 23.385_
#*Expressed in billions of 1981 dollars. .

While private pension participants increase under the Commission's proposals,
beneficiaries of the Social Security (OASDI) System actually are decreased due to
the retirement age policy. This decrease becomes significant by the year 2005 and
peaks at about a 6 percent decline in beneficiaries by the year 2020.

‘As a result of the decline in beneficiaries, total OASI (Old Age and Survivors)
payments decline significantly, the largest decline coming by the year 2010. After
that time, however, increased economic growth and labor force input into the
economy lessen the decrease; and by 2035, the total payments actually begin to be
higher than the base case.

The simulations also show that increases in disability- benefits (DI) tend to
offset some of the decreased OASI payments. Disability rates among older workers
are relatively high, and increased disability payments should be expected to result
from a policy to increase the age of eligibility for OASI benefits.

Total OASDI payments, however, decline for approximately a twenty year
period starting shortly after the turn of the century until about 2020. After that
time, total payments increase due to the increase in average OASI benefits
resulting from increased labor input, wages, and economic growth.
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Tax Reductions and the Commission's Proposals

Curcrently, Congress and the Administration are proposing various measures
to reduce individual and business taxes. Stated objectives of these proposals
include the increase in personal savings and investment funds.

The Commission has proposed tax cuts that are comparable to those of the
administration. As the following tables show, combining a tax reduction with a
MUPS and the Commission's retirement age policies is a much more effective way
of increasing savings and investment. than implementing the Commission's tax
reduction by itself. .

Initially, the MUPS and tax programs combine to provide an initial boost to
private savings that is about $20 billion in 1985 (in 1981 dollars). The tax program
alone is estimated to increase savings about $1.6 billion in 1985. The increase in
investment in 1985 is about $3 billion (or about 40 percent) greater under the
Commission's propesals-than-under the Commission's tax cut alone.

In the later years the differences in both savings and investment continue to
increase. Under the Commission's tax cut alone, savings increases by only $0.2
billion in the year 2000 and $3.2 billion in the year 2020. Under the full set of the
Commission's proposals, savings increases by over $47 billion in the year 2000 and
$100 billion in the year 2020, the latter being 30 times as great as under the tax
cut alone. ‘ .

Investment also is much greater under the Commission's combined approach
than under the tax cut alone. More than four times as rmuch ($43- billion) is
invested in the year 2000 and more than six times as much ($108 billion) in the year
2020. .

In addition to these positive macroeconomic effects, of course, the Commis-
sion's proposals also provide for a greater availability of savings' for retirement
purposes. Under the Commission's program, a large portion of the additional
savings would be set aside to alleviate the retirement income crisis that will exist
as the post World War II Baby Boom enters retirement.



Year

1985

1990
2000
2010
2020
2030
2040
2050

218

TABLE 28

Increased Gross Private Savings Due to Tax Reductions
and Other Commission Policies

Tax Reduction with MUPS

Tax Reduction Alone and Retirement Age Policy
Increased Saving* Increased Saving*
1.6 ’ 19.6
1.2 26.2
0.2 . k6.6
1.6 . 68.6
3.2 99.5
5.1 . 135.2
8.6 175.9
10.8 ) ) 222.5

* Billions of 1981 dollars. This includes business and personal savings.
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TABLE 29

Increased Investment Due to Tax Reductions
and Other Commission Policies

Tax Reduction with MUPS

Tax Reduction Alone and Retirement Policy
Year Increased Investment* Increased Investment*
1985 7.5 ) 10.8
1990 .8.1 ' 13.9
2000 10.3 ° 42.9
2010 ‘ 13.9 . 72.2
2020 17.2 ’ 107.3
2030. -20.8 ) 133.4
2040 ) 26.7 173.1
2050 33.1 239.2

* Billions of 1981 dollars.
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Appendix

Assumptions Used in the Simulations

1. MUPS Simulations

a. - Peérsons not covered by a pension plan may be covered by a MUPS,
according to proportions obtained from the PCPP MUPS microsimula-
tion model.

b. The MUPS is a 3 percent defined contribution plan covering all persons
25 years of age and over, with one year's ténure and 1,000 hours of
service. Vesting is full and immediate upon participation:
Benefits/contributions are fully portable.

c. The presence of a MUPS causes an increase in expected pension
benefits for other pension recipients of 19 percent. This estimate is’
based on PCPP MUPS microsimulation model.

d. The average number of year's tenure for some one solely in a MUPS at
retirement is 35 years. .

e. MUPS participants earn the average wage in their age/sex groups.

f. 89 percent of all new pension contiributions represent new private
savings. This estimate is based on Professor Mordecai Kurz's work for
the Commission using the Pension and Savings Household Survey. His
final report is entitled "The Effects of Social Security and Private
Pensions on Family Savings." .

