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I. THE SOCIAL SECURITY PROGRAM AND ITS FINANCING

The words “‘social security”” are used in different senses to describe
a variety of programs. The most common understanding of the term,
however, is as an identification for those Federal programs which
ﬁ;ovide retirement, survivors, and disability insurance bencfits

anced from an earmarked gayroll tax which is referred to as the
social security tax. More than 33 million peOﬁle are currently receiving
social security benefits. The average monthly benefits are $234 for
re.téred workers alone, $262 for disabled workers, and $223 for aged
widows.

About 108 million workers, and their employers, will pay social
security taxes this year. The social security payroll tax paid by
employers, employees, and self-employed persons is a composite of
three separate tax rates supporting: (1) the old-age and survivors
insurance program (OASI); &S) the disability insurance program (DI);
and the hospital insurance program (HI or part A of medicare). (Part
B of medicare or supplementary medical insurance is also considered
a ‘“social security program” but is financed from premiums and
general funds rather than from payroll taxes.)

Each of the three components of the overall social security tax—
OASI, DI, and HI—has a separate trust fund which receives all of
the taxes generated by its portion of the overall tax and which can
use those funds only to operate its own program. For convenience, the
two cash benefit programs OASI and DI are frequently considered
together. In this document, except where otherwise specified, refer-
ences to social security financing will include the OASI and DI systems

combined and will exclude th.. HI system.
How the Program is Financed

Taz rates.—The social security program is financed by a tax on
earnings paid by employees, employers and the self-employed. The

schedule of taxes in present law is shown in the following table:

TABLE 1.—-SOCIAL SECURITY TAX RATES

‘[In percent]
Employee-employer, each Seif-employment
Cash  Hospital Cash  Hospital

Year benefits insurance Total benefits insurance Total
1977...... 4,95 0.9 5.85 7.0 0.9 7.9
1978-80. . 4,95 1.1 6.05 7.0 1.1 8.1
%ggé_—BS. . 4,95 1.35 6.30 7.0 135 835

2010.... 495 15 645 7.0 1.5 8.5
2011 and

after.... 5.95 15 7.45 7.0 1.5 8.5

(3)
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The tax base.—For 1977 the tax applies to the first $16,500 of an
individual's earnings and for 1978 the amount will rise to $17,700. In
future years the amount of earnings taxed will rise depending on tle
rise in average earnings from year to year. The estimates in the 1977
;eﬁort of the Trustees indicate that the taxable amount will rise as
o

ows:
TABLE 2,—SOCIAL SECURITY TAX BASE

Taxable earnings

Year:
1979.......0 v Cereenes e e e ere e b ereees $18,900
1980.......... R, N ererernes Cerreene 20,400
3 Cerrereenens ... 21,900

*The 1977 reports of the Board of Trustees show that the OASI and
DI trust funds will be depleted in the very near future unless additional
financing is provided through changes in the law and that the annual
deficits will grow each year in the future.

Long-term deficit.—Qver the 75-year period covered by the long-term
actuarial cost estimates, the OASDI taxes provided under present law
are estimated to provide income averaging 10.99 percent of taxable
payroll while the benefits authorized are estimated to have an average
cost of 19.19 percent of taxable payroll. The deficit of 8.20 percent of
taxable payroll is about $66 billion per year at present payroll lovels.
(Eﬂ'e;:tive taxable payroll is estimated at about $803 billion for this
year.

‘Short-term deficit.—In the short-terr, the estimates indicate that the
OASI program will run out of funds about 1983 and that the DI pro-
gram will exhaust its reserves early in 1979. A more detailed discussion
of the deficits appears in the material which follows.

Changes over time.—The situation depicted in the 1977 report of the
Trustees is in marked contrast to the situation shown by the estimates
made in 1972 when the last major changes in that program were
adopted. The actuarial estimates made at that time showed that the
program was in exact actuarial balance, that is long-term income
equaled long-term outgo. The steadily deteriorating conditions which
have existed from that time result in the short-run from the interac-
tion of the economy on benefit payments and income. In the long-run,
the effect of short-term conditions on long-term projections combined
with the effects of changes in economic and demographic assumptions,
have resulted in increases in the estimated cost of the program in
relation to the anticipated income.

The Social Security Benefit Structure

The primary insurance amount.—Under the present law, cash bene-
fits for an individual are based on a Primary Insurance Amount (PIA)
which is arrived at by determining a worker’s average monthly earn-
ings (AME). AME is, broadly speaking, total earnings (minus 5 years
of lowest earnings) under social security divided by the number of
months (minus 60) between 1950 (or attainment of afze 22, if later) and
the earliest of (1) attainment of age 62, (2) onset of disability, or (3)
death. The PIA is determined from the AME by reference to a table
which is included in the Social Security Act and which determines the
gaymcnts to people en the rolls ond those who become entitled to

enefits. The tables in the law for May 1977 and for June 1977 (when
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259 J)ercent cost-of-living increase became effective) can be approxi- .
mated by the following formulas:

TABLE 3.—SOCIAL SECURITY BENEFIT FORMULA—MAY 1977

Benefit as
percent of
average

Formula: . monthly
137.77 percent of first $110 of average monthly earnings

earnings, but not less than $107.90 ... .(at least 137
$151.55 plus 50.1 percent of average monthly
earnings above $110 and not more than $400..,. 137-74
$296.84 plus 46.82 @ercent of average monthly
earnings above $400 and not more than $550.... 74-67
$367.07 plus 55.05 @ercent of average monthly
earnings above $550 and not more than $650*.. 67-65
$422.12 plus 30.61 d)ercent of average monthly
earnings above $650 and not more than $750.... 65-60
$452.73 plus 25.51 &ercent of average monthly
earnings above $750 and not more than $1,000..  60-52
$516.51 plus 22,98 8ercent of average monthly
earnings above $1,000 and not morethan $1,175.  52-47
$556.73 plus 21.28 9ercent of average monthly
earnings above $1,175 and not more fhan T1,275. 47-45
$578.00 plus 20 {/)ercent of average monthly earn-

ings above $1,275 and not more than $1,375.... 45-43
*This is the last step in the formula used for men who retire at age 65 in 1977,

TABLE 4.—SOCIAL SECURITY BENEFIT FORMULA—

JUNE 1977
! Benefit as
' percent of
average
monthly
Formula: earnings
145.9 percent of first $110 of average monthlgl earn-
ings, but not less than $114.30........... at least) 146

$160.49 plus 53.06 percent of average monthly earn-

ings above $110 and not more than $400.......... 146-79
$314.36 plus 49.58 percent of average monthly earn-

ings above $400 and not more than $550.......... 79-71
$388.73 plus 583 8ercent of average monthly

earnings above $550 and not inore than $650*.... 71-69
$447.03 plus 32.42 percent of average monthly earn-

ings above 3650 and not more than $750.......... 69-64
$479.45 plus 27.02 percent of average monthly earn-

ings above $750 and not more than $1,000........ 64-55
$546.99 plus 24.34 percent of average monthly earn-

|n85 above $1,000 and not more than $1,175...... 55-50
$589.58 plus 22.54 7percent of average monthly

earnings above $1,175 and not more than $1,275.. 50-48
$612.12 plus 21.18 percent of average monthly earn-

ings above $1,275 and not more than $1,375...... 48-46

*This is the last step in the formula used for men who retire at age 65 in 1977.
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Automatic cost-of-living increases.—Existing law calls for automatic
cost-of-living increases in benefits effective each June and for increases
in the tax base each January (assuming that the Consumer Price
Index rises by at least 3 percent). Each benefit increase is put into
effect by a revision of the table in the law. Thus, each increase applies
not only to people entitled to benefits for the month the increase is
effective but also to everyone who will become entitled to benefits in
the future. For example, because of the rise in the CPI between the
first quarter of 1976 and the first iuarter of 1977, benefits for June 1977
will be increased by 5.9 percent. As a result, ench of the ercentages in
the benefit formula will be increased by 6.9 percent—the 137.77 per-
cent factor becomes 145.9, the minimum PIA becomes $114.30 and so
on until the 20 gercent factor becomes 21.18 percent. A further expan-
sion of the table will take place the following January when the
maximum amount of earnings taxable rises to $17,700. This will cause
a new last step to be added : $633.30 plus 20 percent of average monthly
earnings above $1,375 and not more than $1,475. Much of the esti-
mated long-term deficit results from the fact that these modifications
in the benefit formula apply to benefits which will be awarded in the
future as well as to the benefits paid to people on the benefit rolls
on the effective date.

Relationship between benefit formula and the deficit.—The automatic
“cost-of-living” benefit increase mechanism incorporated into the
social security program by the 1972 amendments which had been
recommended as a way to make benefits inflation proof operates
exactly as intended for persons on the benefit rolls. Once the initial
benefit has been established, it is periodically increased by a percentage
which restores its original purchasing power according to the official
g(z(o)wl')(}lsnmental index of purchasing power—the Consumer Price Index

The ““cost-of-living”’ adjustment raechanism, however, also increases
the percentages in the formula for determining initial benefits in the
future. Future benefits however, are based on earnings which rise, in

art, as the result of increases in prices. Thus, wages which were
increased to take account of rising prices are multiplied by a benefit
formula which was also increased to take account of the same increase
in prices.

For an example of how benefits are increased under present pro-
cedures, assume a program with a benefit equal to 50 percent of wages.
In such a program wages of $100 would produce a benefit of $50. If
wages and prices both rise by 10 percent, the individual who is on the
benefit rolls will have his benefit increased to $55 and the person who
is still working will have his $100 wage increased to $110. If the benefit
formula is left unchanged, both individuals would qualify for a $55
benefit. But under present procedures the benefit formula is also
increased to 55 percent and the person who will retire in the future
with wages increased from $100 to $110 will get a benefit of $60.50.

Under any reascnable projection of future economic conditions,
benefit levels determined by the present-law mechanism will be much
higher than what is necessary to simply adjust for inflation and will
represent an ever-increasing percentage of the new retiree’s wages in
the year before he retires. For significant numbers of workers, the
benefits payable just after retirement would approach—and in many
cases exceed—their wage levels immediately Y)efore retirement,.

Eid
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Under this existing automatic increase mechanism, the annual costs
of the Frogram are estimated to grow from their present level of 11 per-
cent ol taxable wages to over 12 If)ercent by 1990, about 14 percent by
2000, and 27 percent by 2050. If, however, the law were changed so
that the automatic cost-of-living adjustment mechanism were used
only to keep benefits inflation-proof after a person comes on the rolls
and not to provide a constvant(liy increasing level of initial benefits, the
situation would be changed drastically. In place of an increasingly
costly program, the costs of the program as a percent of payroll would
actually decline. The average long-range costs of the program which
are now 19.2 percent of payroll woultf be reduced to 7.2 percent of
payroll—or 3.8 percent less than the revenues which present tax
schedules will generate.

Thus, ‘‘decoupling” the automatic cost-of-living mechanism from
the formula for determining initial benefits so that it operates only to
increase benefits after an individual comes on the rolls would solve the
long-range deficit entirely and would, in fact, leave a very substantial
long-range surplus. However, it would then be necessary to consider
the adequacy of the initial benefits' determined under the present-
law formula in the absence of future automatic increases, and to deter-
mine what other changes, if any, are appropriate.

Measures of benefit aJequacy.——There is no accepted measure of
what constitutes an adequate level of social security benefits. Whether
social security benefits are adequate or not is a value judgment. There
is, however, general agreement that once a benefit has been awarded

~ the purchasing power of the initial benefit should be maintained.

A convenient benchmark for measuring the adequacy of initial benefits
in the absence of any absolute standard is the currently prevailing
level of benefits. Measured against this benchmark, a proposed new
benefit formula will either increase, decrease, or maintain the level of
adequacy now existing for persons retiring at the present time. Even
so, two different types of “adequacy’” can be described. In terms of
gurchasing power, present levels of adequacy are maintained if future

enefits are sufficiently hiﬁher than today’s benefits for similar workers
to offset the impact of inflation.

An aliernative measure of adequacy is the percentage of pre-
retirement earnings which the initia(ll benefit represents—the “‘replace-
ment rate.” Since wages tend to rise faster than prices over the long-
run, a new benefit formula which maintains adequacy in terms of
purchasing power may still fall short of maintaining adequacy in
terms of replacement rates. )

It should be emphasized that there is-no method of determining
what ‘““the replacement rate” is under the existing system or any pro-
posed modifications of it. There are in fact many different replacement
rates depending on the individual’s level and pattern of earnings and
on what base is chosen to measure replacement against. Similarly,
there is no single “level of purchasing power” for initial social security
benefits today but a wide range of purchasing power depending upon
what each worker qualifies for on the basis of his past work history.
For convenience, the actuaries of the Administration compute certain .
replacement rates and benefit levels for theoretical workers at low,
average, and maximum eaming:s, assuming them to have steadily
rising wage levels over their working lifetime, and applying the result
against their agsumed earnings in the year before retirement. A study
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done by the Hsiao panel for the Conﬁressioqal Research Service
demonstrates that these theoretical models do-not bear any great
resemblance to ti'y ical wage patterns of actual workers.

The variety of different replacement rates possible depending upon
such factors as work history and family composition is illustrated by
table 5 belew. This table shows the replacement ratios for workers
who have averagc monthly wages at various levels, The examples
shown are based on retired workers whose final earnings are 66%
percent higher than their average mont.hllylvl earnings and disabled
workers whose final earnings are 25 percent higher than their average

monthly earnings.

TABLE 5.—SOCIAL SECURITY REPLACEMENT RATIOS, AGED
RETIRED WORKER, YOUNG DISABLED WORKER, AND THEIR
FAMILIES, JANUARY 1977 BENEFIT RATES

[In percent]

Replacement ratio—Highest earnings equal to:

13 AME—Retired 1.25 (AME)—Young disabled
worker worker
Average monthly Family
earnings (AME) Alone With wife Alone With wife maximum
Upto $110, at
least.......... 83 127 110 165 164
$400............ 44 67 59 89 107
550............ 40 60 53 89 97
650!........... 39 58 52 78 91
750............ 36 54 48 72 85
1,000.......... 31 46 41 63 72
1,175.......... 28 43 38 57 66
$1,275.......... 27 41 36 54 63

! Retirement benefits based on earnings in excess of $650 are not ordinarily
payable until after 1977.

The choice of what change, if any, to make in the way in which
benefits are computed under the social security system will depend on
a judgment as to the extent to which it is desirable to maintain or
increase adequacy under the system as measured in terms of purchas-
ing power and replacement rates and as to how much of the desired
adequacy can be accommodated within the funding that can be made
available. A number of possibilities exist. Some of the more widely
discussed proEosals are described elsewhere in this print. The following
table shows the growth in benefits and replacement rates for a median
earner which is projected under present law using the intermediate
assumptions in the 1977 Trustees report:
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TABLE 6.—PROJECTED EARNINGS AND BENEFITS FOR INDI-
VIDUALS WITH MEDIAN EARNINGS RETIRING AT AGE 65 IN

SELECTED YEARS 1977-2050

Taxable earnings Annual benefit Replace.

in prior year .amount! ment ratio?
Year of attainment of
age 65: :

1977.....cccceee $8,858 $4,078 0.460
1978.........00000s 9,602 4,483 467
1979........ccevee 10,380 4,842 466
1980................ 11,189 5,221 467
1981................ 11,984 5,620 469
1982.........c0vveu 12,751 6,032 473
1983......ccoee 13,516 6,498 481
1984................ 14,293 6,957 487
1085............. 15,115 7,478 495
1990................ 19,990 9,981 499
1995................ 26,437 13,385 506
2000................ 34,963 18,626 533
2005...........00e0 46,240 25,710 556
2010................ 61,153 35,326 578
2015.........c0 0 80,876 48,291 597
2020..........c00ee 106,960 65,753 615
2025.......0000il 141,456 - 89,175 .630
2030................ 187,079 120,653 .645
2035........ Lo, 247,415 162,870 . .658
2040............ e _ 327,211 219,375 .670
2045... ... 432,743 294,960 682
2050..............0 572,310 395,946 692

1 Total benefits paid during year.
1 Replacement ratio represents the ratio of annual benefit amount to taxable

earnings in the year just prior to retirement.
this table are those

Note: The long-range economic assumptions underlylng
used as the '‘intermediate’ (alternative 1) assumptions for the 1977 Trustees
report: with ultimate 4 percent annual CPl growth; 5.75 percent annual wage
rowth. The annual benefit amount of $395,946 in the year 2050 would be ap-

9
proximately $21,390 in constant (1977) dollars.
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II. FINANCIAL STATUS OF THE PROGRAM

The Deﬁcit‘

The 1977 report of the Trustees of the social security trust funds
showed for the fourth consecutive year that the social security cash
benefits programs—old-age, survivors and disability insurance or
OASDI—were inadequately financed in both the near-term and the
long-range future. In addition the hospital insurance program (HI)
was described as being adequately financed over the next § years but
;vith a tax rate schedule which would not finance the program over the
ong-run.

ver the 25-year period covered by the cost estimates the HI
program has an average deficit of 1.16 percent of taxable payroll
compared to the 0.64 percent deficit estimated in 1976.

Two deficits.—There are really two cash-benefits deficits. A short-
term deficit caused by recent economic conditions and a long-term
deficit reflecting changes in economic conditions and the assumptions
used for the actuarial estimates. The estimates in the 1977 reports of
the Trustees were that the cash benefits program could be expected
to run out of funds in the early 1980’s (with the disability program
being depleted early in 1979 if some action to provide additional
funds is not taken). In the long-run (the 75-year period ending in
2051), the average deficit for the cash benefits programs was estimated
at 8.2 percent of taxable J)ayro]l and a 25'iyear deficit of 1.16 percent
was projected for the medicare program. This is equivalent to annual
amounts of $66 billion if based on the 1977 taxable payroll. If the 25-

ear deficit of 1.16 percent projected for the medicare program, which
18 equivalent to $9.3 billion per yecar were added, the total social
security deficit would be equal to $75.3 billion a year, based on the
1977 taxable payroll.

These deficits represent the magnitude of the financing 1[])roblems
facing the social security programs when averaged over the entire
valuation period. The deficit at present and in the years immediately
ahead is much smaller, but the ultimate deficit is much larger. The
following table shows the deficits at various points in the future.

(13)
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TABLE 7.—DEFICITS OF THE SOCIAL SECURITY CASH BENEFITS
PROGRAM (OASDI)

Dollar equiva-

lent based on

Percent of 1977 rayroll

taxable payroll levels (billions)

1977 i e 1.01 $8
2000, ... i e 4.01 32
2025 . i 12.40 100
2050, ... i e 15.03 121
Yearly average (1977-2001)..... 8. .. 2.34 19
Yearly average (2002-2026). ......... 7.67 62
Yearly average (2027-2051).......... 14,57 117
75-yr average (1977-2051)........... 8.20 66

In other words, if the benefit structure of the cash benefits program
were left unchanged, additional funding would have to be provided
to meet benefit costs over and above current revenues. The amount
of additional funding would be $8 billion in 1977 increasing each year
to $121 billion (in constant 1977 dollars) by 2050. The alternative to
providing this much additional funding is to change the structure of
the program so that it pays out less in benefits.

stimates not predictions.—In evaluating estimates of the future
cost of the social security program, one should keep in mind that while
the estimates are useful as indicators of future trends, they should not
be taken as accurate predictions of future events, The estimates
depend on assumptions (predictions, in a sense) of future economic,
demographic and sociological trends. To the degree that the estimates
are validated by future experience they will be accurate, while they
will be inaccurate to the degree that they depart from future trends.
In projecting the cost of the program, the Trustees actually adopt a
range of assumptions within which it appears likely that future
experience will fall. Under the 1977 Trustees assumptions, the range of
the deficit is estimated to be from 3.88 percent of taxable payroll
under an optimistic set of assumptions to 16.09 percent under a
pessimistic set of assumptions. Generally, the intermediate set of
assumptions which yield an 8.20 percent deficit are used for con-
venience. See appendix A for additional discussion of the actuarial

assumptions.
The Short-Term Deficit

Background.—Early in 1973, it was obvious that the cost of living
was increasing at a rapid rate. Congress therefore provided (P.L. 93-66)
a 5.9 percent increase in benefits which would have been payable for
the months June through December 1974 as an advance payment of
the January 1975 automatic cost-of-living increase. Inflation continued
at a very high rate and, before this increase went into effect, Congress
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substituted (P.L. 93-233) a two-step 11 percent increase for the 5.9
gercent increase previously authorized. The first 7 percent rise in

enefits was effective for March 1974 with the remainder boing
effective for June. The changes in the financing made at that time are
the most recent changes made by Congress.

At the time of the December 1973 legislation, the Social Security
Administration informed Congress that the income to the cash benefits
program (taking into account the effect of the changes made by P.L.
93-233) would be more than outgo for the period covered by the short-
term estimates. The balance in the two trust funds (old-age and sur-
vivors insurance and disability insurance) which was about $42.8
billion at the end of 1972 was estimated to rise to $63.6 billion by the
end of 1978. The following table compares the 1973 estimates with the
actual experience through 1976 and the most recent estimates for the
years 1977-1978.

The 1973 estimates were based on the assumption that there would
be a gradual rise in employment and wages with an increase in aver-
age wages about 6.2 percent a year. The CPI was assumed to rise at
an average rate of 3.3 percent a year from the second quarter of 1974
to the first quarter o}) 1977. However, actual economic experience
proved to be quite different from the 1973 assumptions.



TABLE 8.—INCOME AND EXPENDITURES OF THE SOCIAL SECURITY CASH BENEFITS TRUST FUNDS AS
ESTIMATED IN 1973 AND IN 1977

[in billions of dollars]
1973 estimate 1977 estimate
Expendi- Cha in F"eﬁ :} Expendi- Cha in Fu::: :ft
Income tures funds year income tures funds year
Year:

1973 L 54.8 53.4 14 442 '548 '53.1 116 1444
1974. ... ... 63.1 61.2 19 46.1 '62.1 '60.6 115 1459
1975.... .. 68.5 67.6 .8 469 '!'676 '69.2 '-15 1443
1976................. 74.8 73.1 1.7 486 '750 '78.2 '-3.2 141.1
1977. . 80.9 77.8 3.1 51.7 82.1 87.7 —~5.6 35.5
1978. ... 85.5 83.7 19 53.6 90.7 97.5 —6.9 28.6

1 Actual rather than estimated amounts.
Note: Totals do not necessarily equal the sum of rounded components.

)
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The CPI rose faster than anticipated. Under the 1973 assump-
tions, the automatic cost-of-living provisions would have caused
benefits to rise at an average rate of 3 percent a year while the actual
increases along with that assumed for 1978 average 6.4 percent, or 115
percent higher than the 1973 estimate. The automatic cost-of-living
increases used for the 1973 and 1977 estimates are shown below:

TABLE 9.—COST-OF-LIVING INCREASES IN BENEFITS—1973
AND 1977 ESTIMATES

1973 estimiate— 1977 estimate~

Year: percent percent
1975, . i 3.1 8.0
1976, .. it 3.1 6.4
8 ) 10 59
1978, ... 58 5.5

1 The 1973 estimates projected that the CPI rise for 1976 to 1977 would be less
than the 3%needed to trigger an automatic benefit increase.

Wage levels also rose faster than had been anticipated but not
enough faster to offset the impact of the price rises. For 1973 the in-
crease in average wages was 7.0 percent, for 1974 the increase was 6.9
percent, for 1975 it was again 6.9 percent, and for 1976 it was 7.4 per-
cont. The estimates for the years 1977 and 1978 assume rises of 8.4
percent and 8.1 percent—an average of 7.4 percent, 20 percent higher
than assumed in the 1973 estimates.

The 1977 Trustees report.—The 1977 report of the Trustees indicated
that the cash-benefit programs would require relatively modest but
growing amounts of additional funds in the immediate future and

uite large amounts later on. The estimates, were based on 3 alterna-
tive sets of economic assumptions and projected the following changes
as a result of the provisions of the law which call for automatic in-
creases in benefits to take account of rises in the CPI and increases in

the tax base to take account of rising wage levels.

TABLE 10 —PROJECTED INCREASES IN BENEFITS AND TAX
BASE

General benefit increase (phrcent)
under alternative—

Year | i ui Tax base
1976..........c00vvvnen 6.4 6.4 64 $15,300
1977, cc0iiiiiiiiiinn, 5.9 59 5.9 16,500
1978....cccvvviviinnns 5.5 5.5 5.5 17,700
1979, . ccciviiiiiiniin 4.8 5.2 6.9 18,900
1980.......00 i 4.5 5.0 6.8 20,400
1981....cc0cvvviiinenns 3.6 4,2 5.2 121,900

1 $22,200 under aiternative IIl,

The estimated 1976-1981 income and e xpenditures of the combined
cash-benefits trust funds and of each separate fund under the three
alternative assumptions are shown in th e following tables:
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TABLE 11.—ESTIMATED OPERATIONS OF THE OLD-AGE AND
SURVIVORS INSURANCE AND DISABILITY INSURANCE TRUST
FUNDS, COMBINED, DURING CALENDAR YEARS 1976-81
UNDER 3 ALTERNATIVE SETS OF ASSUMPTIONS

[Dollar amounts in billions]

Funds at begin-
ning of year as

Dis- Net Funds at a percentage of
burse. increase end of disbursements
Calendar year Income ments in funds year during year
Alternative |:
19761......... 750 $782 -=$32 $41.1 57
1977.......... 821 877 =56 355 47
1978.......... 90.7 975 =68 287 36
19791......... 1000 1072 =73 214 27
1980¢......... 109.3 1172 =79 135 18
1981¢%......... 1180 1274 =94 4.1 11
Alternative Il:
1976°......... 750 782 ~32 411 57
1977.......... 82.1 877 -56 355 47
1978.......... 90.7 975 =69 286 36
19794......... 99.5 1074 -=79 207 27
1980°......... 1089 1180 -=9.1 116 18
19811......... 1174 1289 =115 A 9
Alternative lll:

976!'......... 750 782 =32 4l.1 57
1977.......... 82.1 877 =56 355 47
1978.......... 905 975 =70 285 36
1979¢......... 98.2 1084 -102 18.3 26
19801¢......... 106.7 121.1 =143 39 15
19811......... 115.7 1341 -184 =145 3

1 Figures for 1976 represent actual experience,

3 Because the disablility insurance trust fund is exhausted in 1979 under each
alternative, and because none of the estimated income to one trust fund can be
allocated to the other trust fund, under present law, the figures for 1979-81 are
theoretical, representing arithmetical addition of figures shown in tables 14 and 15.

Note: Totals do not necessarily equal the sum of rounded components.
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TABLE 12.—ESTIMATED OPERATIONS OF THE DISABILITY
INSURANCE TRUST FUND DURING CALENDAR YEARS 1976-81
UNDER 3 ALTERNATIVE SETS OF ASSUMPTIONS

[Dollar amounts in billions)

Fund at begin-
ning of year as
Dis-. Net Fund at a percentage of
. burse. increase end of disbursements
Calendar year Income ments  in fund year during year
Alternative I:
1976°......... $8.8 $104 -$1.6 $5.7 71
1977.......... 96 121 =25 3.3 48
1978.......... 109 136 -28 5 24
19791......... 119 153 =35 =30 3
19801......... 128 172 =44 <74 3
8lt........ 147 192 -45 =119 '
Alternative Il:
1976!......... 88 104 -16 5.7 71
1977.......... 96 121 =25 3.3 48
1978.......... 108 136 -28 5 24
1979%......... 118 154 =35 =31 3
19801......... 127 174 -=46 =7.7 2’
981!......... 146 195 =49 =125 3
Alternative Ill:
1976%......... 88 104 -16 5.7 71
1977.......... 96 121 =25 3.3 48
1978.......... 108 13.7 =28 4 24
19791......... 11,7 155 =39 =34 3
1980°......... 126 179 -54 -88 8
1081¢......... 144 203 -6.0 -148

! Figures for 1976 represent actual exﬁorlence.
? Figures for 1979-81 are theoretical because it is estimated that the disability

insurance trust fund will be exhausted in 1979,
% Fund exhausted in 1979,

Note: Totals do not necessarily equal the sum of rounded components.
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TABLE 13.—ESTIMATED OPERATIONS OF THE OLD-AGE AND
SURVIVORS INSURANCE TRUST FUND DURING CALENDAR
YEARS 1976-81 UNDER 3 ALTERNATIVE SETS OF ASSUMP-

TIONS

[Doliar amounts in billions)

Fund at begin-
ning of year as

Dis. Net Fund at a percentage of

burse- increase end of disbursements

Calendar year Income ments  in fund year during year

Alternative |:

19761......... $66.3 $679 -—-%$1.6 $354 54

1977.......... 725 757 =32 322 47

1978.......... 798 839 -40 282 38

1979.......... 881 919 =38 244 31

1980.......... 965 1000 -35 209 24

1981.......... 1033 1082 —-49 16.1 19
Alternative I1:

976!......... 663 679 -16 354 54
1977.......... 725 757 =32 322 47
1978.......... 798 839 -—41 282 38
1979.......... 87.7 921 -—-44 238 31
1980.......... 96.1 1006 —4.5 19.3 24
1981.......... 1028 1094 —-6.7 127 18

Alternative llI:

9761......... 663 679 =16 354 54
1977.......... 725 75.7 =32 322 47
1978.......... 79.7 839 -—42 281 38
1979.......... 865 929 -63 217 30
1980.......... 94.3 1032 -89 128 21
1981.......... 101.3 113.8 -=125 3 11

! Figures for 1976 represent actual experience.
Note: Totals do not necessarily equal the sum of rounded components.

The Long-Term Deficit

Background.—The last time (1972) that major changes were made
in the cash-benefits programs the actuaries estimated that long-term
income would just equal long-term expenditures. All subsequent
estimates have projected increasing deficits as shown in the following

table:
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TABLE 14.—OLD-AGE, SURVIVORS, AND DISABILITY INSURANCE TRUST FUNDS
LONG-RANGE ACTUARIAL BALANCE: 1971-77 ESTIMATES

[Percent of payrolil]
Long-range balance
Law in effect . Date of estimate * Cost income OASI DI Total
1971 (level cost)?............ 1972. ... L. 10.16 10.21 +0.13 —0.08 +0.05
1971 (dynamic)®............. 1972. ... ... 8.96 10.29 +1.38 —-.05 +1.33
1972 (Public Law 92-336)... 1972.................. 9.77 9.84 +.09 —.02 +.07
H.R. 1 (Public Law92-603).. 1972.................. 10.63 10.63 —.01 +.01 .00
Do......coviiiii.. 1973 (trustees)....... 10.95 10.63 —.09 -.23 —-.32
Do....covviiiiii October 1973......... 11.31 10.63 —.40 —.28 —.68
Do............cooii ... November 1973...... 11.39 10.63 —.48 —.28 —.76
H.g‘; 11333 (Public Law 93- ..... o S 11.39 10.88 —43 —.08 —.51
33).
DO....ooiii 1974 %trus.tees) ....... 13.89 1091 —2.58 .40 —2.98
Do...covviiiiii 1975 (adVisOry . e —3.50
council).
DO 1975 (Senate panel).. 16.90 1090 ............ i —6.00
Do...ovveeiieee 1975 (trustees)....... 16.26 10.94 —3.88 —-1.44 —-5.32
DO..coveieii 1976 (trustees)....... 18.93 10.97 —5.99 —1.97 —7.96
Do..oeeii 1977 (trustees)....... 19.19 10.99 —6.06 -2.14 —8.20

1 All of the estimates were made by the Social Security Administra-
tion Actuaries except for the 1975 Senate panel estimate (see,
Report on Social Security Financing to the Committee on Finance,
commiittee print dated February 1975).

3 The level-cost estimates which were used prior to 1972 assumed
no future changes in the law, in benefit levels, or in wage levels.

3 The dynamic estimating procedures were adopted to demonstrate
the effect of automatic increases in benefits and in the tax base.
They assume no changes in the law but do assume increases in

benefit levels and in wage levels. Dynamic procedures were the
basis for all subsequent estimates.

12
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A number of people have noted that the decline in the actuarial
status of the trust funds began with the adoption of the automatic
cost-of-livinF increases in benefits. While it is true that a substantial
part of the long-term deficit is caused by the cost-of-living increases,
this is because the assumptions made in 1972 as to the relationship
between rises in wage levels and increases in the CPI are now con-
sidered excessively optimistic. In addition, the 1972 assumptions about
demographic factors have also proven excessively optimistic. As a
result, the increases in wage levels have not paid (as was assumed in
1972) for the cost-of-living increases in benefits.

In this connection it seems worth noting that the only time the
Finance Committee reported a cost-of-living provision (in connection
with H.R. 17750, 91st Congress) it said in its 1970 report that it
wished ‘“‘to make clear its intention that the full cost (as estimated
at the time the increase is promulgated) of each automatic increase
is to be financed by additional taxes imposed at the same time that
benefits are increased.” While this principle was incorporated in the
Senate-passed bill, it was not included in the legislation subsequently
enacted in 1972, The earlier bill passed the Senate but no conference
was held to compromise differences between the House-passed and
Senate-passed bills, Subsequently, cost-of-living provisions were en-
acted as a Senate floor amendment to a debt ceiling bill, Public Law
92-336.

Changing assumptions affecting the long-term deficit.—The long-term
deficit comes about because the earlier cost estimates—and as a result,
the financing—were based on demographic and economic assumptions
which are now considered unrealistic.

The 1973 estimates of the cost of the cash-benefits programs were
based on the assumption that the ultimate fertility rate would be
2.3 or 2.8 children per women. By 1973, it was probably more reason-
able to assume that the ultimate rate should be one which would ap-
groach zero population growth (about 2.1 children per woman).

ubsequent cost estimates were based on lesser fertility rates. The
initial reduction came in 1974 when a rate of 2.1 was assumed and a
further reduction was made in 1976 where an ultimate fertility rate of
1.9 was used for the intermediate 1976 assumptions,

As for the economic assumptions made for 1973, the most significant
were that after 1977 average earnings would increase at an annual
rate of § percent while the CPI would increase at 2 percent a year.
Even at the end of 1973 this seemed a dim prospect, and the 1974
estimates were based on the assumption that the annual rise in the
CPI would average 3 percent a year. The effect of this change, how-
ever, was offset to some degree by eliminating an 0.375 percent addi-
tional cost which had been included as a “safety factor” for years
prior to 2011 in the 1973 estimates. By 1976, the assumptions had been
changed to a 5.75 percent annual rise in average wages and a 4 percent
annual rise in the CPI.

The long-range economic assumptions used for the 1977 estimates
are basically those used for the 1976 estimates. Significant changes
though, were made in the mortality and fertility assumptions. Mor-
tality was assumed to improve, thus raising the cost of the program
by 0.64 percent of taxable payroll. This increase in cost was offset by
assuming that the fertility rate would rise to 2.1 (the approximate rate
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at which ths population would neither grow nor decline). The net
result of the two changes in the demographic assumptions is to in-
crease the cost of the programs by 0.02 percent of taxable payroll. The
change in the valuation period from 1976-2050 to 1977-2051 sub-
stitutes a year of high cost for a low-cost year and increases the long-
term cost by 0.24 percent of taxable payrol)l. The effects of the changes
in assumptions starting with the 1974 report of the Trustees are shown

in the following table: .

TABLE 15.—ACTUARIAL FACTORS AFFECTING CHANGES IN
S ESTIMATES: 1974-77

{in percent of taxable payroli]

1974 1975 1976 1977
trustees’ trustees’ trustees’  trustees’
- report report report report
Retirement rates........... =014 ...
Disability assumptions.... =21 =060 -0.33 —-.26
Population and demo-
graphic assumptions.... —1.87 -24 -.69 14.02
Economic assumption..... =-19 =195 =124 - +.12
Female labor force partic-
ipants............ooi i +.35 ........ e
Supreme Court decision
ondependencytest..........ooviiiiiiiiiiiiiiiaa, -0.12
All other (net)............. ~06 +.10 =54 2-02
Total................ -247 =234 -2.08 —-.26

!includes —0.64 as a result of changed mortality and +0.66 as a result

of changed fertility assumptions.
3 [ncludes —.024 as a result of change in valuation period (from 1976-2050 to

1977-2051).
Note: A negative (~) figure indicates an increase in the deficit while a positive
(+) figure indicates a decrease in the deficit.