2. Delayed Retirement Simulation .

In order to implement the delayed retirement simulation, indices of probabi-
lity-of-new-retirement arrays were moved up by an amount IDEC:

0 if before 1990

IDEC = YEAR - 1989 if 1990-2012
4 , rounded to the nearest integar

3 otherwise

‘Additionally, the social security section of the model keeps track of the
maximum age for disability eligibility. In the base case, it is 61; in the delayed
retirement case, it increases with the minimum age to qualify for retirement
benefits.

Labor force participation rates' indices are.moved to correspond to the
change to retirement behavior.
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Tax Simulations

a.

Year

1982
1983

1984 °
1985-

b.

Year

1982
1983
1984

1985-

Corporate Tax Collections

Corporate tax revenues decrease due to the deductibility of MUPS
contributions. The tax revenue changes cited in Table 23 of the PCPP
Final Report were adjusted as follows:

Capital
Nominal cel Real Price Index Estimates
(1972=1.0)
S 4.4 2.385 1.84 .75 3.22
7.4 2.595 2.85 1.92 5.47
10.5 2.798 3.75 2.05 7.69
2055 1984 changes are applied proportionately to all future

corporate tax rates.

Deductibility of Social Security Contributions

The effective tax rate on personal income is decreased in 1982
sufficiently to decrease income tax revenues $25.6 billion as shown in
table 21 of the PCPP Final Report. In the simulation we adjust tax
rates to decrease revenues $22.6 billion ($25.6 billion deflated to 1972
real dollars then inflated by the exogenous price of labor). The adjusted
tax rate remains in effect in all future years.

Favorable Treatment of Retirement Savings

The effective tax rate is decreased (in addition to the change
from Social Security Deductibility) as follows: E

Labor
Nominal CPI1 Real Price Index Estimates
(1972=1.0)
$ 10.0 2.385 4.2 2.11 8.86
12.1 2.595 4.7 2.26 10.62
14.1 2.798 5.0 2.41 12.14
2055 1984 changes are applied proportlonately to all future labor

income tax bases.

Figures for nominal tax losses were obtamed from Treasury estimates

done for the Commission.

d.

Taxation of Social Security Benefits

All social security benefits of the previous year are taxed
beginning in 1982. The tax is phased in -- initially it is 1/15 of the
marginal tax rate (set at 10 percent) and it increases in equal
increments until it equals the marginal tax rate in 1996.



Changes in the Social Security Tax Rate -

The 1985 payroll tax increase is implemented in 1982,

Phase Out of the Retirement Earnings Test

The effect of the earnings test is phased out in equal increments.
In 1982 we eliminate 1/15 of ali earnings test effects. In each
succeeding year we eliminate an additional 1/15 of earnings test effects
until all effects disappear in 1996. Hours worked for all 65-71 year olds
increases 9.2 percent when the test is fully phased out. This estimate is
consistent with the analysis of Gordon and Schoeplein in their Social
Security Bulletin article of 1979. Social Security benefits are increased
by 2.65 percent upon full phase out. We obtain this estimate of a 2.65
percent increase when the earnings test is eliminated by dividing $2.!
billion (the OASI Actuary's estimate of the cost of the earnings test) by
$79.2 billion, an estimate of OASDI benefits paid in 1978.

Federal Government Expenditures

Federal government expenditures were reduced by an amount
equal to the Commission's tax reductions. The government deficit,
therefore, would not be changed directly by the tax policies.

Savings

In the basic H-J-A model, savings is "endogenous", that is, it is a
function of other variables in the model. (Savings is a function of
income, income transfers and consumption.) When corporate and
individual taxes are changed, total savings changes in response.
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September 15, 1981

The Honorable John Heinz

Senate Select Committee on Aging
Senate Office Building

Room G-233
Washington, DC , 20510

Dear Senator Heinz:

The enclosed Paper, Retirement Income Policy: A State's Interest
in Federal Policy Decisions (2 pages) reflects in important ways
the partnership which we in positions of State responsibility
share with your Committee regarding wise Policy choices as they
affect the economic well being of those citizens who are elders.
Accordingly, I am taking the opportunity to offer the summary
thoughts therein expressed as testimony to the Senate Select Com-
mittee in connection with your Hearing on thé vital topic, Retire-
ment Income Policy.

We will look forward, at the Department of Elder Affairs, to
receiving shared information on developments affecting, or which
may affect our older citizens in this regard.