The full effect of the changes in assumptions on the estimated cost of
the program does not come all at once. For the first 25 years the in-
crease in cost is significant but relatively small when compared with
the rises occurring in the rest of the valuation period.
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TABLE 16.—ESTIMATED EXPENDITURES UNDER PRESENT LAW
OF OLD-AGE, SURVIVORS, AND DISABILITY INSURANCE
SYSTEM AS PERCENT OF TAXABLE PAYROLL FOR SELECTED

YEARS, 1977-2055
[in percent]

Expenditures as percent of
taxable payroll !

Old-agg
an
survivors  Disability Tax rate

Calendar year insurance insurance Total inlaw Difference
1977............ 9.40 1.50 1091 990 -1.01
1978............ 9,37 1.53 10.89 9.90 -.99
1979............ 9.30 1.55 10.86 9.90 -.96
1980............ 9.21 1.59 10.80 9.90 -.90
1981............ 9.24 165 10.88 9.90 -.98
1982............ 9.31 1.70 11.01 990 -1.11
1983...........; 9.40 1.77 1117 990 -1.27
1984............ 9.51 1.84 11.35 990 -1.45
1985............ 9.64 192 1156 990 -1.66
1986............ 9.77 199 11.76 99G -1.86
1987............ 9.86 206 1192 990 -2.02
1988............ 9.95 2.13 12.08 990 -~2.18
1989............ 10.03 220 1223 990 -2.33
1990............ 10.12 227 1239 990 =249
1991............ 10.20 234 1254 990 -2.64
1992............ 10.28 241 12.68 990 -2.78
1993............ 10.35 248 1283 990 -293
1994............ 10.42 256 1298 990 -3.08
1995............ 10.50 264 1314 990 -3.24
199%............ 10.54 2.73 13.27 990 -3.37
1997............ 10.60 283 1343 990 -3.53
1998............ 10.66 292 13.58 990 -3.68
1999............ 10.72 3.02 1374 990 -3.84
2000............ 10.79 312 1391 990 ~4.01
2001............ 10.89 323 14.12 990 —-4.22
2005............ 11.30 366 1496 990 -5.06
2010............ 12.46 411 16.57 990 ~6.67
2015............ 14.47 442 1889 1190 -6.99
2020............ 17.05 459 2164 1190 -9.74
2025............ 19.75 455 2430 1190 -1240
2030............ 21.57 445 2602 1190 -14.12
2035............ 22.26 443 2669 1190 -14.79 .
2040............ 22.12 455 2667 1190 -14.77
2045............ 21.83 476 2659 1190 -14.69

See footnote at end of table.
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TABLE 16.—ESTIMATED EXPENDITURES UNDER PRESENT LAW
OF OLD-AGE, SURVIVORS, AND DISABILITY INSURANCE
SYSTEM AS PERCENT OF TAXABLE PAYROLL FOR SELECTED
YEARS, 1977-2055—Continued

[in percent)
Expenditures as percent of
pe taxable pay'r):llt
Old-age
and
survivors  Disability
Calendar year Insurance insurance Total Difference
2050............ 22.02 491 2693 1190 -=15.03
2055............ 22.53 498 2751 1190 -15.61
25-yr averages:
1977-2001.... 10.00 224 1224 990 =234
2002-26...... 14.65 420 1885 11.18 ~7.67
2027-51...... 21.86 461 2647 1190 -14.57
75-yr average:
1977-2051.... 15.51 368 1919 1099 =820

1 Expenditures and taxable payroll are calculated under the intermediate set of
assumptions (alternative 1) which incorporates ultimate annual increases of
5% percent in average wages in covered employment and 4 percent in CPi, an ulti-
mate unemployment rate of 5 parcent, and an ultimate total fertility rate of 2.1
children per woman. Taxable payroll is adjusted to take into account the lower
contribution rates on self-employment income, on tips, and on muitiple-employer
‘‘excess wages'’ as compared with the combined employer-employee rate.
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III. DEALING WITH THE SOCIAL SECURITY DEFICITS

Although it is correct to view the social security financing problem
as involving two deficits—long run and short run—there is consider-
able interaction between the two. In fact, under the present ﬁrogra;n,
the doficit is estimated to increase evelag year thronghout the entire
76-{ear valuation period. Significant additional financing is ne
to koep the program operating over the next several years and basic
changes in program structure and/or financing are needed. Making

long-range changes will not eliminate the need for short-range financ-

ing. Howover, the long-range structural problems of the program will
become more severe each year if the short-range financing is not
taken care of. Moreover, the proposal chosen by Congress to deal with
the long-rango financing situation can affect the judgmeunt as to the
most appropriate methods of dealing with the short-range situation.

Administration Package

The Administration has proposed a acknfe of chat}aes in the
social security system designed to reduce future social securit
expenditures and to increase trust fund income. Although draft
legg'slation to carry out the Administration program has not yet been
submitted, the following details of the elements of that program have
been made known:

Changes in the basic benefit structure.—The present law automatio
benefit increase mechanism now applies both to benefits after retire-
ment and to the formula for initially determining benefits for new
retirees, The Administration proposal would make that mechanism
inapplicable in the future to the formula for determining initial bene-
fits. This modification is commonly referred to as “decoupling.” As &
substitute for the present automatic adjustment mechanism as it
applies to the formula for determininf initial benefits, the Adminis-
tration proposal would establish a new formula in which initial benefits
would be based on the worker's wages after adjustment for changes
in wage levels over his working lifetime. This 18 commonly referred
to as “‘wage-indexing.”” The proposed new benefit structure would
maintain re;l)llacement. rates at approximately current levels. It is
cssentially the same change recommended by the 1974 Advisory
C(%;mil andfth?h Fonr:}m Adxgximistram'.\lg\li e lud

wibility for ts ben¢fits.—The package includes a proposal
under which a wifg).‘ widow, husband, or widow?i' would have to meet
a test of dependency on the spouse in order to qualify for dependents

or survivors benefits.
General revenues.—~Qeneral revenues would be transferred to the

OASDI trust funds to replace social security taxes lost as a result of

unemployment in excess of 6 percent during the recent recession. The
proposal would apply to the period 1975-1982, (Under the intermedi-

ate assumptions gx the 1977 trustees report, the rate drops below 6
percent after 1978.) (20)

80-958~—~77—3
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Employee and self-employed taz base.~The Administration proposal
would increase the annual amount of wages or self-employment income
subject to the omgloyee share of social security taxes (or the self-
employment tax) by $2,400 over and above the levels which would
apply under existing law. This change would take place in 4 steps
with $600 increases in 1079, 1981, 1083, und 1988.

Employer taz base.~The limit on annual wages subject to the
employer ;tmt of the social security tax would be eliminated entirel
in 1981, (It would be increased to $23,400 in 1979 and $37,500 in 1980.

Self-em end taz rate~Tho rate of the social security tax for
the cash-benefits program for self-employed persons would be in-
creased to a rate equal to 1) times the rate for employces. This change
would be effective in 1979,

Reallocation of HI taz revenue.—A portion of the Hospital Insur-
ance tax rate would be shifted to the cash-benefits program beginning

. in 1978.

Long-range increase in OASDI taz rates.~The combined employer-
employee tax rate for the social security cash benefits-program is
now 9.9 percent and is scheduled under present law to rise to 11.9

ercent in 2011, The Administration would advance the date of the
Increase, making 0.5 percent (0.25 cach for employee and employer)
gﬂelc"téze in 1086 and the remaining 1.5 percent (0.75 each) effective
in .

Long-term cost estimales 3{ Adminisiration fropml.-'l‘he total
package shows a slight (0.5 percent of taxable payroll) actuarial
surplus in the 28-ycar period 1977-2002; in the long-term (1077-
2081) the proposal would have a deficit of 1.9 percent of taxable payroll
or 13 percent of the cost of the revised program. The following table
summarizes the 75-year cost effects of the Administration proposal:

TABLE 17.—IMPACT OF ADMINISTRATION PROPOSALS ON
LONG, RANGE FINANCIAL STATUS OF TRUST FUNDS

[As percent of taxable payroll)

Deficit under present 1aw.............ovvvivvieriveennnnns -8.2
Savings from decoupling.............coovenen. Cerreieaas +12.0
Cost of wage-indexed benefit formula..................... -7.9
Effect of:
Employer base increases.................. Cerrerennes . 409
Employee base increases........... Cererrereeens oo $0.1
Self-employed tax increase................. Cererreas . 0.1
Diversion of hospital taxes and acceleration of 2011
tax rate increase...... Cera et et ee et i renerea II.O
Dependency tests.............oevvivnnniens Ceverreaees 0.1
Residual deficit, ....oovviiiiiiiieiiiieiiininesseess 1-1.9

1 While the Administration’s proposals would assure sufficient financing for the
next 25 years or s0 and maintain the reserve ratio above one-third in the 1980's,
they would leave a long-range deficit of 1.9 percent of taxable payroll, which is
equal to about 12.6 percent of long range expenditures, under the program as it
would be modified by the Administration’s recommendations. The Administration
u{s that this deficit is to be studied by the Social Security Advisory Council alon
with other benefit adequacy questions which would change the long range deficit.
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Short-term effects of the Administration gropomla.—'l‘he Administra-
tion has indicated that the cash-benefits programs will need an
additional 883 billion in the period 1978-1082 in order to have a trust
fund balance equivalent to 50 percent of one year's outgo. In order to
provide this amount they have suggested a number of changes which
could (1) reduce the amount needed by $27 billion and (2) provide an

additional $56 billion in additional income.

‘The additional income would be provided by: -

. ons
Additional employer taxes................ et eeereae $30
Additional employee taxes................ Creeve Cerverierees 4
Diversion of hospital insurance taxes......... Ceeen Cerereees 7
Increase in self-employment tax rate........ TS
Appropriation from general revenues...........vooovveennns 14

Tota'llll ........ sve et [N NN RN NN N I EERENE] LRI B BN B B B B B B B R N I 56

The reduction would come from: ) Billions
Reducing the ratio of trust fund assets to expenditures from
50 percent to 35 percent..........coeiiiiiiiiiiiiienns

Adding a dependency requirement for spouses benefits..... 3

Tota'ol lllllllllll LU B RN I I N ) L 2 U O I O B ) PV OER IR AR RIISETYN RN 27

The following tables show the estimated status of the cash-benefits
trust funds under present law and under the Administration’s pack-

age of proposals over tho period 1977-1987:
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TABLE 18.—ESTIMATED OPERATIONS OF THE OASI AND DI
TRUST FUNDS, COMBINED, DURING CALENDAR YEARS 1977-
87 UNDER PRESENT LAW AND UNDER THE PROGRAM AS
MODIFIED BY THE ADMINISTRATION'S PROPOSALS

[In billions of dollars])

_ Net Increase
Income Outgo in funds
Admin. Admin. Admin.
Present istration Present Istration Present Istration
law proposal law proposal law proposal
Calendar year:
1977........ 82.1 821 877 877 =56 =56
1978........ 90.7 980 975 974 =69 .6
1979 L 9905 128'5 10704 10701 —709 104
19801....... 1089 1213 1180 1174 =91 3.9
1981 1...... 117.4 134.1 1289 1280 =115 6.1
1982¢,...... 125.2 144.7 140.1 1387 =149 6.0
1983!....... 1329 155.1 152.1 1499 -=19.2 5.2
1084°....... 140.7 165.7 165.1 162.1 -=24.4 3.6
1985 L 148|4 184.8 17902 175.4 -3009 904
1986¢....... 156.2 198.3 1944 1894 -—38.2 8.9
19871....... 1644 211.7 2105 2044 —46.2 7.2
(Doliar amounts in biilions)
Funds at beginning of
year as a percentage of
Funds at end of year outgo during year
Adminls. Adminis.
Present  tration  Present tration
law  proposal law  proposal
alendar year:
Calend
1§ 1 $355 $35.5 47 47
978. ..t 28.6 36.1 36 36
1979t . .iivivinnnnns 20.7 37.6 27 34
1980 .....ccovvvvvnns. 11.6 41.5 18 32
1981 ...cciiiviinnnn, A 47.6 9 32
1982 l o treereensasnnes -1408 5306 34
1983 .. iiiiiiiiiinenn -=34.0 58.9 36
1984t .........c00veies -58.4 62.5 36
1985t.....ccciivinnnns -89.3 71.9 3 36
liriireii e -127.4 80.8 38
1987 .cccvvviiinnen. -173.6 88.0 40

| Because it is estimated that the DI trust fund will be exhausted in 1979 under

present law, the figures for 1979-87 under present law are theoretical.

1 Less than 0.8 percent.
 Funds exhausted,
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TABLE 19.—ESTIMATED OPERATIONS OF THE OASI TRUST
FUND DURING CALENDAR YEARS 1977-87 UNDER PRESENT
LAW AND UNDER THE PROGRAM AS MODIFIED BY THE
ADMINISTRATION'S PROPOSALS

{In bmlons_of dollars)

Net increase

Income Qutgo in fund
Admin- Admin. Admine
Present istration Present Istration Present istration
law proposal law propotal law proposal

Calendar year:
1977 oooooooo 7205 7205 75-7 7506 -3o2 -301
1978........ 798 840 839 838 4.1 3
1979........ 87.7 926 921 918 -=44 8
1980........ 96.1 1035 1006 1002 -—4.5 3.3
1981........ 1028 1134 1094 1088 —=6.7 4.6
1982........ 109.7 1222 1184 1174 -=8.7 4.8
19831....... 116.7 129.7 1279 1264 -=11.2 33
1984!....... 1239 1383 1383 1362 -14.4 2.1
19851....... 131.1 1555 1495 1468 -18.4 8.7
- 1986!....... 136.9 164.6 161.4 1580 -24.5 6.5
1987¢....... 1443 1753 174.1 1700 -=29.7 53
[Dollar amounts in billions)
Fund at beginning of
year as a percentage of
Fund at end of year outgo during year
Adminis. Adminis.
Present tration  Present tration
law  proposal law proposal
Calendar year:

1977 0o, $32.2 $32.3 47 47
1978.....cc0vvviinnnn 28.2 32.5 38 39
1979, 23. 333 31 35
1980.......ccvvvvnnn 19.3 36.6 24 33
1981....cccviiivnnnn 12.7 41.3 18 34
1982......ccvvvinnen, 4.0 46.1 11 35
1983 .....ciivvenenn, -7.3 49.3 3 36
1984¢:................. ~21.7 51.4 1 36
1085......coivvvinn -40,1 60.2 35
1986 ..........00nee -64.6 66.7 38
1987 .. iiiiiiiiis -94.4 72.0 39

1 Because It is estimated that the OASI trust fund will be exhausted in 1983 under
present law, the :lgures for 1983-87 under present law are theoretical. :
? Fund exhausted in 1983, : ’
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TABLE 20.—ESTIMATED OPERATIONS OF THE DI TRUST FUND
DURING CALENDAR YEARS 1977-87 UNDER PRESENT LAW
AND UNDER THE PROGRAM AS MODIFIED BY THE ADMINIS-
TRATION'S PROPOSALS

[in blllions of dollars]

Net increase

_ Income Outgo in fund
Admin. Admin. Admin.
Present Istration Present istration Present istration
law proposal law proposal law proposal

Calendar year:

1977........ 96 9.6 121 121 -25 =25
1978........ 108 140 136 136 =28 4
1979°....... 11.8 159 154 1563 =35 .6
1980'....... 127 17.8 174 172 =46 6
1981°....... 146 20.7 195 192 =49 1.5
1982°....... 155 22.4- 21.7 21.2 —6.2 1.2
19831....... 162 255 241 235 =80 2.0
1984:....... 168 27.4 268 259 -10.0 1.5
1985'!....... 173 29.3 298 286 =124 7
1986!....... 193 338 330 314 -136 2.4
1987°....... 200 363 364 344 -—-164 1.9

[Dollar amounts in billions)

Fund at beginning of
year as a percentage of

Fund at end of year outgo during year

Adminis. Adminis-
Present tration  Present tration
law  proposal law proposal

Calendar year:
1977 i, $3.3 $3.3 48 48
1978.....ccccvvieeen 5 3.6 24 24
1979................ =3.1 4.2 3 . 24
1980¢t................ 7.7 4.8 ! 24
1981 L., -12.6 6.3 3 . 25
1982, ..., -18.8 7.6 1) - 30
19831...............e -26.7 9.5 ?) - 32
1984 ................ -36.7 11.0 .37
19851........... evees -49.2 11.7 n . 39
1986¢................. -62.8 14.1 H 37
1987 ...l -79.2 16.0 .. 4l

1 Because it is estimated that the DI trust fund will be exhausted in 1979 under
present law, the figures for 1979-87 are theoretical.
! Fund exhausted in 1981,
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Additional employer taxes.—Under Rresent. law employers, employees
and the self-employed are taxed on the first $16,500 of an individual’s
earnings. (The amount is scheduled to rise each year as average earn-
ings rise.) The Administration proposes to remove this limitation
on the employer tax base in three steps. In 1979 the employer tax
would be applied to the first $23,400 of an individual's wages and
to the first $37,500 in 1980. Starting in 1981 the employer’s total paf'-
roll would be covered. 's'he additional taxes which employers would

pay in the years 1979-82 would be:

{In billions of dollars)

Additional employer taxes

Old-age,
survivors, and
disability Hospital ’
insurance insurance Total
Year:

1979................ 2.1 0.5 2.6
1980.........ct0 5.0 1.1 6.1
1981................ 8.1 2.2 10.3
1982................ 9.0 2.4 11.4

Additional employee tares.—As mentioned above, the present law
puts a ceiling on the amount of earnings subject to the social security
tax, and the ceiling rises as average earnings rise. The administration
proposes four additional increases of $600 in 1979, 1981, 1983 and
1985. The estimated ceilings under present law and under the admin-

istration proposal are shown below:

Ceiling
Administration
Present law proposal
Year:

1979, .. $18,900 $19,500
1980....cccviiiiiiiiiiiiie s 20,400 21,000
1981, .o 21,900 23,100
1982, .. 23,400 24,600
1983, 24,900 26,700
1984. ...t 26,400 - 28,200
1985.......ccvvviiviienns Cereees 27,900 30,300
1086.........cc00 v 29,400 - 32,100
1987. .. 31,200 33,900
1988...............-.-....; ....... 33,000 : 35,700
1989, 34,800 37,800

1990 ...................... PRSP 36,900 - 39,900
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The additional taxes that would be paid by employees and the self-

employed as a result of the tax base increases are shown in the following

table:
[In billions of dollars)

Additional employee taxes

Old-age,
survivors, and
disability Hospital
{nsurance lnsurance Total
Year:

1979, 0.4 0.1 0.5
1980................ 5 1 .6
1981................ 9 2 1.1
1982.. ... 10 3 1.3

Diversion of hospital insurance tazes.—Under present law the hospi-
tal insurance program (Part A of Medicare) 13 financed through a
payroll tax (separate from the taxes which support the cash-benefits
Frogram) which is permanently appropriated to the Federal Hospital

nsurance Trust Fund. The tax is subject to the same ceiling which
applies to the cash-benefits r%gram and is paid by employees, em-
ployers and the self-em{)loyeg. or 1977, the tax rate is 0.9 percent of
earnings and is scheduled to rise to 1.1 percent in 1978 and to 1.35
percent in 1981 with additional increases in later years. The Adminis-
tration proposes that these rates be cut to 1 percent in 1978 and to
1.15 J)ercent in 1981. At the same time the cash-benefits tax rates
would be increased by 0.1 percent in 1978, from 4.95 percent to 5.05
percent, and by an additional 0.1 percent (to 5.15 percent) in 1981.

Increase in OASDI Trust Fund and decrease in HI Trust Fund

Billions

R £ 2 N $1.6
74 T P 2.0
20 2.3
72 3 4.8
5.4

Although the 1977 report of the Trustees of the hospital insurance
trust fund states that, over the 25-year period covered by the cost
estimates, the average deficit is 1.16 percent of taxable payroll, the
Administration says that the program will need less money than
greviously anticipated if their cost containment program is enacted.

hould that program be enacted, they anticipate a savings of about
$10 billion through 1982. In effect, they propose to allocate $7 billion
of the anticipated savings plus all of the added revenue generated by
the proposed tax base increases and general fund contributions to
the cash-benefits programs.

The net impact of the Administration’s short-range financing pro-
posals on the hospital insurance program would be an increase in the
deficit from 1.16 percent of taxable payroll to 1.22 percent of taxable
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payroll. If the Administration’s cost containment proposals are enacted
and have the anticipated effects, that deficit wou{)d be reduced to 0.79
percent of payroll (at current payroll levels about $6.3 billion per year
over the 25-year valuation period). The Hospital 1nsurance trust fund
would become exhausted under the Administration’s financing pro-
posal in 1985 or, if the cost containment proposals are enacted and

effective, in 1990.

TABLE 21.—LONG RANGE (25-YEAR) STATUS OF HOSPITAL
INSURANCE TRUST FUND UNDER INTERMEDIATE AS-

SUMPTIONS
[In percent of taxable payroll] -

Under administration financing

proposal
Under present Without cost With cost
law  containment containment
Average cost............ 3.96 3.66 3.23
Average tax rate.....,... 2.80 2.44 244
Actuarial balance. -1.16 -1.22 -0.79

TABLE 22.—HOSPITAL INSURANCE TRUST FUND BALANCES

Start-of-year balance Start-of-year balance as

(billions) percent of outgo for year
Administration Administration
proposal proposal

Without With Without With
Present  contain-  contain. Present  contain-  contain-
Year law ment ment law ment ment
1978... $11 $11 $11 55 55 58
1979... 12 12 13 56 53 60
1980... . 14 12 14 53 47 60
1981... 14 11 16 45 39 59
19€2... 17 13 20 50 38 65
1983... 19 12 23 50 31 67
1984... 19 9 25 44 20 64
1985...:. 17 2 24 34 5 56
1986... 11 0 21 20 0 44
1987-0. 6 oooooooooo 21 10 000000000 38
1988... O .vnn 18 O.eevvneee 29
1989... ... 12 18
1990.....c.o i, 2 e 3
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Increase in self-employment taz rate.—When earnings from self-em-
ployment were made subject to the social security tax in 1950, the
rate was set at 1.5 times the employee rate. At that time the employee
rate was 1.5 percent and the self-employment rate was 2.25 percent.
Over the years as tax rates were increased, the 1.5 ratio was main-
tained until 1973 when the cash-benefits rate for the self-employed
was frozen at 7 percent. (When the hospital insurance program was
established the self-employment rate for that program was made equal
to the employee rate and has remained equal as the rate has increased.)
The Administration proposal would increase the self-employment tax
rate for cash benefits according to the original ratio of 1.5 times the

employee rate.. ) )
he additional taxes that would be paid by the self-employed in the

period 1979-1982 are shown in the following table:
Additional Self-Employment Tax

Year: Billions
1079 i $0.1
1080, . i 3
108 .. 4
1082, . 4

New taz rate schedules—The parts of the Administration package
calling for increased self-employment tax and the diversion of Lospital
insurance funds into the OASDI funds would necessitate the enact-
ment of revised tax rate schedules as shown below:

TABLE 23.—SOCIAL SECURITY TAX RATES UNDER PRESENT
LAW AND UNDER THE ADMINISTRATION'S PROPOSALS

[Percent of taxable earnings)

- OASDI  OAsI DI HI Total

EMPLOYEES AND EMPLOYERS, EACH

Present law:

1977.......c.0n1 4,950 4.375 0.575 0.900 5.850
1978-80.............. 4,950 4.350 .600 1.100 6.050
1981-82.............. 4.950 4300 .650 1.350 6.300
1983-84.............. 4.950 4.300 .650 1.350 6.300
1985................L. 4,950 4.300 .650 1.350 6.300 -
1986-89.............. 4.950 4.250 .700 1.500 6.450
1990-2010............ 4.950 4.250 .700 1.500 6.450
- 2011 and later........ 5950 5.100 .850 1.500 7.450
Proposal:
1977..covviiiver........ 4950 4375 .575 .900 5.850
1978-80.............. 5.050 4.300 .750 1.000 6.050
1981-82............... 5,150 4.350 .800 1.150 .- 6.300
1983-84.............. 5.150 4300 .850 1.150 6.300
1985............... .- 95.400 4550 .850 1.150 6.550
1986-89.............. 5400 4475 .925 1.300 6.700
1990-2010............ 6.150 5.000 1.150 1.300 7.450
2011 and later........ 6.150 5.000 1.150 1.300 7.450
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TABLE 23.—SOCIAL SECURITY TAX RATES UNDER PRESENT
LAW AND UNDER THE ADMINISTRATION'S PROPOSALS

[Percent of taxable earnings)

OASDI OASI DI HI Total

SELF-EMPLOYED PERSONS

Present law:
1977..cccvvvvvvinnnn, 7.000 6.185 .815 .900 7.900
1978.....ccccvvvvnnn 7.000 6.150 .850 1.100 8.100
1979-80............... 7.000 6.150 .850 1.100 8.100
1981-82............... 7.000 6.080 .920 1.350 8.350
1983-84............... 7.000 6.080 .920 1.350 8.350
1985.....cccc0vvnenen 7.000 6.080 .920 1.350 8.350
1986-89.............. 7.000 6.010 .990 1.500 8.500
1990-2010............ 7.000 6.010 .990 1.500 8.500
2011 and later........ 7.000 6.000 1.000 1.500 8.500

Proposal:
1977...cccvviinennnnn. 7.000 6.185 .815 .900 7.900
1978......ccvvnnenn. 7.100 6.045 1.055 1.000 8.100
1979-80.............. 7.600 6.470 1.130 1.000 8.600
1981-82.............. 7.700 6.500 1.200 1.150 8.850
1983-84.............. 7.700 6.430 1.270 1.150 8.850
1985.......cc00vvveee 8.100 6.830 1.270 1.150 9.250
1986-89............... 8.100 6.710 1.390 1.300 9.400
1990-2010............ 9,200 7.480 1.720 1.300 10.500
2011 and later........ 9.200 7.480 1.720 1.300 10.500

‘Appropriation from general revenues.—The Administration proposal
includes what it describes as a counter-cyclical financing mechanism
to compensate the cash-benefits and hospital insurance programs for
the income that is not forthcoming from taxes because unemployment
is in excess of 6 percent. The proposal would transfer funds from gen-
eral revenues to the OASDI trust funds. The details of the proposed
transfer have not been made available but the process would involve a
formula for determining the amount of social security taxes that were
not paid in the period 1975-1978 when unemployment was above 6
percent. The amount calculated under this formula, $14.1 billion for
the entire period, would be appropriated to the trust fund in three

installments: .

. Biliions
8 4 - $6.5
1070 i e 4.3
1080, .ttt e 3.3
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" Although the Administration proposals are based on an assumption
that the provision would become a permanent part of the social
security financing plan, they suggest that it be enacted on a temporary
basis. The Advisory Council on Social Security (to be ?pointed this
year and to reKorb at the end of 1978) would be charged with recom-
mending whether such a provision should be part of the permanent
financing scheme.

Ratio of trust fund assets.—The Administration short-term financing
proposals are premised on a decision to recommend that the balance
in the social security trust funds at the end of any year should be
about 50 percent of the expenditures anticipated for the following year.
This 50 Sercent ratio, they say, could be further reduced to 35 percent,
provided that their recommendations for general revenue financing
are adopted. If a 50 percent trust fund level was determined to be
desirable, rather than the 35 percent level, an additional $24.1 billion
would be needed for the period 1978-1982.

Dependency requirement for lxvfmuews benefits.—~The Social Security
Act provides benefits for a wife or a widow without regard to her
actual dependency on her husband. However, benefits for a husband
or a widower are authorized in the law only if the husband received at
least one-half of his support from his wife in the year before she became
disabled, retired or died. Recently the Supreme Court ruled that the
provision of the Act requiring a husband or widower to establish his
dependency was discriminatory ‘and unconstitutional. Therefore, the
Social Security Administration has begun to pay benefits to husbands
and widowers even though they were not dependent on their wives.

The Administration proposes that the law be changed so that
in the future benefits would be awarded to wives, widows, husbands,
and widowers only when they are dependent on their spouses. Details
of how the new dependency test would work have not been made
available. The Secretary of Health, Education, and Welfare in his pre-
pared testimony before the House Subcommittee on Social Security
said: “Under our proposal, in order to qualify for benefits, a person
must show that he or she earned less than one-half of the couple’s total
income in the three years prior to the a[:})lication for benefits.” The
yﬁar-b)g)iear savings resulting from the adoption of this provision are
shown below:

Reductjon in Benefit Payments
Year: Billions
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TABLE 24.—SOURCE OF ADDITIONAL REVENUES PRODUCED BY ADMINISTRATION PLAN

{in billions of dollars]
Counter- Increasing Reallo-
Change in Removing cyclical Increasing seif-em- cation of Added Change in
: trust funds base for general base for ployment Reduced part ot interest Total trust funds
Year current law employers revenues employees tax rate outgo ! Hl rate income effect under plan
Old-age, survivors, and disability insurance .
1978......... —69 .......... 4+55 ... +0.1 +1.6 +0.3 +4+7.5 +40.6
1979......... -~7.9 +2.1 +4+3.6 +0.4 +4+0.1 +.3 +2.0 +.8 +49.3 +1.4
1980......... —9.1 +5.0 +2.8 +.5 +.3 +.6 +2.3 415 +13.0 +3.9
1081......... —11.5 481 .......... 4.9 +.4 +.9 +4.8 425 +417.7 +6.1
1982......... -—14.95 +9.0 .......... +1.0 +.4 +1.5 +5.4 +3.7 +20.9 +6.0
Hospital insurance
1978......... 419 .......... +10 +4+0.8 —-16 .......... +0.2 +2.0
1979......... +1.2 +.5 +.7 +.1 .......... 4+1.3 —-2.0 +4+0.1 +.7 +19
1980......... —_ +1.1 +.5 +.1 ... +2.0 -2.3 +.1 +1.5 +1.4
1981......... +3.6 422 .......... +2 ... +2.7 —4.8 +.2 +.5 4+4.0
1982......... +2.3 +24 .......... +3 ... +3.4 —-5.4 +.2 +.9 +3.2
Cumulative total, 1977-82
OASDI........ —-50.3 4242 +11. +2.8 +1.2 +3.5 +16.1 +88 +68.4 +18.1
Hi............ +8.8 +6.2 +2.2. +.7 ....... ... 4102 -—16.1 +.6 +4+3.7 +12.5
Total....... —41.5 <4304 +414.1 +4+3.5 +12 4136 .......... 4+9.4 +72.1 +30.6

3 includes effect of institution of new dependency test, decoupling,

and hospital cost containment.

Note: Individual items may not add to total due to rounding.

84
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Effects of the Administration proposals.—The following 2 tables
show how the Administration proposals would affect the financial
status of the social security system at different points in the future.
The first table shows the impact only considering the adoption of a
new wage-indexed benefit formula. The second table shows the impact

of the entire package.

TABLE 25.—~COMPARISON OF OASDI COST PROJECTION UNDER
THE ADMINISTRATION WAGE-INDEXING PROPOSAL' AND

”
= THE OASDI TAX RATES SCHEDULED IN PRESENT LAW
[As percent of taxable payroli)
OASDI OASDI
cost taxrate Difference
Calendar year:

1977 it iiiiinns 10.91 990 -1.01
1978. . iiiiiiiiiii it 10.89 990 -=1.01
1979, it 10.86 9.90 -.96
1980, .. 0iiiiiniiiiirnieieenine, 10.76 9.90 -89
8272 3 10.86 9.90 ~,96
1982, ... iviiviiiiiiiiiiiiiiees 10.98 990 -1.08
1983, .. i iviiiiiiiiiieee 11.11 990 -1.22
1984, ... ccviiiiiiiiii i 11.27 990 -1.37
1985, . it iiii i 11.43 990 -1.53
1986....ccivvviiiiinnnnieniiiens 11.59 990 -1.69
1987 ... ciiiiiiiiiiiiiiiiiiie 11.71 990 =181
1988, ... iviiiiiiiiiiiiiiiiinees 11.81 990 -1.91
1989 oooooooooooooooooooooooooooo 11087 9190 —1097
1990, ....cviiiiiiiiiininninnens 11.92 990 -—2.02

:991 ---------------------------- 1 1-99 9090 —
199Z. ...t 12.05 990 ~2.15
1993 ............................ 12- 12 9.90 -2022
1994, ... iviiiiiiiiiiiienes 12.19 990 -=2.29
” 1995, ... i viiiiiiii i 12.25 990 235
1996.....c0vvviiiiiiiiiiiieenn, 12.30 990 =240
1997, ciiiiiiiiii it e 12.36 990 - -=2.46
1998. ... iiiiiii i 12.40 990 -=2.50
1999, ....ciiiiiiiiiiiiiiines 12.46 990 =256
2000. . .00t 12,51 990 =261
P00 ) 12.60 990 =2.70
2005, 11vveveeeereriierrreeens 1291 990 -3.01
2010, .cciiiiiiii i 13.75 990 -3.85
2016, . i e 1508 1190 -=3.18
2020. ...t 16.74 1190 -—4.84
2025, ...t e 1823 1190 -6.33

$ee footnotes at end of table.

+N



T

43

TABLE 25.—COMPARISON OF OASDI COST PROJECTION UNDER
THE ADMINISTRATION  WAGE-INDEXING PROPOSAL'®
AND THE OASDI TAX RATES SCHEDULED IN PRESENT

LAW—Continued .
[As percent of taxable payroli}
OASDI OASD!

cost taxrate Difference

2030, .. 0iiiriiiiiir i 1900 1190 =7.10

2035, .. ittt 1897 1190 =7.07

2040.. ..t e 1845 1190 —6.55

2045......cciiiiiiii i 1801 1190 -=6.11

Y0110 1785 1190 =5.95
25yr averaggs:

1977-2001..........ccuuess veeee 11,73 990 -1.83

2002-26.....00iiiiiiniininienn 1512 11.18 =394

2027-51. .0t 1848 1190 -6.58

75-yr average: 1977-2051........ 15.11 1099 =4.12

1 The system considered here excludes any of the Administration’s proposals
that would increase income as well ag the new proposed depsndency test for living

or surviving spouses.

Note: The above estimates are based on alternative |l assumptions used In the

1977 OASDI Trustees report.
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TABLE 26.—ADMINISTRATION PACKAGE,' OASDI COST
PROJECTIONS OVER THE LONG RANGE (1977-2051)

[As percent of taxable payroll)

OASDI Proposed
cost texrate Difference

Calendar year:
) Y & 10.91 990 =1,01
1980, . 00ivviiirineernniiinnnnnes 10.17 10.10 -,07
1985, .0.vvieiiiirriiiiierennns 1041 10.80 +.39
1990. .00 ivieiiiriniiiiieennnes 1084 1230 +41.46
1995, . ittt 11,15 1230 +1.15
P 0,0 1141 1230 +.89
2005, ..t iiiiiiiiiiee 11.78 12.30 +.52
2010, . ittt 12566 12.30 -.26
P10 ) L T 1381 1230 -=1.51
2020, .. 0iii i 1537 1230 =3.07
2025 oooooooooooooooooooooooooooo 16075 12030 -4045
2030 ............................ 17047 12-30 "’5017
2035, ..t e 1746 1230 -=5.16
2040. ...ttt 1699 1230 -=4.69
20485, ... e 16.58 1230 -4.28
2050.....c00iiiiiiiiii s 1643 1230 -=4.13

25-yr averaggs:
1977-2001......c00vvviiniennnns 10.80 11.32 4-.52
2002-26........0iiiiiiniienins 1384 1230 -1.54
2 7“51 ......................... 7-00 12-30 -4070

75-yr average: 1977-2051.......... 1388 1197 -~1.91

1 Reflects combined impact of decoupling, wage-Indexed benefit formuls, new
taxes and other proposed changes.

Note: The above estimates are based on alternative 1l assumptions used in the
1977 Trustees’report.