With personal best wishes for a fruitful session.

Very truly yours,

Thomas H.D. Mah
Secretary

Department of Elder Affairs

THDM:mf

Attachment:

u442/flrlh VJZMJacﬁZJrﬂﬁ
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RETIREMENT INCOME POLICY: A STATE'S INTEREST

IN FEDERAL POLICY DECISIONS

Adequacy of retirement income has for many years been a key component of our
piloneering and still growing committment, in the Commonwealth of Massachusetts,
to foster all key elements making the life of its older citizenry more worth
1iving, as secure as possible, and butressed where need be by services to the
elderly.

e

Adequacy of retirement income, now more than ever before, is recognized as
the principal means most elders require to retain their independence and to pro-
mote the creativity in action and freedom in spirit without which the later years
can become of so much less value, cheating some elders of the full measure long
life can bring. In developing a full response to the need for income in later
years, adequate both to the adjustments of aging and to sustaining the promises
inherent in life itself, the Department of Elder Affairs has played a leadership
role in exploring the several sources from which such income may be derived.

The Elder Service Corps, while not primarily an income producing Program,
nevertheless combines providing services where other elders benefit, with reward-
ing the Corps volunteers doubly, through the satisfaction of giving their time
and effort and by a stipend, received free from tax liability. Similarly,Senior
Aides across the Commonwealth, themselves eligible for part time employment due
to income levels below a specified maximum, earn a worthwhile addition to that
income, plus benefits, and do work which has its direct satisfactions and.leads
on, for many each year, to placements with higher earnings.

Elder employment has become a companion focus of Departmental effort. And,
whereas promotion of this objective 1s clearly an income related onme, the record
and policy thrust of our emphasis on Older Worker Employment has been the subject
of other recent Testimony prepared for the Senate Select Committee on Aging.

Hence the balance of this present look at Retirement Income Policy alternatives
will center on the three major income sources which traditionally mix together and
constitute, at least for most retirees, the basis of retirement income, adequate
or not.

These three are of course Social Security,. Pensions and individual savings.
And at this point it should be pointed out that, whereas an individual State
retains primacy in the wish to provide economic security for all elder citizens
within its borders, the whole panoply of the national economy, the business cycle
and Federal policy making bear in upon the attainment of a balance sought for
our own expanding elder population. It is the complexity of interposed forces
affecting, or potentially affecting both equity and adequacy in retiree income
which calls for our utmost, in applied wisdom, forebearance and rationality,
when considering and deciding among the policy alternatives which will affect or
govern the dispensation of these crucial income amounts.

As both a leading State in this field and (as are all fifty) as one of many,"
we commend a recent New York State Task Force report, entitled Keeping Social
Security Strong - Analysis and Recommendations. Our reading finds the analysis
to be offered with dispassion and the general conclusions and recommendations
ones which fit a desireable pattern of reasonableness. With wise counsel guiding
present Social Security policy decision making, it will be easier to negotiate
the shoals still to be encountered in the Pensions area and to rebuild habits of
thrift and Institutions for the thrifty, to complete a sound triad on which to base
policy and to which added income amounts may accrue to individuals, through in-
itiative and by modifications of the Social Security earnings test requirements.
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Indicators from the recent census as well as authoritative analysis of the
Pension Industry itself tell a story of continuous slow growth in coverage of
the work force. Still, however, glaring exceptions to the general rule exist
for particular groups and populations. Women,Minority Group members and persons
employed in Small Business stand out as needful participants. Further, coverage
is not the same as vesting; periods shorter than ten years need to be considered
and adopted, and provisions need to be made for portability of earned pension
credits by individuals changing jobs.

The most authoritative and comprehensive study of Pension needs and further
reform options is still that done by the President's Cosmission on Pension Policy.
Presidential Commissions have, by their nature and traditiom, a bipartisan charac~
ter, and these recommendations should be carefully reviewed by the Congress so
that the best reasoned proposals have an opportunity for public scrutiny and
legislative acceptance or rejection.

Finally, no objective survey of the broad Pension landscape in our Country
should overlook the fact that there are still living "Pension Losers", persons
who fell "between the cracks" at the time of ERISA%, We believe in Massachusetts
that the Nation's committments to the safety and general well being of two groups,
those who work diligently at their jobs and those who are aged following such
work life, that this national pledge is of such a character as to disallow a
cohort of American elders to remain locked out of the benefit’ closet. We would
hope to see the remaining Pension "Losers' provided for by legislative actiom.