Reducing the Long-Term Deficit

The goal of long-range a{‘nancing.—Over the years Congress has
sought to finance the social security J:rogram on what has been called
an actuarially sound basis. In general, the social security program can
be said to be on an actuarially sound basis if, over the period covered
bg'. the estimates, income is sufficient to ptg the benefits provided and
the administrative costs of the program. Clearly, it is not possible to
make estimates over so long a period with absolute precision. There-
fore, some tolerance for error must be included in the definition of
actuarial soundness. At one time the cost estimates were carried out
into the indefinite future (perpetuity) and the program was considered
in actuarial balance if income and outgo varied by no more than plus
or minus 0.25 percent of taxable payroll. When the valuation period
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was roduced to a finito 75-year term, the lpormissible variation was
reduced to 0.1 percent of taxable payroll. When these tolerances
were generally accepted the estimates were made on the so-called
“level-cost" basis which assumed that the law would not be changed
and that wuﬂ‘es and benefitg would remain at the actual levels existing
at the time the estimates were made.

When the automatic increases in the tax base and cost-of-living
benefit increase provisions were added to the law, the estimates
showed the program to be in actuarial balance under the 0.1 percent
tolerance. However in 1073, the Committee on Ways and Means stated
in its report on a bill to increase social security benefits (H.R. 11333)
that the “acceptablo limit of variation” was plus or minus 5 percent of
the cost of the program, or at that time 0.57 percent of taxable payroll.
This !udgment was based on the opinion of the Social Security Admin-
istration’s actuary that a greater tolerance than the former 0.1 percont
of payroll would have to be accciptqd under the new assumptions of
rising wages and rising bencfits. Indicating that the experience up to
that time had been inadequate to indicate what the acceptable im-
balanco should be, ho beligved that it might be in the neighborhood of 5

percent of the cost of the ;l)lrogram. o
Sinco that time, there have been no definitive statements as to the

tolerances which should be n%)‘lied in determining whether the pro-
gram is in actuarial balance. The income to the present program has
a long-term average valuo of 10.99 percent of taxablo payroll and a
long-term cost of 19.19 percent. Therefore, if 8 percent of program
income is used as the tolerance and the program's financing were not
increased, a maximum_deficit of 0.55 percent of payroll would be
within the acceptable limits, This would mean that the program'’s
cost would have to be reduced to a level that was not in excess of
11.L¢ percent of taxable payroll. (At &resen_t payroll levels, 0.65 per-
cent of taxable gayroll amounts to $4.4 billion a year.) While the
tolerance would be a residual deficit of 0.55 percent of payroll, the
goal o/ long-range financing would be to bring income and outgo into
as noarly complete balance as possible. In other words, within the
current 10.99 percent average tax rate, the goal would be a program
costinﬁ 10.99 percent of taxable payroll but that goal could be con-
sidered acceptably met if the estimated cost fell between 10.44 and
11.54 percent of taxable payroll. (Similarly, if the long-range cost of
the program were not reduced below its current level of 19.10 percent
of taxable payroll and the &Jaercent»of-cost tolerance were used as the

ideline for actuarial soundness, the funding of the program would
have to be increased from it's present level of 10.09 percent to 18.23
in order to be within the 0.96 percent tolerance.)

The means to achieve long-range soundness.—The reason for the long-
term deficit is not that Congress has chantfcd the program since 1972
when it was last determined to be soundly financed; rather it is because
the actuaries have found it necessary to change the assumptions as to
what social and economic changes may occur over the next 75 years.
The program is still what Congress provided in 1972; it is just being
looked at from a changed vuntaﬁe point. In brief, from the 1977 point
of view the estimated deficit is the result of changed assumptions as to
economic and demographic factors such as the long-term relationship
between wages and prices, population growth, longevity and disa-

89008~ 7Twmmeq
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bility rates. The changed assumptions, however, are not arbitrary
changes but reflect changing conditions in the economy and society
which have made it necessary to change the actuarial judgment as to
what are the most likely future economic and demographic situations.
While these assumptions will, in turn, have to be revised from time to
time, they do r?resent a reasonably firm basis on which to predict
the direction and to some degree the magnitude of future changes in
outgo and income for the social security program.

While it is not really possible to directly change the economic and
demographic factors which will ultimately determine whether the
social security program is soundly financed, it is possible to modify
the benefit structure of the pro%ram to reduce the anticigated deficit
which may result from future changes in economic and demographic
conditions. Moreover these changes can be made so as to make sound
financing of the program considerably less sonsitive to variations in
economic conditions. Some reduction in the ultimate cost of the
program would be possible through a variety of proposals dealing with
specific elements of ontitlement. However, most proposals which have
been advanced to significantly reduce the ultimate cost of the program
and to make it less sensitive to economic changes involve changing
the formula for determining the amount of initial benefits.

In revising the basic social security benefit formulas, a number of
alternatives are possible dependin§ upon what level of benefits Con-
gress wishes the program to provide and what level of costs it wishes
to provide funding for. As indicated in the first part of this document,
two measures of adequacy for various alternative benefit structures
are benefit Jevels in terms of purchasing powcr as compared with
current levels and replacement rates—that is, the ratio of initial
benefits to earnings just prior to retirement. The tables which follow

resent information concerning these elements together with cost
information for a variety of proposals. For purKoses of comparison,
the first table shows how the present system has operated in this
respect in the past and how it 18 projected to operate in the future
under the intermediate assumptions in the 1977 Trustees’ report.
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TABLE 27.—HISTORICAL BEHAVIOR AND PROJECTIONS OF
PRESENT PROGRAM

o Initial Average Benefit Same as in Present Law

» Workers Earnings Records Not Indexed

+ Benefit Formula Bend Points Not Indexed

» Benefit Formula Factors CPI Indexed (ad hoc increases

prior to 1975)
{In percent)
Worker with average  Replacement rate  Aggregate OASDI
earnings ! for worker with- expenditures
Annual

Year benefit in Replace- Low High  As per- As per-
1977 ment earn. earn-  centof cent of
prices rate ings? ings®  payroll GNP ¢

Year
1955 $2,141 31 45 31 3.3 1.3
1960 2,493 33 45 30 59 2.3
1965 2,665 32 43 33 8.0 2.8
1970 2,987 34 46 29 8.1 3.4
1975 3,619 43 56 30 10.7 4.6
1979 4,415 46 58 35 109 4,5
1985 5,258 48 60 34 116 4.8
1990 5,766 49 63 36 124 5.1
1995 6,360 49 66 36 131 54
7,273 52 76 38 139 5.7
2010 9,334 56 84 42 16.6 6.8
2020... 11,733 60 91 4 216 8.9
2030... 14,558 63 97 45 26.0 10.7
2040... 17,892 66 102 47  26.7 11.0
2050... 21,830 68 106 48 269 11.1
Percent
Average medium-range o8t (1977-2001).....0uuuireierrrnnsossssnrscsennnns 12.2
Average medium-range reVeNUG. ... .cvvvveruervereerserennsosssennneseroses 9.9
Average medium-range defiCit...........ovvviireniirereerosaosernsssensesores -2.3
Average long-range cost (1977-2051).....cccevvivirnerernesecsnnessreesennnes 19.2
Average loNg-range rBVENUB. .......oeveverererrreerseroessecessescensessansss 11.0
Average long-range defiCit............cvviiiiiiiiiiiiiiiinniiinieereeinnns -8.2

1 Assumed to be 4 times the average 1st quarter covered earnings.

! Assumed at $4,600 in 1976 and following the trends of the average.

¥ Assumed at the maximum taxable under the program.

f‘raﬁ'ged on full employment and assuming taxable payroll equals 41.1 percent
[ ] ¢ .

Note: The estimates in this table are based on the economic and demographic
assumptions used in the Intermediate cost estimates (aiternative 1) in the 1977
OASDI Trustees Report. The replacement rates pertain to workers with steady em-
ployment at increasing earnings and compare the annual retirement benefit at
age 65 with the earnings in the year immediately prior to retirement.
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Decoupling.—The starting point for most proposals for dealing
with the long-term deficit of the social security system is a concept
called “decoupling.” Decoupling means that the automatic benefit
increase mechanism in present law would continue to apply to keep
benefits inflation proof after a person retires and begins to draw his
benefits but the formula for initially determining benefits at the time
of retirement would no longer be automatically increased. If the
system were simply decou{) ed with no other changes, a man or
woman retirinﬁ in 1987 would get the same initial benefit as a man or
woman with the same average earnings retiring in 1977. The level of
initial benefits would tend to grow in the future but only as a result
of rising wage levels which, using the same benefit formula, would
tend to generate higher bencfits. However, the rise in actual benefits
awarded in the future would not be enough to keep pace with rising
wage levels or to offset the rise in the CPE :

imple decoupling would completely eliminate the long-range deficit
and would, in Factr, generate a long-range surplus of 3.8 percent-of
taxable payroll. However, the impact on benefit levels for initial
retirees in the future would be a decline in adequacy as compared
with the present situation whether measured as in terms of purchasing
power or in terms of replacement rates. After simple decoupling, it
would be necessary to adopt a new automatic mechanism for increasing
initial benefit levels in order to assure continued adequacy unless
Congress wished to leave this to ad hoc legislation. A number of
progosals for automatic increases in initial benefit levels are discussed
in the following pages.
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TABLE 28.—IMPACT OF SIMPLE DECOUPLING
(Present law provisions except no CPI adjustment of benefit table)

» Initial Average Benefit Same as in Present Law
» Workers Earnings Records Not Indexed

* Benefit Formula Bend Points Not Indexed

* Benefit Formula Factors Not Indexed

Worker with average  Replacement rate  Aggregate OASDI

earnings! for worker with— expenditures
Annual

benefit in Replace- Low High  As per- As per-
1977 ment earn- earn-  centof cent of
Year prices rate ings ! ings?  payroli GNP ¢
(percent) (percent) (percent) (percent) (percent)
1979....... - $4,415 46 58 35 109 4.5
1985....... 4,058 37 46 26 108 4.5
1990....... 3,657 31 40 22 103 4.2
1995....... 3,315 26 34 19 9.3 3.8
2000....... 3,116 22 32 17 8.2 3.4
2010....... 2,776 17 24 14 6.7 2.8
2020....... 2,650 14 18 12 6.3 2.6
2030....... 2,703 12 14 11 5.8 2.4
2040....... 2,903 11 12 10 49 2.0
2050....... 3,235 10 11 10 4.3 1.8
Percent
Average medium-range cost (1977-2001).......ccciivvevrrecennnnrernonees 10.0

Average medium-range reVeNUB. ... .....ccuviiiiererrnrsserronnssencesenne 9.
Average medium-range defiCit..........ccvvveeirrneirirenssresscssreeciranes -1
Average fong-range cost (1977-2051). . ....ciiiiiiirernrnrnrerrnnsncnsnenens 7.2
AVerage IoNg-TaNGEe rEVENUR. .. ...vuuveeeersreirsrererrnssssrasasesssososerss 11.0
Average long-range SUIPIUS. ...ovevetiveirioneireisereernencerosnsssosaseesnss +3.8

1 Assumed to be 4 times the average 1st quarter covered earnings.
* Assumed at $4,600 in 1976 and following the trends of the average.
3 Assumed at the maximum taxable under the program.
f'GBf?‘s,ed on full employment and assuming taxable payroll equals 41.1 percent
o .

Note: The estimates in this table are based on the economic and demographic
assumptions used in the intermediate cost estimates (alternative I1) in the 1977
OASDI Trustees Report. The replacement rates pertain to workers with steady
employment at increasing earnings and compare the annual retirement benefit
at age 65 with the earnings in the year immediately prior to retirement.
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Option 1. Wage-indexing (Administration {lroposal) .~This option
involves the adoption of a new automatic mechanism for adjusting the
formula for computing initial benefits which is designed to keep re-
placement rates at about existing levels. The proposal incor’poratin%
this objective uses a benefit formula in which the worker’s initia
benefit is based on his average wages during his working years but
using wages after adjustment to offset changes in wage levels from
year to year rather than using his actual unadjusted wages. This

roposal, in slightly different forms, was recommended by the 1974

ocial Security Advisory Council, the Ford Administration, and the
Carter Administration.

The wage-indexing option would reduce the deficit by )4 to 4.1
percent of payroll. (Put another way, it would use up the 3.8 percent
of payroll surplus generated by decoupling and would require an
additional 4.1 percent of payrolt in new financing to restore the
long-range soundness of the system.) The Carter Administration
proposal includes long-range additional financing or reduction in cost
equal to 2.2 percent, thus leaving a deficit to be financed later of 1.9
percent of payroll (equivalent, at 1977 payroll levels, to $15 billion
per year over the 75-year valuation period).

nder the wage-indexing proposal, replacement ratios would stabil-
ize after falling about 1 percent from their 1979 levels. Thus, adequacy
would be maintained in terms of replacement rates and substantially
increased in terms of purchasing power. The real value of benefits
would increase about 3% times in the period ending 2050. The theo-
retical individual with average earnings who qualified for an annual
benefit of $4,326 in 1979 would (in constant dollars) qualify for

$14,047 in 2050.
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- TABLE 29.—OPTION 1: WAGE INDEXING
(Proposal recommended by Carter Administration)

« Initial Average Benefit Close’to Present Law in 1979
» Workers Earnings Records Wage Indexed

« Benefit Formula Bend Points Wage Indexed

» Benefit Formula Factors Not Indexed

Workers with average  Replacement rate  Aggregate OASDI

earnings ! for worker with— expenditures
Annual
benefit in Replace- Low High  As per- As per-
1977 ment earn- earn-  cent of cent of
Year . prices rate ings 3 ings?  payroll GNP ¢

(percent) (percent) (percent) (percent) (percent)

1979....... $4,326 45 57 33 10.9 4.5
1985....... 4,733 44 55 32 11.5 4.7
1990....... 5,169 44 56 32 119 49
1995....... 5610 44 56 33 12.2 5.0
2000....... 6,098 44 56 33 12.5 5.1
2010....... 7,206 44 56 34 138 5.7
2020....... 8,514 44 56 34 16.7 6.9
2030....... 10,061 44 56 34 19.0 7.8
2040....... 11,888 44 56 34 184 7.6
2050....... 14,04 44 56 34 178 7.3

Percent
Average medium-range cost (1977-2001)......c.civvviiiiennirrneennenennes 11.7
Average medium-range revenue.................. reetretreerrrrirererrennre 9.9
Average medium-range defiCit..........covveiiirriieeniernirsernsoseenonss -1.8
Average long-range cost (1977-2051)........ceviiiiivrnnirenirenneennaenes 15.1
Average long-range reVeMUB. .........ovevvervrreeeernesssosssrerenasssernnss 11.0
Average long-range defiCit. ..........ccoieviiiireriiieiiiriernereieenneeens -4,1

1 Assumed to be 4 times the average 1st quarter covered earnings.

1 Assumed at $4,600 in 1976 and following the trends of the average.

$ Assumed at the maximum taxable under the program.

f‘ga.;ed on full employment and assuming taxable payroll equals 41.1 percent
0 .

Note: The estimates in this table are based on the economic and demographic
assumptions used in the intermediate cost estimates (alternative I1) in the 1977
OASDI Trustees Report. The replacement rates pertain to workers with steady
employment at increasing earnings and compare the annual retirement benefit
at age 65 with the earnings in the year immediately prior to retirement. The values
in this table refers only to the Administration wage-indexing proposal and exclude
the effect of all other benefit and financing modifications in the Administration

proposal.
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Option 8. Price indering.—Another alternative would be a system
which uses up the 3.8 percent surplus generated by decoupling. This
option also involves establishing & new mechanism for automatically
adjusting the bencfit formula for new retirees. A proposal along these
lines was included in a report prepared for the Congressional Research
Service by a panel of actuaries and economists (the “Hsiao Report”).
This roposalpwould establish a benefit formula for determining initial
social security benefits under which benefits would be based not on
the worker’s actual average wages but on the average of those wages
after an adjustment to ‘ompensate for changes in inflation during
his working lifetime. This proposal is commonly referred to as “price-
indexing.”

Using purchasing power as a measure of adequacy, the price-
indexing approach would provide for steadily increasing adequacy of
initial benefit levels as compared with current benefits though not as
much as under option 1. Under the assumptions used for the 1977
Trustees report, the real value of benefits paid to a worker with
average wages in each year would rise by nearly 90 percent in the
period 1979-2050, from $4,369 to $8,325 a year.

Using replacement rates as a measure of adequacy, the price-
indexing approach would result in a decline in replacement rates for
the next several years. Using the Administration method of measuring
replacement ratios, the ratio for the average worker would fall from
45 to 27 percent in the period 1979-2050.

From a cost standpoint, the long-range cosi of the system under a
price-indexing approach would be approximately equal to the long-
range revenues which the system is expected to generate under the tax
schedules in present law. The short-range deficit would still require
some added financing, but little or no other financing would be needed
in the long run unless Congress subsequently decided to improve
benefit levels above those which-would be automatically generated by
the proposal. .



S

53

TABLE 30.—OPTION 2: PRICE INDEXING

(Proposal recommended by panel of consultants to Congressional
Research Service)

« Initial Average Benefit Close to Present Law in 1979
» Workers Earnings Records CP| Indexed

+ Benefit Formula Bend Points CPI Indexed

o Benefit Formula Factors Not Indexed

Workers with average Replacement rate  Aggregate OASDI

earnings !, for worker with— expenditures
Annual

benefitin Replace. Low High  As per- ASs per
1977 ment earn- earn-  cent of cent of
prices rate ings? ings®  payroll GNP ¢
Year (percent) (percent) (percent) (percent) (percent)
1979....... $4,369 45 59 32 109 4.5
1985....... 4,428 41 53 29 11.0 4.5
1990....... 4,515 38 50 28 11.0 4.5
1995....... 4,631 36 47 27 108 44
2000....... 4,820 34 45 27 105 4.3
2010....... 5,263 32 42 27 106 4.3
2020....... 5,855 30 40 26 120 4.9
2030...... 6,546 28 37 25 128 5.3
2040....... 7,361 27 35 24 118 49
2050....... 8,325 26 32 23 109 4.5
T Percent
Average medium-range cost (1977-2001)......cccvivierrinrnnrnnienienneens 10.8
Average medium-range rBVENUR. ......ccuveenetrenerarseetorenoraocnseennnes 9.9
Average medium-range defiCit. ..........ccoeiiiiiiiiiiiiii it -.9
Average long-range cost (1977-2051).......ccivviviiiviienniinrnenninnienns 11.3
Average long-range revenUB. ..........ccvrviieieeierereasesnoesssnnecncnnns 11.0

Average long-range defiCit...........cviiiiiiiiireiiiinreiieieiineennreraens -

1 Assumed to be 4 times the average 1st quarter covered earnings.

1 Assumed at $4,600 in 1976 and following the trends of the average.

3 Assumed at the maximum taxable under the program.

':‘ gased on full employment and assuming taxable pdyroll equals 41.1 percent of

Note: The estimates in this table are based on the economic and demographic
assumptions used in the intermediate cost estimates (alternative Il) in the 1977
OASDI Trustees Report. The replacement rates pertain to workers with steady
employment at increasing earnings and compare the annual retirement benefit
at age 65 with the earnings in the year immediately prior to retirement.
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Option 8. Combination proposal.—This option would seek to
maintain replacement rates at about current levels for the next 15
years. After that, replacement rates would be allowed to decline as
under the price-indexing approach (but not necessarily by the use
of price indexing).

n terms of benefit adequacy, the combination ogtion would have
continually increasing adequacy in terms of purchasing power. In
addition replacement rates would be maintained at existing levels
through 1995 and would decline thereafter, slowly at first and then
more rapidly after the turn of the century. The cost of this approach
would more than use up the 3.8 percent surplus generated by decou-

ling and would leave a long-range deficit of about 2 percent of payroll.

hus, if Congress chose this option it would have to increase the
financing of the system by 2 percent of payroll in order to have a
soundly financed program. (At current wage levels, 2 percent of payroll *
is t‘h(:i e)quivalent of $16 billion per year over the 75-year valuation
period.

If the combination option were adopted with the necessary addi-
tional financing, present levels of benefit adequacy (by the replace-
ment rate criterion) would be essentially maintained for nearly 20
years. During that Eeriod. Congress would have to determine whether
or not to provide the additional financing which would be necessary
to maintain replacement rates beyond that period.
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TABLE 31.—OPTION 3: COMBINATION PROPOSAL

« Initial Average Benefit Close to Present Law in 1979
« Workers Earnings Records Wage Indexed :

« Benefit Formula Bend Points Wage Indexed
« Benefit Formula Factors Not Indexed Before 1995; Thereafter

Reduced by Half the Gains in Real Earnings

Worker with average  Replacement rate  Aggregate OASDI
earnings! for worker with— expenditures

Annual .

benefit in Replace- Low High  As per- As per-

1977 ment earn. earn-  cent of cent of

Year prices rate ings? ings?  payroll GNP ¢
(percent) (percent) (percent) (percent) (percent)

979....... $4,326 45 57 33 109 4.5
1985....... 4,938 45 58 33 114 4.7
1990....... 5,366 45 58 34 120 4.9
1995....... 5,781 45 57 34 124 5.1
2000....... 6,016 43 55 33 125 5.2
2010....... 6,516 39 50 31 129 5.3
2020....... 7,057 36 46 29 145 6.0
2030....... 7,643 33 42 26 15.1 6.2
2040....... 8,277 30 39 24 135 5.5
2050....... 8,964 28 36 22 120 4.9

Percent
Average medium-range cost (1977-2001).........cooeveiniieiiinaiiieennes 118
Average medium-range rVENUE. ........coersierserresnesrssnesneseassies 9.9
Average medium-range defiCit.........cocoieiiiiiiiiiiiiiiiiiiniinien -19
Average long-range cost (1977-2051)........coiieiiiiiieniiniiiiiiinnnen, 13.0
Average lONg-raNQe reVENUB. . ........cvvvrerereairnarneorssnienssisrsoiins 11.0
Average long-range defiCit.............ooeveviiieiiiiiiiiniiiii -=2.0

1 Assumed to be 4 times the average 1st quarter covered earnings.

3 Assumed at $4,600 in 1976 and following the trends of the average.

3 Assumed at the maximum taxable under the program.

f'GB':;ed on full employment and assuming taxable payroll equals 41.1 percent
0 .

Note: The estimates in this table are based on the economic and demographic
assumptions used in the intermediate cost estimates (alternative I1) in the 1977
OASD! Trustees Report. The replacement rates pertain to worker with steady
employment at increasing earnings and compare the annual retirement benefit
at age 65 with the earnings in the year imme iately prior to retirement.
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Option 4. Maintaining replacement rates ai a level 10 percent below
the 1979 rates.—In 1976 the American Council of Life Insurance and
the National Association of Manufacturers presented a proposal (de-
veloped for them by Robert J. Myers) which would maintain replace-
ment ratios at a level 10 percent below the current levels. This pro-
posal would leave a deficit equal to 2.7 percent of taxable payroll (the
equivalent, at current payroll levels, of $22 billion per year over the 75-
year valuation period).

Under this proposal the level of benefits to be maintained for people
coming on the benefit rolls would drop from 45 percent (for the
hypothetical average worker) to 40 percent in 1979. For any individual,
however, a grandfather clause would guarantee a benefit equal to the
dollar-benefit payable in 1979 under present law. In effect, benefits
would be stabilized at the 41 percent level estimated for 1985. The
purchasing power of benefits, however, would rise 3% times in the
period 1979 to 2050, from $3,893 to $13,141 in 1977 dollars.

This option is actually the same basic approach as embodied in the
Administration recommendations except that it uses as a starting
point a benefit formula which yields a lower replacement rate than
now prevails, Once that formula is established, however, it would
utilize wages indexed to reflect changes in wage levels in the same way
as the Administration proposal.
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- TABLE 32.—OPTION 4: WAGE INDEXING AT REDUCED
REPLACEMENT RATE LEVEL

. In%tiallgb?vgerage Benefit Close to 10 Percent Below Present Law
. in

o Workers Earnings Records Wage Indexed
+ Benefit Formula Bend Points Wage Indexed
o Benefit Formula Factors Not Indexed

Worker with average  Replacement rate  Aggregate OASDI
earnings! for worker with— expenditures

Annual
benefit in Replace. Low High  As per. As per.
197 ment earn. earn.  centof cent of
Year prices rate ings? ings?  payroll GNP+
(percent) (percent) (percent) (percent) (percent)

1979....... $3,893 40 51 30 109 4.5
1985....... 444 41 52 30 109 4.5
1990.. .... 4,829 41 52 30 11.0 / 4.5
1995....... 5,249 41 52 31 112 4.6
000....... ,705 41 52 32 113 4.6
2010....... 6,741 41 52 32 124 5.1
2020....... 7,966 41 52 33 15.1 6.2
2030....... 9,412 41 52 33 17.1 7.0
2040....... 11,121 41 52 33 16.6 6.8
2050....... 13,141 41 52 33 16.0 6.6
Percent

Average medium-range cost (1977-2001).......cccviiiiiiiiieierieeinienenns -11.0
Average medium-range reVENUR. .......c.uveeeteneteeraesssesssreecnsessanes 9.9
Average medium-range defiCit..........ccceiieiiiiiienniernnneirenieraasennes -1.1
Average long-range cost (1977-2051)......c.cvuvrrriiiiniieinrinniorennnans 13.7
Average loNg-range reVBNUB. . ..........uuuueuuranraceseeeererernnssnsssianns 11.0
Average long-range defiCit. .......oieviiinniiraneererreriirecrerersnrierennes -2.7

1 Assumed to be 4 times the average 1st quarter covered earnings.

* \ssumed at $4,600 in 1976 and following the trends of the average.

$ Assumed at the maximum taxable under the program.

"Gaﬁged on full employment and assuming taxable payroll equals 41.1 percent
o s

Note: The estimates in this table are based on the economic and demographic
assumptions used in the intermediate cost estimates (‘alternative I1) in the 1977
OASD! Trustees Report. The replacement rates pertain to workers with steady
employment at increasing earnings and compare the annual retirement benefit
at age 65 with the earnings in the year immediately prior to retirement.
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Option §. Increasing benefit formula by lesser of CPI increase or
56 ‘?f of wage increase.

An example of an alternative which does not involve decouplin
or the use of indexed wages would be to retain the provisions o
present law which call for increasing the benefit formula to take
account of increases in price levels with a modification limiting the
vercentage increase to the smaller of (1) the rise in the Consumer

rice Index or (2) 55 percent of the rise in average wage levels. Under
such a proposal the replacement ratios would be maintained at
approximately Kresent levels for all except those workers who had
low carnings throughout their working lifetimes (for low-carners,
replacement rates would increase). Under the wage-price relationships
assumed for the 1977 report of the Trustees the proposal would have
the same long-term cost as the wage-indexed Jwroposnl recommended
by the Carter Administration, That is, it would reduce the cost of the
program from 19.2 J)ercent of taxable payroll to 15.1 percent and the
average long-term deficit would be 4.1 percent of taxuble Imyroll (at
current payroll levels about $33 billion per year over the 75-ycar

valuation period.)
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TABLE 33.—OPTION 5: INCREASING BENEFIT FORMULA BY
LESSER OF CPI INCREASE OR 55 PERCENT OF WAGE

INCREASE

¢ [nitial Average Benefit Same as in Present Law

o Workers Earnings Records Not Indexed

o Benefit Formula Bend Points Not Indexed ,

» Benefit Formula Factors Indexed to Smaller of Increase in CPI
nr 55 Percent of Increase in Wages

Worker with average  Replacement rate  Aggregate OASDI
earnings! for worker with— - expenditures

Annual Replace- Low High  As per- As per-
benefit in ment earn: earn-  cent of cent of

rate Ings? ings?  payroll GNP
Year prices (percopt) (percent) (percent) (percent) (percent)
1979....... $4,415 46 58 35 109 4.5
1985....... 5,144 47 59 3 114 4.7
1990....... 5,428 46 59 33 12.0 4.9
1995....... 5,760 45 60 33 123 5.0
2000....... 6,340 45 66 33 125 5.1
2010....... 7,545 46 67 34 138 5.7
2020....... 8,906 46 68 34 168 6.9
2030....... 10,503 46 68 34 19.0 7.8
2040....... 12,390 46 67 34 185 7.6
2050....... 14,619 45 67 34 179 7.3
Percent
Average medium-range cost (1977-2001).....c0iiiieiiiiiennnisnronsosnenans 11.7
Average medium:-range reVENUR. «vvoveserstttrsersiesttersasssesesasssssnnans 9.9
Average medium-range balance.......cociiiiiirieiiritiriiiiracserssereansees -1,
Average long-range cost (1977-2051). .40 vuvernnnrinnnnnssisssssssecssisnnene 15.1
Average {ONg-raNge rBVENUEG. v .vseuesesseetersrnssssostortasssssssasssansnns 11.0
Average 1ong-range halanCe.cueieisvicnterrerocrerssrorersroresssessorssrsrsne = 4.1

1 Assumed to be 4 times the average 1st quarter covered earnings.

? Assumed at $4,600 in 1976 and following the trends of the average.

3 Assumed at the maximum taxable under the program.

& rI?ased on full employment and assuming taxable payroll equals 41.1 percent of

Note: The estimates in this table are based on the economic and demographic
assumptions used in the intermediate cost estimates salternative 1) in the 1977
OASDI Trustees Report. The replacement rates pertain to workers with steady
employment at increasing earnings and compare the annual retirement benefit at
age 65 with the earnings in the year immediately prior to retirement.

Reducing the Short-Range Deficit

The goal of short-range financing.—~Although the tolerable amount
of long-range deficit that should be permitted is sub{ect to debate, the
fundamental goal is quite clear: income over the long-range should
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come quite close to equaling outgo. The goal of short-range financin
is to provide the money needed to pay benefits as they come due an
to maintain or build up an “adequate” trust fund.

When the social security program was created in 1935, a fully
funded program would have created unmanageable reserves. And
until 1960 the law required the trustees of the social security trust
funds to report to Congress whenever, in the course of the next five
years it was expected that either of the cash benefits trust funds
would exceed three times expenditures for any one year. Therefore,
the financing adopted was considered a compromise with an interest
earning roserve fund which was expected to be larger than needed
for contingenc}y pul;i)oses but much smaller than would be created
under a fully-funded system. This concept was gradually modified
and the program developed into one that was financed essentially on
a pay-as-you-go basis with a contingency fund equal to about one

- year’s benefit payments,

Prior to the adoption of the automatic cost-of-living benefit increase
provisions in 1972, the 1971 Advisory Council had considered the
adequacy of the cash benefits trust funds and recommended that the
funds be maintained at a level equal to about the benefits payable for
the following year. Although it presented no analysis to support the
recommendation, the council observed that there was “‘nothing new”
about the recommendation. The council realized that strict adherence
to the one-year-of-benefits level would be impractical and that a year-
end balance equal to between 75 percent and 125 percent of the total
expenditures anticipated in the following year would be adequate.

he cost estimates which accompanied the 1972 amendment provid-
ing automatic cost-of-living increases in benefits (P.L. 92-336) were
redicated on the assumption that year-end balances in the trust
und should approximate g equal expenditures anticipated for the
following year. \WWhen the Social Security Amendments of 1972 were
adopted a few months later, the tax schedule in the law was based on
a prediction that the year-end balance in the trust funds would start
at about 80 percent of the expenditures anticipated for the following
year and in the long-run. would rise to 100 nercent. Beginning in 1973
economic conditions did not coincide with the assumptions made in
1972, and the ratio of year-end trust fund balances to anticipated
expenditures fell rapidly so that at the beginninlg‘of 1977 it was 47
Bercent, less than 6 months benefit J)ayments. t is estimated that
y 1981 it will be about 9 percent and, by the start of 1982, less than
1 percent.

There is no clear definition as to what constitutes an adequate
reserve for the cash-benefits trust funds. Clearly, the fund should
never fall below one month’s benefits and a fund equal to one year's
benefits would soon be more than $100 billion. There is some agree-
ment that if the trust fund is to serve as a contingency reserve the
funds should be large enough at the start of a recession to carry the
proﬁram through the recession without any need for a tax rate increase
until after the end of the recession. If such a course were followed,
taxes would have to be increased at the end of the recession so that
the funds could be rebuilt to whatever level seemed necessary to

ride out the next recession.

\\
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A 1976 paper prepared in the Department of Health, Education,
and Welfare ! concludes that a trust fund of about 60 percent of one
Yyear's expenditures would be enough to last through a depression
“glightly more severe than the present one without having to raise
taxes until unemplogment falls below 6 percent.”

In his testimony before the House Subcommittee on Social Security
the Secretar;y of {Iealth, Education, and Welfare described the Ad-
ministration’s proposals for financing the cash-benefits programs and
indicated that a 50 percent level would be adequate. He said that
because of the proposal to provide some general revenue financing to
make up for the income lost when unemployment rises to 6 percent or
more, the 50 percent level could be reduced to a 35 percent level.

At the end of 1973, the cash-benefits trust funds had a balance of
$44.4 billion which was 73 percent of the 1974 fund outgo. The table
below shows the relationship between fund balances at the start of
each year since 1970 to fund outgo during the year for the cash-
benefits trust funds.

TABLE 34.—CASH-BENEFITS TRUST FUND BALANCES, 1970-81!

¢+

Start of year trust fund balance

As a percent of
Amount outgo for the
(billions) year

Calendar year:
1970. .. i $34 103
1071 38 99
1972, . s .40 93
1973, 43 80
1974 44 73
1975, 46 66
1976. ... 44 57
1977 . 41 47
1978, . e 35 36
1979, . 29 27
19B0..cciiiiiiiiiiiii e 21 18
1981............. vt rieenees 12 9

11977-81 amounts based on intermediate assumptions of 1977 Trustees reports.

" Means of meeling the short-range deficit.—There is §eneral agreement
that the solution to the short-term financing problems of the cash-
benefits programs requires additional funding. There are, however,
different views as to the amount of additional funds needed, the timing
of the funding and the source of the funds.

The Social Security Administration actuary has pointed out that

the short-term financing problems of the disability insurance program. -
are particularly acute. According to his estimates, the DI trust fund = -

1Van de Water, Paul N. and Thompson, Lawrence H. Technical analysis paper, “The
Soctal Security Trust Funds as Contln{(ency Reserves.” Office of Income Security Policy,
Office of Assistant Secretary of Planning and Evaluation, Department of Health, Edu-

catfon, and Weltare, July 1976.
89-958—177—38

swrdes
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may not have sufficient funds in the latter part of 1978 to pay benefits
as they come due. The estimates for the latter part of 1978 are shown

below.

[In billions)
Assets at Benefit pay-
beginning ments on the
Month in calendar year 1978 of month 3d of the month
October.........cocovvvviiiniinnen, e $1.7 $1
November..............coovvvvninnn, l.é %

From these estimates it appears that additional funds must be
provided to the DI program before the last quarter of 1978. To assure
that the fund will have sufficient money to pay benefits in the latter
part of 1978, the actuary recommends that the disability program be
provided additional fundinf{ e?uivalent to 0.3 percent (over the
present 1.2 percent funding level) starting January 1978.

If no new source of funding is provided before 1979, the added
funds needed by the disability program would have to be reallocated
from the retirement and survivors program. Such reallocation requires
enabling legislation. The short-term financing problems would be met
under the Administration’s proposals by a combination of several
approaches including increases in the tax base, use of general revenues,
and reallocation of Hospital Insurance funds to the cash-benefits
program. |

Depending upon the objectives, level of funding desired, economic
considerations, and other factors many different combinations of
proposals for short-term financing could be devised. The following
examples are not proposals in any sense but are examples computed by
the Social Security Administration actuary illustrating a range of
alternative ways that short-term funding could be Emﬁded through
the use of tax-rate and tax base increases (and not taking into account
any impact of other proposals such as general revenue funding, changed
eligibility requirements, or a revised benefit structure.)

he examples have been prepared on the assumption that the ratio of

trust fund assets to expenditures would be maintained at about the

present level (47 percent) through 1986. Under each example, the
assets of the trust funds would frop from their 1977 level of about
$35.5 billion for a few years and then would rise so that by 1986 the
balance would range from a low of $90.2 billion to a high of $109.7
billion and the ratio of assets to expenditures would be 46 to 49 percent.

Ezample 1.-Single-step taz rate increase.—Under this example the
employer and employee tax rate would rise from 4.95 percent to
5.75 percent each in 1979 and the self-emplovment rate would rise
from 7 percent to 8.625 percent. The ratio of trust fund assets to
expenditures would fall to 27 percent in 1979 and begin to rise there-
after reaching the current 47 percent in 1984, 48 percent in 1985 and
falling to 47 percent in 1986.