Savings in an era of inflation remains a tricky topic; yet new tax incentives
promise a reversal of the picture, particularly insofar as earmarked savings for
retirement are concerned. Our own task will be to inform our citizens of ,the
programs now open for individual participation and to participate with you in
a spirit of partnership in the inflation taming work you have undertaken. Cost
containment also, particularly in the arcas where medical and other elder expend-
itures are made, will remain a part of your concern in which we well retain spe-
cial interest.

* The Employee Retirement Income Security Act of 1974
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38 1szaanqy u£awr6 Boston, Mass. 02411

Epwarp J. King
GOVERNOR

Tromas H. D. MarONEY, PHD.
SECRETARY - September 23, 1981

Senator John Heinz
Senate Special Committee on Aging

Room G-233
Dirksen Senate Office Building
Washington, D.C. 20510 .

Dear Senator Heinz:

I commend your committee on the occasion of its all-important hearing on*
Social Security refofm and retirement income policy and submit the enclosed
testimony, which we would like you to consider as part of your records, as a
summation of the concerns of elders here in Massachusetts.

Social Security benefits are a principal source of income for a substantial
number of low income and retired elderly individuals currently residing in the
Commonwealtli. Consequently, the Department has beén closely following the pro-
gress of your committee in its efforts to resolve the immediate and long range
problems currently confronting the system; as well as the committee's efforts to
restore public confidence in the future of social security programs.

I look forward to receiving the results of your committee's hearing and
welcome any available information and schedules 'of future hearings called by
your committee.on aging. ) .

Sincerely,

////"/17%?//" v zm‘

homas H.D. Mahoney, - Ph.D.
Secretary of Elder Affai

THDM/GFM: fa
Enclosure
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SOCIAL SECURITY REFORM AND RETIREMENT INCOME POLICY

As Secretary of the Massachusetts Depattment of Elder Affairs, I welcome this
opportunity to share our long experience with your Committee on Aging. Our exper-
jence, as you no doubt are aware is derived from working on many ]eve]s with b]der
persons‘throughout the Commonwealth, as the first legislatively constituted State
Agency on Aging in the Nation.

Social Security Reform and Retirement Income Policy is a subject which we
live with each and every day in our own attempt to come to grips with the proposed
cuts. As such,we are striving to determine the percentage of low income elderly
who are expected to be adversely affected by proposals to end the $122 monthly
minimum benefit, eliminate the $255 lump sum death benefit for beneficiaries without
sﬁrvivors_and making it harder to qualify for disability assistance.

We are told that the national average benefit for women receiviné Social
Security is only $2,216.00 annually and that additionally 50% of all older women
have median incomes below the poverty level.

Whereas, Social Security Reform affects more than the elderly. I believe that
any viable solution to the current crisis in the Social Security System must
Edequately consider all those members of society who currently participate in the
system. Yet, special consideration must be given to those current beneficiaries
who most obviously will be gravely qffected by any reduction in the current levels
of benefits; those beneficiaries who are currently at, near or below, the poverty
level with no alternate pension pian. Such a list includes older women,”older
minorities and low income and disabled elderly in general.

For example, agéd women are expectgd to suffer if minimum benefits are cut,
since many older women have been intermittent workers at low wages over their
lifetime. These older women currently meet all the Social Security requirements
for primary benefits but due to theif high number of years out of the labor force
{as home makers),.their computed‘benefits will be considerably lower than the

current $122 monthly minimum benefit.
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Aged minorities are also expected to be hard hit by cuts in the minimum
benefits as wel) ;s by the proposals to increase the retirment age. The average
1ife expectancy for Native Americans is estimated to be approximately 55 and that
of blacks ranges from 59.7 to 65, compared to 70 and above for nonminorities.

Figures supplied by the National Health Institute indicate that proposals
to increase the early retirement age to 65 or regular retirement to 68 would
", ..cut total Social Security benefits..." to Native Americans and those low

" income elderly blacks with Tower 1ife expectancy.

As Secretary of the Department of Elder Affairs in Massachusetts, I am
vigorously opposed to any effort to reduce the hard-earned Social Security
benefits of those low income older and disabled persons who have earned the
right to retire under current law. We must not‘ignore the a]]-import;nt role
tha% Social Security benefits have played and continue %o play in the lives of
millions of poor, disabled and elderly Americans.

As you and your committee members continue to examine the myriad of options
necessary to preserve the finaﬁcial and moyh] integrity of the current Social

" Security system, I implore you to be especially cognizant of the needs of those
low income elderly, women, minority and -disabled Social Security beneficiaries,
who depend for their daily sustenance on that system, since they have no other

source of income.
N

O