Ezample 2. Several-step tax rate increase.—Like example 1, this
would increase income through a tax rate increase only. In the 10-
year period taxes would be increased 5 times as shown below:
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[in percent)]
Employee,
employer, each Self-employed
Present =~ Ex- Present
law ample 2 law Example 2
Year
1977 .ot 495 495 7 7.0
1978. . 495 495 7 7.0
1979 .o 495 525 7 - 79
1980........cccvvinnnn. 495 555 7 8.3
1981.......ciiiiiiiiiieis 495 b5.55 7 8.3
1982... ..o 495 585 7 8.8
1983, 495 585 7 8.8
1984..........cccvvvnne 495 6.10 7 9.2
1985. .. .ccciviieeiinnnn. 495 6.10 7 9.2
1986.........cc0vvvvvvnnnn 495 6.25 7 94

The ratio of trust fund assets to expenditures would fall to 22 percent
in 1980 and then begin to rise until 1t reaches 47 percent in 1986.

Ezample 8. Single-step increase in tax rate and tazr base.—This
example shows the effects of increvsing the tax base from an estimated
$18,900 in 1979 to $30,000, with automatic increases thereafter
according to the formula in present law. At the same time, the tax
rates would increase from 4.95 percent, each, for employees and em-
ployers to 5.3 percent and from 7 percent for the self-employed to
7.9 percent. The ratio of trust fund assets to expenditures would fall
from 47 percent in 1977 to 27 percent in 1979 and then rise until
reaching 47 percent in 1983, 50 percent in 1985, and falling to 49
percent in 1986. At the end of the period, the tax base would have
risen to $47,100 rather than to the $29,400 estimated for the present

law. ,
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Ezample 4. Several-step increase in the taz rate and the taz base.~TIn
this example the tax rate and the tax base are increased in several

steps as follows:

Present law . Example 4
Tax rate Tax rate
Em. Em-
ployee/ ployee/
em- Self- em- Self-
ployer, eme ployer, em-
each ployed each  ployed

Tax base (percent) (percent) Tax base (percent) (percent)

Year:
1977...... $16,500 4.95 7.0 $16,500 4.95 7.0
1978...... 17,700 4.95 7.0 17,700 4.95 7.0
1979...... 18,900 4.95 7.0 21900 5.1 7.7
1980...... 20,400 4.95 7.0 26,400 5.25 7.9
1981...... 21,900 4.95 7.0 28,500 5.25 7.9
1982...... 23,400 4.95 7.0 35,400 5.40 8.1
1983...... 24900 4.95 7.0 37,800 5.40 8.1
1984...... 26,400 4.95 7.0 44,100 5,55 8.3
1985...... 27900 4,95 7.0 46,500 5.55 8.3
1986...... 29,400 4.95 7.0 49,200 5.55 8.3

Under this schedule, the ratio of trust fund assets would fall to 23
percent in 1980 and then rise to 46 percent in 1986.
Ezample 6. Elimination of the tazable earnings limit.—In this

- example all of the additional income would come from eliminating the

ceiling on the amounts taxable for employers, employees and the self-
employed. This would result in the ratio of trust fund assets falling to
27 percent in 1979 and then rising to 48 percent in 1985 and falling to

46 percent in 1986.
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Ezample 6. Eliminations of the tazable earnings limit for em‘ployers
only and a several-step tax rate increase.—Elimination of the ceiling on
taxablo earnings for the employer only would not provide sufficient
additional income to allow the trust funds to grow to about present
levels. Therefore, in addition to eliminating the ceiling for employer this
example would increase the tax rates as follows:

[In percent]

Employee/employer,
c

each Seif-employed

Present Example6 Present Example 6

law law
Year:
1977..ccvvveiininn. 4.95 4.95 7.0 7.0
1978.....cccvviiinn 4.95 4.95 7.0 7.0
1979, 4.95 5.05 7.0 7.6
1980.......c0vvvenen 4.95 5.05 7.0 7.6
1981......ccvivnn 4,95 5.25 7.0 7.9
1982..........cceill 4.95 5.25 7.0 7.9
1983.......cciviint 4.95 5.65 7.0 8.5
1984.................. 4,95 5.65 7.0 8.5
1985.....ccccvvvnnnn 4.95 5.65 7.0 8.5
1986................ 4.95 5.65 7.0 8.5

Under this schedule, the ratio of trust fund assets to expenditures
would fall to 25 percent in 1980 and would then rise to 46 percent in

1986.
The following table compares the provisions and the effects of the 6

examples:



TABLE 35.—ESTIMATED OPERATIONS OF THE OASI AND DI TRUST FUNDS, COMBINED, UNDER PRESENT LAW
AND UNDER THE PROGRAM AS IT WOULD BE MODIFIED BY ALTERNATIVE EXAMPLES OF PROPOSED
FINANCING CHANGES, CALENDAR YEARS 1977-86

Alternative financing examples 3

increase in Elimination of base
Rate increase only base and rate for—
. . Employers
Present Single Several Single Several and Employers
law ¢ step steps step steps employees only
CONTRIBUTION AND BENEFIT BASE
Calendar year: ,

1977 . . e $16,500 $16,500 $16,500 $16,500 $16,500 $16,500 $16,500
1978, . e 17,700 17,700 17,700 17,700 17,700 17,700 17,700
1979, . 18,900 18,900 18,900 30,000 21,900 .......... 18,900
1980. ... e 20,400 20,400 20,400 32,400 26,400 .......... 20,400
1981... .. e 21,900 21,900 21,900 34,800 28,500 .......... 21,900
1082. .. e 23,400 23,400 23,400 37,200 35,400 .......... 23,400
1083, e 24,900 24,900 24,900 39,600 37,800 .......... 24,900
1084. ... .. 26,400 26,400 26,400 42,000 44,100 .......... 26,400
1985. ... 27,900 27,900 27,900 44,400 46,500 .......... 27,900
1986. ... .. 29,400 29,400 29,400 47,100 49,200 .......... 29,400

99
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TABLE 35.—ESTIMATED OPERATIONS OF THE OASI AND 7 * . RUST FUNDS, COMBINED, UNDER PRESENT LAW

AND UNDER THE PROGRAM AS IT WOULD BE MOD:FIED BY ALTERNATIVE EXAMPLES OF PROPOSED
FINANCING CHANGES, CALENDAR YEARS 1977-86—Continued

Alternative financing examples ?

Increase in Elimination of base
Rate increase only base and rate for—
Employers
Single Several Single Several and Employers
step steps step steps employees only

OUTGO (IN BILLIONS)
Calendar year:
19

...................................

...................................
...................................
...................................
...................................
...................................
...................................
...................................

...................................

$87.7 $87.7 $87.7 $87.7 $87.7 $87.7

97.5 97.5 97.5 97.5 97.5 97.5
1074 1074 1074 1074 1074 107.4
117.8 1179 1179 1180 118.0 117.9
128.7 128.8 1288 1289 1289 128.8
139.9 140.0 140.1 140.1 1403 139.9
151.8 151.8 152.2 152.1 152.5 151.8
1649 164.8 1654 1653 166.0 164.8
1790 1789 1798 1796 180.7 178.9
194.1 194.0 1953 195.1 196.5 194.0
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TABLE 35.—ESTIMATED OPERATIONS OF THE OASI AND DI TRUST FUNDS, COMBINED, UNDER PRESENT LAW

AND UNDER THE PROGRAM AS IT WOULD BE MODIFIED BY ALTERNATIVE EXAMPLES OF PROPOSED
FINANCING CHANGES, CALENDAR YEARS 1977-86—Continued

: "Alternative financing examples 3

. ) increase in Elimination of base
Rate increase only base and rate for—
Employers
Present Single Several Single Several and Employers
faw? step steps step steps employees only
ASSETS AT BEGINNING OF YEAR AS A
PERCENTAGE OF OUTGO DURING YEAR
Calendar year:
10977, e 47 47 47 47 47 47 47
1978, . e 36 36 36 36 36 36 36
1979, e 27 27 27 27 27 27 27
1980... ..t 18 30 22 30 23 29 25
1981 . i 9 36 24 37 25 36 25
1982. .. i 3 41 26 42 27 41 27
1983, ... e ¢ 45 31 47 32 45 29
1984. .. .. ¢ 47 35 49 36 47 36
1985, . e 4 48 42 50 42 48 42
1986....ccciiveiiie L, e ‘ 47 47 49 46 46 46

1 Estimated operations in calendar years 1979-86 under present
law are theoretical because it is estimated that the Di trust fund will
be le;gausted in 1979 and that the OASI trust fund will be exhausted

ch set of financing changes also includes an increase in the

cofitribution rate for self-employed persons to 113 times the rate for
employees. :

3 Less than 0.5 percent.
¢ Funds exhausted in 1982.

Note: The above estimates are based on the intermediate set of
assumptions shown in the 1977 Trustees report.

04
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. Chart A -

Sensitivity‘ of Cost Estimates to

Various Assumptions (Costas a percent
of taxable payroll) Short %
EByrs) (15.08)

Trustees’ assumptions 12.24% 19.19%
Mortality improvement: |
None -0.09% -0.932
18%* - -
33% +0.09% +081%

Children per woman: 1.7 -0.02% +181%
1.9 - 4084
R.1* - -
23  +002% -0HM7%
Annual price increase: 2% -0.08% -2.61/
4% - =
6% +0.10% +2T7%
Productivity growth: 1% +0.95% +501%
1%9% - -
2%% -0827 -355%

¥Amount assumed by Trustees
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Chart A
Sensitivity of Cost Estimates to Various Assumptions

The long-range costs of the social security program are measured
in terms of the social security tax rate that would be necessary to
pay all of the benefits which will be due. Over the next 75-year period
the average social security tax rate will, under the provisions of
present law, be 10.99 percent. What the program will cost, however,
depends upon the interaction of various demographic and economic
factors which are difficult to predict with any defree of confidence.
The 1977 Trustees report indicates that the cost of the program over
the next 75 years could range from 14.87 percent of taxable payroll -
under a somewhat optimistic set of economic and demographic assump-
tions to 27.08 percent under a somewhat pessimistic set of assump-
tions. An intermediate set of assumptions yields an estimated cost
o}f 1?.19 percent or 8.20 percent more than the average tax rate now in
the law,

Over the next 25 years, the average tax rate will be 9.90 percent and
the average cost will, under the Trustees’ estimates, range from 11.57
percent under optimistic assumptions to 13.14 percent under pessi-
mistic assumptions, with an intermediate estimate of 12.24 percent.

Chart A, using the intermediate set of assumptions as a base, shows
how the estimated costs over the next 25 and 75 years would chun%e ‘
if one of the basic demographic or economic factors were varied while
tho other factors remained the same. While all of these factors are
shown to have a significant impact on the cost of the program, par-
ticularly over the long-range period, it is the economic factors of
inflation and real-wage growth that most strongly influence the cost
estimates.

The extreme sensitivity of the program to the economic factors
results from the operation of the existing mechanism for automaticall
increasing the formula for computing initial benefits as the cost-of-
living rises. Since benefit levels rise in response to price increases but
the program’s income is tied to wage levels, a change in the relation-
ship between wage and price increases will have a disproportionate
impact on the actuarial balance of the system. Similarly a change in
the rate of inflation alone will cause a large change in program costs.

(73)

89038778



_'1; F A

6y Formula on which the Social Security Benefit
- Table is Based: Relation between Average
Monthly Earnings and Benefits
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Chart B

Formula on Which the Social Security Benefit Table Is Based:
Relation Between Average Monthly Earnings and Benefits

Under existing law, a person gets an initial social security benefit
which is based on his average monthly earnings under the program
during his working lifetime. (After 1990, a working lifetime will mean
the 35 years of highest eurnings; because social security coverage did

not become fully effective until the 1950s, a smaller number of years

are used for those retiring now—21 vears for percons reaching age 62
in 1977, 22 years for persons reaching age 62 in 1978, etc.). For each
level of average monthly earnings, a benefit table in the law specifies a
particular monthly benefit amount.

Chart B shows the approximate formula which underlies the benefit
table in the law as of .lhme 1977. Because persons who have had low
wages throughout their lifetimes are presumed to have less other
sources of retirement income and also to need, for basic necessities, a

reater percentage of their pre-retirement income, the benefit table is
reavily weighted at the low-income end. Thus, for the first $110 of
average monthly wages a benefit is provided which approaches 1%
times those wages. At higher wage levels, the percentage replacement
declines sharply except for a bulge in the $550 to $650 range. (The
benefit formula as now structured appears o give the greatest advan-
tage not to the long-time, low-income worker but to the worker who
has had only marginal attachment to the social security program. The
long-time, low-income worker will generally have average monthly
earnings well above $110 which is the upper limit of the most highly
weighted factor in the formula.)

A%though the benefit table now provides for benefits at average
monthly wage levels up to nearly $1,500, it is not yet possible for
retirees to have lifetime average monthly wages under social security
at the higher levels. At present, a worker retiring with maximum
wages in all years will have average monthly wages at approximately
the $650 level.

In future vears, if the benefit formula shown in chart B remained
static, benefit levels—in terms of percentage replacement—would
become less and less adequate as retirees average wage levels increased
and moved them into the lower percentage factors shown on the right
half of the chart. Existing law offxets this impact by increasing each
of the percentages shown on the chart by the annual percentage
increase in the Consumer Price Index. However, there is no mechanism
in existing law for maintaining the relationship between the two
factors which determine benefit amounts—average wage levels and
the percentages applied to tho<e wage levels to determine benefit
amounts. In other words, the working population moves along the
bottom line.of the chart according to the way in which wage fevels
in the economy grow while the benefit computation percentages
increase according to the way price levels grow. The results, in terms of
benefit levels and therefore program costs, can vary greatly under
differing predictions of the relationship in the growth of these two

factors.
(75)
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Social Security Benefits Upon Retirement as a Percent of
Earnings in the Year Before Retirement: Present Law
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Chart C

Social Security Benefits Upon Retirement as a Percent of
Earnings in the Year Before Retirement: Present Law

As described in the preceding chart, the benefits payable to new
retirees in the future will be determined by the interaction of two
factors—wage level increases’and price increases. Chart C shows the
result of that interaction under the intermediate economic assumptions
in the 1977 Trustees’ report. These assumptions are that wage levels
will increase by 5.76 percent per (f'ear and price levels will increase
by 4 percent per year (once beyond the short-range period).

Under these intermediate assumptions, benefit levels when measured

- a8 a percentage of earnings in the year before reiirement will increase

sharply in the future. Because of the higher benefit percentages at the
lower end of the table, this phenomenon is most pronounced for the
lower income workers, but it also will result in much higher benefits
for average and higher income workers. By 2040, the benefits for
a single worker with low earnings and the husband-wife benefit for a
married worker with average earnings will be more in the year the
first retire than their earnings immediately prior to retirement.
worker with average earnings retiring in 1970 got a benefit equal to
34 percent of his prior year earnings. By 1975 that had increased to
43 percent and by 2050 it is projected to reach nearly 70 percent. It
should be noted that these percentages would be even higher if calcu-
lated as a percent of net earnings after expenses such as payroll and

other withholding taxes. )
This rapid increase in benefit levels in relation to earnings accounts

for a substantial proportion of the projected increased cost of the social
security program.
(17)
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Social Security Cash Benefits: Cost as a Percent of Payroll
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Chart D

Social Security Cash Benefits: Cost as a Percent of Payroll:
Present Law

The social security payroll tax paid by employers and employees
is now set at a rate of 9.9 percent (combined) of taxable wages. The
law now also provides for that rate to increase to 11.9 percent in the
year 2011. Over the next 75 years, the rate will average 10.99 percent.

The cost of the program, however, is now somewhat more than
the current 9.9 percent tax rate and is projected to grow to 27.51
percent by the year 2055. Over the next 75 years, the average cost of
the program will be 19.19 percent of taxable payroll or 8.20 percent
more than the average tax rate.

The cost of the program grows so rapidly because the law contains
an automatic mechanism for raising the level of benefits paid to new
retirees as the Consumer Price Index increases. If the law were
amended so that benefits would continue to be adjusted for inflation
after an individual retires but no further adjustment were made in
the formula for determining benefits for new retirees, the cost of the
program would be substantially reduced. This approach is called
“simple decoupling” in that the inflation adjustment mechanism
which now ap rl)ies both to benefits after retirement and to the initial
benefit formula would be made applicable only to benefits after
retirement,.

Under simple decoupling, the cost of the program as a percent of
taxable payroll would begin to decline almost immediately and would
reach a level of 4.3 percent of payroll by the year 2050. Over the 75
year period, the annual average cost of the program would be 7.2
percent of payroll or 3.8 percent less than the tax rate now in the law.
Although simple decoupling would produce a significant long-range
actuarial surplus, there would still be need for added financing in the
next few years to maintain the short-range cash flow. In addition,
simple decoupling would lead to declining adequacy of benefit levels
when measured as a percent of pre-retirement earnings or when
measured in terms of purchasing power. In order to restore and
maintain the adequacy of the benefits after decoupling, some further
changes in the law would have to be made. The next several charts
illustrate various aspects of alternative possibilities.

(79)



¥ Q b

(

Social Security Cash Benefits: Cost as a Percent of Payroll

Adrrzmstratm;eoxn —

proposal (wage indexing)

157 1 #54% average cost) P ~2 ’:ffmba':,‘:gogg (13. O)%

Zoe=r" e, JatR
r{d" ‘a-.,.\ ~

- f.,\ - - b )

10%- M Price indexi

° 1.3% average Cost)
N ~ g
rates N — -~
. (Average: Simple ~

5% 11,()'7‘??e decopuplmg S——

. (72% average cost)

v v LB

1970 = 1990 2010 2030 2050

g ysy)

08



Chart E

Social Security Cash Benefits: Cost as a Percent of Payroll:
: Proposals

Chart E shows how the cost of the social security program would
})e aﬁclzcted by & number of alternative options for revising the benefit

ormula. -

Simple decoupling as described on Chart D would reduce the long-
range average cost of the program by 12 percent of payroll to a level
of 7.2 percent, but, would lead to declining benefit adequacy for future
retirees.

The proposal is recommended bythe Administration (which was also
endorsed by the prior Administration and the 1974 Social Security
Advisory Councilg) is called wage-indexing. This approach adopts a
new benefit formula in which the percentage factors are not changed
periodically but in which indexed rather than actual average wages
are used in apglying the formula. Under the Administration proposal,
wages would be indexed according to changes which took place in
national wage levels during the individual’s working years. This ap-
proach would reduce the 8.2 percent deficit to 4.1 percent. Put another
way, it would use up the 3.8 percent surplus from decoupling and
would create a new deficit equal to 4.1 percent of taxable payroll.
(Other Administration proposals included in their total financin
package would reduce this deficit to 1.9 percent of taxable payroll.

Another option would be to decouple but then substitute a new
mechanism for automatically adjusting benefit levels for new retirees
designed in such a way as to use up tﬁe 3.8 surplus from decouplin:
without requiring any additional new financing. One such approac
called price indexing was designed by a consultant panel to the Con-
gressional Research Service (Hsiao panel). Their l§>1'oposal would
adopt a new benefit formula for determining initial benefit amounts.
based on indexed rather than actual average wages. Wages would be
indexed to changes in price levels during the individual’s working
rears.

) A combination approach would be possible following the wage-
indexing approach for about 15 years and then introducing elements
which would reduce costs by causing benefits to rise at a lesser rate
than under the Administration proposal. Such an approach would be
designed to use up the surplus generated by decoupling and would
reduce the current dificit to 2.0 f,ercent of payroll. In order to restore
the program to a sound financial status, such an al()iproach would have
to be combined with additional measures to provide new financing of

_ about the same magnitude as those proposed by the Administration.
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Chart F

Social Security Benefits Upon Retirement as a Percent of
Earnings in the Year Before Retirement: Proposals

Chart C demonstrated that the benefits paid under present law will
rise over time when measured as a fraction of carnings in the year
before retirement. Chart I illustrates the effect of several decoupling
proposals on the relationship of benefits at time of retirement to
wages just before retirement. :

In 1955, the benefits paid to a worker with average earnings were
about 31 percent of his earnings and by 1970 they had risen 3 per-
centage points to 34 percent. In the next 5 years, the rise was 9 per-
centage points to about 43 percent and as shown in chart C ti.is trend
could be expected to continue on into the future.

One of the purposes of the various proposals is to cut off the trend
of benefits to represent an increasing part of preretirement earnings.
The wage indexed proposal recommended by the Administration
would maintain future benefits at about the present level in relation-
ship to earnings in the year before retirement. The other proposals
would allow the replacement rates to drop. For a worker with average
carnings in all years, the ultimate percentage of prerctirement earn-
ings represented by benefits would be 44 percent under wage indexing,
28 percent under the combination plan, 26 percent under price index-
ing, and 10 percent under simple decoupling. These percentages
compare with the 63 percent rate projected under present law.
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Chart G
Purchasing Power of Social Security Cash Benefits

Under the present law the worker who has average earnings in

- every year can expect to get an annual benefit of $4,415 in 1979 which

in constant dollars will rise to $21,830 by 2050. This large increase is
the result of the automatic benefit increase mechanism in present law;
and the various proposals are intended to reduce it to levels which can
be financed. Under three of the four proposals shown in the chart,
the purchasing power of benefits—measured in 1977 dollars—rises
from the $4,415 estimated for 1979. Under the simple decoupling
proposal shown by the bottom line purchasing power falls to
$3,235 by 2050. This contrasts with the rise to $14,047 under the
e indexing proposal, to $8,064 under the combination proposal,

and to $8,325 under the price indexing proposal.
Thus, all of the indexing proposals do more than make benefits
inflation proof and provide future retirees with improved gurchas'mg
ower but with a lesser increase than would be provided under present

aw,"
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Chart H

Social Security Cash Benefits: Cost as a Percent of Gross
National Product

The portion of national wealth devoted to the social security cash
benefits programs has been increasing over time. In 1955 about 1.3
percent of the gross national product (GNP) was devoted to the
program. In the following 15 years, the amount increased so that it
was 3.4 percent in 1970. In the next 5 years it rose to 4.6 for 1975.
The growth in the percentage of GNP devoted to social security
arises from a varicty of factors such as the growth in coverage under
the program, increasing benefit levels, and changes in the sizes of the
beneficiary population 1n comparison with the total population.

Chart H shows how the cost of the present program will increase
over time and how it would change under various proposals to
change the benefit computation Frocedures. Under present law and
under the alternatives the cost of the program as a percent of GNP
will increase until about 1990 when it will range from 5.1 percent
under present law to 4.2 percent under the simple decoupling concept.
The costs of the other three proposals would be 4.9 percent for the
wage indexing and combination proposals and 4.5 percent for the
price indexing proposal.

After 1990 the cost of the proposals changes in different directions
depending on the type of indexing used and how it relates to the
anticipated growth in national wealth. The sharpest increase comes
under the present law. This is, of course, in sharp contrast to the
reduction in cost which results from the non-indexed simple decouplin
which allows relative benefit levels to fall while national wealt
increases. :

The wage and price indexing proposals show increasing costs as a
percentage of the GNP until about 2030 because the indexing formulas
devote a part of increasing national wealth to the programs and be-
cause the ratio of beneficiaries to working population grows through-
out the period.

In 2030 the portion of GNP going to the cash benefits program would
be about 10.7 percent under presgnt law, 7.8 J)ercent under wage
indexing, 5.3 percent under price indexing, and 2.4 percent under

simple decoupling.
(87)
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Chart I

Social Security Trust Funds: Balances in Billions of Dollars

Chart I shows the rapid decline in the cash benefits trust funds
which will occur in the near future if no additional money is provided.
At the start of the period the OASI fund has a reserve equal to bene-
fit payments for about 6 months and the DI fund for about 8 months.
The balances in both funds fall quickly and by 1981 the OASI fund
equals about 2 months benefit payments. The DI fund runs out of
money in 1979. However, even before running out of money in 1979,
the DI fund would have some cash flow problems, and new funding will
be needed to pay benefits for the latter part of 1978 when due on the
3rd of the month because taxes to pay the benefits will not be collected
until later in the month. '

Taken together, the two funds could continue to pay benefits
through 1981. However, legislation will be needed in any case since

resent law does not f»ermit the transfer of the money needed from the
ASI fund to the DI fund.

(89)
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ACTUARIAL ASSUMPTIONS
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Actuarial Assumptions

The common measure of the financial soundness of the social secu-
rity cash benefits program is the actuarial cost estimates presented
each year in the report of the Trustees. Two basic estimates are made,
short-term estimates covering the next 5 years and long-term esti-
mates covering the 70-year period beginning where the short-term
estimates leave off.

T'he short-term estimates.—The short-time estimates essentially pic-
ture the cash flow over a 5-year period based on assumptions as to
what economic conditions (inflation, unemployment, and wage levels)
will prevail in each of the years covered by the estimate.

T& long-term estimates.—The long-term estimates, unlike the short-
term estimates, are not presented in dollar terms. Rather they ara in
terms of percent of taxable payroll. (At the present payroll level each
1 percent of taxable payroll amounts to about $8.0 billion.) The current
long-term deficit of 8.2 percent of taxable payroll points to the need
for major changes in the social security program, However, in evalu-
ating the estimates one should bear in mind that estimates over a
75-year future period, however reasonable they may appear at the
time they are made, are not pregise predictions of future events. For
esample, a major assumption in est,ima.t.inig the cost of the social
security program is that the present law will remain unchanged over
the period covered by the estimates. -

Prior to 1972, the long-range estimates were made on a level-cost
basis that assumed earnings and benefit levels would not change over

-the next 75 years. In 1972, when automatic cost-of-living increases in

benefits were authorized, the method of making cost estimates was
changed. Under the revised procedures, the actuarial projections as-
sume an increase in both wages and prices in future years. These
assumptions are the result of the provisions in the law under which
benefits can increase each year as the Consumer Price Index rises, and
the tax base rises in proportion to the rise in average taxable earnings,
In 1972 it was estimated that with the automatic cost-of-living in-
creases and the automatic increases in the tax the program would
remain in exact actuarial balance.

The former level-cost assumptions were generally considered to be
“conservative” in view of the probability that wage levels would con-
tinue to rise in the future. Thus, when the cost was expressed in terms
of a percentage of covered payroll, there was an implicit allowance for
an increase in benefit levels. Moreover, Congress did act from time to
time to use the actuarial surpluses (which resulted from rising wage
levels) to finance part of the cost of the various benefit increases. As
a result, large amounts of surplus funds were not-accumulated and
for all practical purposes the program was financed largely on a pay-
ag-you-go basis—that is, income in most years approximated outgo.
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TABLE 36.—COMPARISON OF AVERAGE EXPENDITURES AND
TAXES FOR OLD-AGE, SURVIVORS, AND DISABILITY INSUR-
ANCE SYSTEM UNDER PRESENT LAW AS PERCENT OF TAX-
ABLE PAYROLL UNDER ALTERNATIVES |, Il, AND HlI

[in percent]

Alternative—
I ]
|

Item [

1st 25-yr period (1977-2001):
Expenditures as percent of tax-

ablepayroll................... 1157 12.24 13.14
Taxrateinlaw.................. 9.90 9.90 9.90
Difference..........ccovvvv.... -1.67 =234 =324

2d 25-yr period (2002-26):
Expenditures as percent of tax-

ablepayroll................... 15.12 1885 24.51
Taxrateinlaw.................. 11.18 11.18 11.18
Difference............c.vv..... -394 -—7.67 -—13.33

3a 25-yr period (2027-51):
Expenditures as percent of tax-

ablepayroll................... 1793 26.47 43.61
Taxrateinlaw.................. 11.90 11.90 11.90
Difference..................... —6.03 —-1457 -=31.71

Total 75-yr period (1977-2051):
Expenditures as percent of tax-

ablepayroll................... 14,87 19.19 27.08
Taxrateinlaw.................. 10.99 10.99 10.99
Difference..................... -3.88 -8.20 -16.09

The three alternative sets of assumptions underlying the costs
estimates in the 1977 Trustees’ report (see table 36 af;ove) are those
which the Trustees call “optimistic” (alternative I), “intermediate”
(alternative 1I) and “pessimistic” (alternative III). The report goes
on to warn that while “it does not seem unreasonable to assume that
actual experience will fall within the range defined by alternatives I
and IIT . . . there can be no guarantee that this will be the caso
because of the high degree of uncertainty in economic and demographie
forecasting.” The values of the major factors in each set of assumptions
are shown in the following table:
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TABLE 37.—VALUES OF SELECTED ECONOMIC AND DEMO-
GRAPHIC FACTORS UNDER 3 ALTERNATIVE SETS OF
ASSUMPTIONS, CALENDAR YEARS 1977-2051

Percentage increase in
average annual--

Average
Wages in annual
covered unem- Total
em- Real ployment fertility
Calendar year ployment CPl wages! rate rate ?
Alternative I:
1977 ........ ... 8.4 6.0 24 7.1 1,709.9
1978............ 8.2 53 29 6.3 1,685.9
1979............ 79 46 3.3 56 1,662.0
1980............ 6.6 41 2.5 50 1,670.2
1981............ 5.8 34 24 45 1,7105
1982............ 5.3 30 23 4,5 1,750.9
1983............ 525 3.0 225 45 1,791.2
1984 and later.. 5.25 3.0 225 4,5 22,300.0
Alternative I1:
1977............ 8.4 6.0 24 7.1 1,709.9
1978............ 8.1 54 2.7 6.3 1,685.9
1979............ 7.8 53 2.5 5.7 1,662.0
1980............ 7.1 47 24 52 1,662.9
1981............ 6.4 41 23 50 1,688.8
1982............ 60 - 40 20 50 1,714.7
1983............ 575 4.0 175 5.0 1,740.5
1984 and later.. 5.75 40 1.75 5.0 32,100.0
Alternative Ill:,
1977............ 8.4 6.0 24 7.1 1,709.9
1978............ 7.9 5.7 2.2 6.4 1,6859
1979............ 8.1 7.6 5 6.6 1,662.0
1980............ 8.2 59 2.3 6.6 1,648.4
1981............ 7.0 51 1.9 6.3 1,645.2
1982............ 6.5 50 1.5 6.0 1,642.1
1983............ 6.25 5.0 125 56 1,638.9
625 50 1.25 5.5 #1,700.0

—

1984 and later..

\
1 Expressed as the difference between percentage increases in average annual

wages and average annual CPI.
3'Average number of children born p2r 1,000 women in their lifetime,
3 This ultimate total fertility rate is not reached until after 1984.
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The wide range in the costs of the program under the three sets of
assumptions only suggests the degree to which the estimates are
sensitive to changes in assumptions and how far from the mark
experience may show the estimates to be. For example, the 76-year
average cost under each of the three sets of estimates is 14.87 percent,
19.19 percent and 27.08 percent. However, if one takes only the
intermediate set of estimates, uses the 1.75 real wage growth but
assumes that the CPI rises at either 2 percent or 6 percent rather than
the 4 Fercent value used for the intermediate set of assumptions, the
cost of the program becomes:

75-year

average

. cost

Wages 3.75 percent—CPI 2 percent............... cereeens 16.58
Wages 5.75 percent—CPI 4 percent........... Ceeereeeaean 19.19
Wages 7.75 percent—CPI 6 percent.............. rreene 21.96

The above keeps the rise in real wages at 1.75 percent. If one holds
the CPI constant but assumes that real wages rise at 1 percent or 2.5
percent the cost under assumption II would be:

75-year

average

cost

Wages 5 9ercent—CPl 4 Percent ......................... . 2420
Wages 5.75 percent—CPl 4 percent....................... 19.19
Wages 6.5 percent—CPl 4 percent........................ 15.64

A similar though much less substantial variation in cost would be
shown if the ultimate fertility rate of 2.1 children per woman were
changed. Under the assumptions indicated the cost would be:

) 75-year

.. . average
Fertlllgy rate: cost
3 AR 21.00

) 0 2P 20.03

2. L e e 19.19

22 S 18.45

228 S 17.80

Staff Note: The social security actuaries have indicated to the staff their pref-
erence for a 1.9 ultimate fertility rate.

The report of the Trustees also points out that in preparing the
long-term cost estimates they did not make any assumptions as to
the size of the trust funds or changes in the size of the trust fund.
If one wished to have the funds grow so that at the end of the 75-year
valustion period they equaled the expenditures for the following year,
additional income averaging 0.24 percent of taxable payroll per year
over the 75-year period would be needed.

~a
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Increase in Employer Tax Liabilities Under
Administration Proposal

The attached tables were prepared in the Department of Health,
Education, and Welfare to show the estimated impact of the adminis-
tration short-run financing plan on 1981 employer tax liabilities. The
staff has not had an opportunity to evaluate the information in the
tables. The staff notes that the data is broken to show small firms and
large firms but not firms with more than 1,050 employees but less

than 10,000 employ-ees.
The following statement was furnished to the staff along with the

tables.

“These estimates are from data supplied by the Office of Research
and Statistics of the Social Security Administration. They come from
a 1 percent sample of persons working in covered employment in 1973.

“Implicit in this exercise is the assumption that the 1981 structure
of relative wages and employment in each industry will be identical
to the 1973 structure.

“Employers are categorized by the estimated total number of
persons who worked for them at any time during the year. Those
categorized as small employers had fewer than 1,050 employees. Given
the nature of the data, it 1s probably not feasible for us to break out
employers that are much smaller than this.

“State and local government employment is categorized according
to the industry reported by the governmental unit. Some governments
report local school and hospital employment as education and hos-
pitals respectively; others report all employment regardless of func-

tion as government.”
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TABLE 38.—PERCENTAGE INCREASE IN EMPLOYER TAX LIA-
BILITIES BY INDUSTRY GROUP AND SIZE OF FIRM ESTI-
MATED 1981 LIABILITY UNDER ADMINISTRATION PLAN

All
Industry firms

Agriculture, forestry, and fisheries........ 6.0 48
Construction................cooviviiienen 143 13.7
Mining and durable manufacturing....... 14.1 12,6
Nondurable manufacturing. ...... e 13.0 129
Transport, communication, and utilities.. 15.7 12.8
Wholesale trade.......................c..0 23.6 23.2
Retailtrade..............cocoviiviiinints, 9.7 98
Finance, insurance, and real estate....... 212 21.1
Medical offices..............ccoovvvvninnen. 60.5 63.3
Hospitals and nursing homes............. 48 2.7
Educational institutions................... 106 6.2
Nonprofit institutions..................... 106 99
Otherservices..............coovvvvinnnnnes 148 145
State and local government............... 7.7 25
US.military............oooiiiiiii, 4.7 )

All industries..............coooeuut 13.9 140

1 Small firms are those with fewer than 1,050 employees; large firms are those
with 10,000 or more employees. Classification based on estimated total number

of persons employed by firm at some time during 1973.
3 None in category or too few to allow reliable estimate.
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TABLE 39,—ESTIMATED PERCENTAGE OF EMPLOYEES EARNING
MORE THAN THE 1981 PRESENT LAW TAXABLE MAXIMUM

FROM 1 EMPLOYER — -

Small
Industry All firms {irms Large firms
Agriculture, forestry, and fisheries. 1.6 1.3 (2
Construction.................... e 8.3 10.9 16.
Mining and durable manufacturing. 14.6 7.1 26.2
Nondurable manufacturing.......... 8.5 5.3 149
Transport, communication, and
utilities..........oocooiiiiin 18.0 90 . 299
Wholesale trade..................... 12.2 9.1 25.8
Retailtrade......................... 2.7 24 3.9
Finance, insurance, and real estate. 8.7 7.0 14.5
Medical offices...................... 6.8 6.6 2
Hospitals and nursing homes...... 2.5 1.4 :
Educational institutions............. 8.7 5.4 14,
Nonprofit institutions............... 3.8 3.6 (2
Other services.......... ........o..s 3.7 4.7 3.
State and local government......... 8.0 24 12.6
US. military..................... 4.6 ® 4.6

See notes to table 38.

TABLE 40.—PERCENTAGE INCREASE IN EMPLOYER TAX LIA-
BILITIES BY INDUSTRY GROUP AND SIZE OF FIRM (DETAILED
BREAKOUT OF EDUCATIONAL INSTITUTIONS)

All  Small Large

Industry firms  firms firms
Elementary and secondary education..... 79 56 (2
Colleges and universities................. 175 84 19

See notes to table 38.



